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THE PORTUGUESE ECONOMY IN 2011

1. Introduction

The year 2011 signs the beginning of the unavoidable adjustment process of the Portuguese economy.
This process will be marked by a strong tightening of fiscal policy, a gradual but significant deleveraging
of the private sector, including the banking sector, and a strengthening of the institutions favouring
innovation, competition and the reallocation of resources in the economy. Given the magnitude of the
current gap between domestic savings and investment — translated into high external financing needs
— the period ahead is projected to bring a strong contraction in domestic demand. This adjustment
will entail high economic and social costs, but is insurmountable. Indeed, only the request for financial
assistance submitted to the European Union and the International Monetary Fund in April made it
possible to avoid an imminent default of the Portuguese State vis-a-vis its creditors. Simultaneously,
the non-standard policy measures implemented by the European Central Bank (ECB) have ensured the
financing of the Portuguese banking system, in a context of virtual absence of financing in international
medium and long term wholesale debt markets. Without this supranational support, the adjustment
of the economy would be abrupt, with incomparably worse implications on welfare. Strict compliance
with the conditionality associated with that support is therefore solidly founded purpose. Nonetheless,
the path of the Portuguese economy in the near future is still surrounded by heightened uncertainty,
due, in particular, to the characteristics of the institutional resolution of the current sovereign debt crisis
in the euro area, as well as to the magnitude and persistence of the pace with which the international
economy will decelerate.

Most recent developments in the international economy confirm that the recovery observed in 2010
was not based on sustained fundamentals. In a context characterized by an escalation of tensions in
international financial markets, indicators point to a deeper—than-expected deceleration in the global
economy, particularly in advanced economies. In the euro area, the sovereign debt crisis intensified and
spilled over into some of the major economies in the area. This generalised increase in risk aversion
passed through to a rise in financing costs in debt markets of countries with more marked structural
weaknesses, as perceived by international investors. In addition, projections for world economic growth
in 2011 and 2012 have been revised significantly downwards, in a framework where the scope for
monetary and fiscal policies in advanced economies is relatively limited. These global developments have
passed through directly to the Portuguese economy. Monetary and financial conditions have therefore
deteriorated considerably in the course of 2011 and external demand for Portuguese goods and services
has been revised significantly downwards.

Against this background, the Portuguese economy is expected to contract sharply in 2011 and even
furtherin 2012 (see article “Projections for the Portuguese economy: 2011-2012", in this Bulletin). These
developments will be characterised by a strong fall in domestic demand and a deceleration in exports
over the projection horizon, translating into a significant adjustment of the imbalances in the Portuguese
economy. In particular, the current and capital account deficit is projected to decline by around 6 p.p.
in the next two years. This adjustment is the result, on the one hand, of some increase in the domestic
savings rate and, on the other hand, of a significant contraction in investment. In particular, private
investment will be held back by the high uncertainty surrounding the adjustment of macroeconomic
imbalances, by the deterioration of expectations regarding the prospects for the economy and by the
required adjustment of the balance sheets of firms from their high indebtedness level, amid increased
financing restrictions from the banking system. On the supply side, a striking development concerns the
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continued fall in employment since end-2008, which will tend to persist over the projection horizon.
The upward trend in the unemployment rate is therefore not projected to be reversed in the near future.

Banks play a crucial role in the adjustment process of the Portuguese economy. In effect, the necessary
deleveraging process of the private sector, including the banking sector, is a result of the high indebtedness
level accumulated since the monetary unification, in a context of very favourable financing conditions,
that persisted after the outbreak of the financial crisis in 2007. Faced with increased risk differentia-
tion, banks only started to gradually adjust the structure of their balance sheets since the second half
of 2010. The growth of assets of the Portuguese banking system decelerated in year-on-year terms to
rates close to zero in July 2011. The economic and financial adjustment programme envisages a range
of initiatives intended to strengthen the financial system, including an increase in bank capital and the
convergence to a more stable market-based financing structure in the medium term. Worthy of note
in this context are the medium-term funding and capital plans that the eight major banking groups are
required to present on a quarterly basis. These plans combine a number of strategic objectives, specifically
as regards the recourse to funding from the Eurosystem, the new credit flows to the private sector and
the exposure to the public sector, including state-owned enterprises. The plans foresee that institutions
shall gradually reduce the credit-to-deposit ratio to 120 per cent by 2014, where applicable. At the end
of the first half of 2011, the average ratio for the eight institutions stood at 143 per cent, 16 percentage
points less than in June 2010.

In this context, banks should give priority to deleveraging strategies that minimise the impact on new
credit flows to the private sector. Therefore, the Programme foresees the need to ensure the consistency
of the deleveraging process with the macroeconomic scenario implied in the Programme. This consist-
ency will be continuously gauged, in particular as regards the principle of ensuring adequate support
to the most productive sectors of the economy. This support should be consistent with the expected
contraction in economic activity and should not hinder the balance-sheet restructuring process of firms
and the economy in general. In the course of 2011, lending to the non-financial private sector has
recorded a broadly-based but gradual slowdown, particularly in loans to households. These mitigated
developments have been supported by an increase in deposits from customers and by a continued high
recourse to Eurosystem financing.

From a structural sustainability perspective, meeting the fiscal targets is a key driver in the adjustment
of the economy. In the course of 2011, the fiscal outturn of previous years has been revised by national
statistical authorities, resulting in the deterioration of the starting point for the fiscal adjustment process
under way. Moreover, according to the September Excessive Deficit Procedure notification, the target
for the fiscal deficit in 2011 will only be achieved resorting to significant additional measures. Should
these measures be temporary, the State Budget for 2012 will be particularly stringent, and, in principle,
must incorporate a considerable number of structural measures. In particular, the sustainability of public
finances will require a structural position characterised by substantial primary surpluses in the medium term.
Meeting this objective will be crucial to ensure that the State — and the other economic agents — resume
funding from international markets. Moreover, the full implementation of the Budgetary Framework
Law and of the restructuring programme of state-owned enterprises is essential. The latter also implies
positive externalities in other dimensions, such as minimising the impact of the deleveraging process of
the banking system on the financing flows to the private sector.

Based on data available up to end-September 20171.



2. International framework

In the course of 2011, economic activity has slowed down gradually and significantly overall, followed
by some recovery in 2010. Although part of this deceleration may have been due to temporary factors,
specifically the negative economic impact of the natural disaster in Japan and the lagged effect of the
strong increase in commodity prices, most recent developments point to a more in-depth and protracted
deceleration. Global economy, in particular the advanced economies, has been affected by high turbu-
lence in international financial markets, related inter alia to the deepening of the sovereign debt crisis
in the euro area. In this period, after the request for external financial assistance made by Greece,
Ireland and Portugal, the concerns of market participants as regards the public finance situation and its
spillovers to banking systems passed through to other euro area countries during the summer. Fears of
the economic consequences of a debt crisis in those countries led to strong falls in stock markets and a
broadly based increase in risk aversion, which translated into higher financing costs in the debt markets
of most affected countries faced with liquidity strains in the money markets. Against this background,
business and household confidence indicators, which were already at relatively weak levels since the start
of the year, fell significantly in most countries. Behind the deterioration in overall economic sentiment
was also the release of unfavourable economic data for the United States and the euro area for the
second quarter of the year. These developments have led to a strong downward revision of the outlook
for global economic growth in 2011 and 2012 (Table 2.1), although forecasts continue to be relatively
favourable for emerging market economies. In a climate of high uncertainty, the downward risks for
economic activity have risen, which may be particularly stressful at a time when the scope for economic
policy in advanced economies is relatively limited, in terms of both the fiscal and monetary policy.

Table 2.1
GDP | REAL RATE OF CHANGE, IN PERCENTAGE

World economy 5.1 4.0 4.0 -0.3 -0.5
Advanced economies 3.1 1.6 1.9 -0.6 -0.7
us 3.0 1.5 1.8 -1.0 -0.9
Japan 4.0 -0.5 2.3 0.2 -0.6
Euro area 1.8 1.6 1.1 -0.4 -0.6
Germany 3.6 2.7 1.3 -0.5 -0.7
France 1.4 1.7 1.4 -0.4 -0.5
Italy 1.3 0.6 0.3 -0.4 -1.0
Spain -0.1 0.8 1.1 0.0 -0.5
United Kingdom 1.4 1.1 1.6 -0.4 -0.7
Emerging and developing economies 7.3 6.4 6.1 -0.2 -0.3
Central and eastern Europe 4.5 43 2.7 -1.0 -0.5
Commonwealth of Independent States 4.6 4.6 4.4 -0.5 -0.3
Asian developing countries 9.5 8.2 8.0 -0.2 -0.4
China 10.3 9.5 9.0 -0.1 -0.5
India 10.1 7.8 7.5 -0.4 -0.3
Latin America 6.1 45 4.0 -0.1 -0.1
Middle East and North Africa 4.4 4.0 3.6 -0.2 -0.8
Subsarian Africa 5.4 52 5.8 -0.3 -0.1
World trade volume (goods and services) 12.8 7.5 5.8 -0.7 -0.9
Source: IMF.

Note: Based on the purchasing-power-parity valuation of GDP.
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Slowdown in world economy and deterioration of the economic outlook more expressive in
advanced economies

The slowdown in economic growth in 2011 was most pronounced in advanced economies. According
to the outlook published by the International Monetary Fund (IMF) in September, the global economy
might grow by 4 per cent in 2011, compared with 5.1 per cent in the previous year. These forecasts were
revised downwards following the intensification of the sovereign debt crisis and weaker-than-expected
data for the second and third quarters in the euro area and the United States. These dynamics were
is part due to the early moderation of the industrial production global cycle. However, in spite of the
recovery observed since 2009, these economies have not yet reached the industrial production levels
seen before the 2007-09 crisis (Chart 2.1).

Domestic demand in advanced economies has been decelerating. The recovery of private consumption
has been more fragile in a context of continued adverse conditions in the labour market in most major
economies during 2011, with high unemployment levels and low or nil employment growth. In addition,
in some countries, the need for adjustment of household and corporate balance sheets persists, which
has constrained the recovery of both private consumption and residential investment. There are still some
signs of slowdown in public consumption, given the pressing need for fiscal consolidation. As regards
international trade flows, the pace of growth of imports is lower than in the previous year (Chart 2.2).
This deceleration was particularly marked in the second quarter of 2011, and is projected to continue
in the second half of the year and into 2012.

Emerging market economies have continued to evince stronger economic growth than advanced economies,
reinforcing the divergent dynamics of the global economy. The possible overheating of some emerging
market economies may influence commodity prices, which may translate into risks to consumer prices
at the global level. These effects may arise not only from commodity prices, but also from the wealth
effect resulting from the sharp increase in asset prices, in particular in the economies where domestic
demand is more buoyant. Nevertheless, emerging market economies may slow down, reflecting tighter
monetary policies and capacity constraints. Moreover, the slowdown in activity of advanced economies
may be negatively reflected in exports of emerging market economies. Under these conditions, there
are some risks of a sudden slowdown, which would result in negative effects on overall demand, but
might, in turn, start a downward trend in commodity prices.

Chart 2.1
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Chart 2.2
IMPORT VOLUME OF GOODS AND SERVICES | YEAR-ON-YEAR RATE OF CHANGE
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External demand for Portuguese goods and services continued to increase in 2011, but at a
slower pace than in the previous year

Notwithstanding the economic slowdown during the first half of 2011, most major partners continued
to raise their imports at a significant pace, which translated into an increase in demand for Portuguese
goods and services (Table 2.2), in spite of some slowdown in the first half of 2011 vis-a-vis the previous
year. This slowdown was particularly marked for the United Kingdom and the United States. In turn,
imports from Spain, Germany, France and Italy continued to grow at a very expressive pace, but are
forecast to decelerate in the second half of 2011 and in 2012 (see article “Outlook for the Portuguese
economy: 2011-2012", of this Bulletin).

Little scope for the economic policy in major advanced economies

In the context of renewed tensions in international financial markets, the sustainability of economic
recovery may be strongly affected by the scope for monetary and fiscal authorities, which is smaller now
than it was in 2008. Both the public deficit and debt in major advanced economies rose significantly in
this period, whereas monetary policy interest rates are at lower levels. Simultaneously, most countries
are concerned about the situation of public finances. In effect, the indebtedness level in some countries
is very high, in particular when taking into account the forecasts of low economic growth. In the euro

Table 2.2

IMPORTS OF GOODS AND SERVICES BY SOME OF THE MAIN DESTINATION COUNTRIES OF
PORTUGUESE EXPORTS | REAL RATE OF CHANGE

Spain 26.6 -23.3 12.3 10.7
Germany 13.0 -15.2 16.5 11.9
France 11.8 -15.2 12.6 10.5
United Kingdom® 5.5 -11.9 8.8 1.0
us 3.6 -13.6 12.5 4.5
Italy 3.8 -20.2 19.7 12.4

Sources: Eurostat, Thomson Reuters and UK-ONS.

Notes: (a) Weight in Portuguese exports; (b) Excludes the effect of the VAT fraud, according to estimates of the United Kingdom'’s
Statistical Institute.
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area, fiscal consolidation criteria have emphasised this concern, wherefore a number of countries have
adopted fiscal austerity programmes. Also in the United Kingdom, the United States and Japan, concerns
about the indebtedness levels and the sustainability of public finances have become more evident. Ireland,
the United States and Japan are projected to post the highest public deficits in 2011. Simultaneously,
these countries are also among those with the highest gross public debt levels, together with Greece
and ltaly (Chart 2.3).

Chart 2.3
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Sources: IMF and European Commission.

Downturn in GDP in the United States in the first half of 2011

In the United States, GDP slowed down in the first quarter, year on year, by 3.1 per cent to 2.2 per cent,
and in the second quarter to 1.5 per cent. The downturn in GDP has largely reflected the dynamics
of domestic demand. In particular, public expenditure and residential private investment contributed
negatively to the year-on-year growth rate of GDP in the first two quarters of the year. According to
quarter-on-quarter data, private consumption slowed down significantly in this period.

Private consumption has been negatively affected by unfavourable conditions in the labour market
constraining developments in household disposable income. The unemployment rate in the United States
continued to be high (9.1 per cent in July and August 2011). The decline in the labour participation rate
may have mitigated the rise in the unemployment rate. In effect, the increase in the number of jobs has
been weak in recent months. In spite of the cut in disposable income, the savings rate has stabilised



(slightly above 5 per cent, as a percentage of disposable income), which is explained by weak growth
of private consumption. Business and consumer confidence have remained at low levels, influenced by
negative results in the stock market and the absence of clear signs of a recovery in the housing market
(Chart 2.5).

The North-American economy is forecast to grow significantly less in 2011 and 2012 than in 2010.
However, developments in the economy may be constrained by the removal of fiscal stimuli, in particular
by questioning the still incipient recovery in labour and housing markets (Charts 2.4 and 2.5). The need
to implement fiscal adjustment measures may be yet a factor of tightened economic activity in coming
years. Moreover, the possibility of dissemination of the sovereign debt crisis in the euro area and of new
commodity price hikes may also curtail economic growth in the United States. In this context, monetary
policy will likely remain accommodating, maintaining low benchmark rates, at least up to mid-2013, as
announced by the Federal Reserve. In late September, the Federal Reserve announced changes in the
average maturity of its US government securities portfolio, selling securities with a maturity of up to three
years and buying the same amount in securities with a maturity of six to 30 years. This measure, known
as the Operation Twist, aims at reducing long-term interest rates, contributing to the better operation
of the financial markets and promoting economic recovery.

Slowdown in economic activity in the euro area in the first half of 2011 likely to continue into
2012, in the context of sluggish domestic demand and negative effects of the sovereign debt
crisis

In the euro area, in spite of the positive economic growth of 0.8 per cent quarter on quarter and 2.4
per cent year on year in the first quarter, the second quarter saw a stronger slowdown than had been
expected by financial market participants, to 0.2 per cent quarter on quarter, influenced by the nega-
tive contribution of domestic demand. In particular, private consumption fell by 0.2 per cent quarter
on quarter, after 0.2 per cent growth in the previous quarter, and gross fixed capital formation almost
came to a standstill (0.2 per cent, compared with 1.8 per cent in the first quarter). Public consumption
rose moderately in the first quarter and declined in the second quarter, quarter on quarter, only slightly
contributing to GDP growth in the first half of the year as a whole. The contribution of net exports
remained unchanged, despite the decline in the buoyancy of imports and exports. The deceleration in

Chart 2.4
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Chart 2.5
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quarter-on-quarter growth in the second quarter was exacerbated by the base effect resulting from
stronger growth in the first quarter, which was partly due to temporary factors. Notwithstanding the
heterogeneity among member countries, GDP growth slowed in most countries in the second quarter,
except Italy, Austria, Finland and Portugal.

In Germany, GDP grew by 1.3 per cent quarter on quarter in the first quarter and by 0.1 per cent in the
second quarter. In spite of the slowdown in the second quarter, the German economy has been among
the most dynamic in the euro area. Simultaneously, the labour market has had favourable developments,
and the unemployment rate has declined to levels significantly below the euro area average. In France,
economic growth in the first half of the year was somewhat weaker (0.9 per cent quarter on quarter
in the first quarter and stagnation in the second quarter). The labour market has been marked by the
rise in the unemployment rate and the freeze on civil servants’ wages, within the scope of a range of
fiscal retrenchment measures. In Italy and Spain, GDP growth was also very moderate in the first half
of the year, given the weak contribution of private consumption. In both countries, the contribution
of gross fixed capital formation in the construction sector was negative. In Spain, the unemployment
rate continued the upward trend seen since the start of the year, to stand above 20 per cent. In Italy,
in turn, the unemployment rate declined slightly. In Ireland, the GDP growth rate, quarter on quarter,
was 1.3 per cent in the first quarter, and 1.6 per cent in the second quarter, with buoyant net exports
offsetting the slowdown in private consumption. The unemployment rate increased further in August
to 14.5 per cent. In Greece, growth in the first quarter was also positive but moderate, 0.2 per cent
quarter on quarter, whereas in year-on-year terms GDP fell sharply (8.1 and 7.3 per cent in the first and
second quarters respectively).

Developments in confidence indicators in the euro area point to continued moderate economic growth.
Consumer confidence has shown a downward trend since February. Behind this were persisting unfa-
vourable conditions in the labour market, with the unemployment rate remaining at around 10 per
cent. The household disposable income rose very moderately in nominal terms in the first quarter, but
declined in real terms. Business confidence decreased in the first half of the year and at the start of the
third quarter. In manufacturing, retail trade and construction, confidence indicators are also contracting
(Chart 2.6). Developments in the housing market have contributed to this negative sentiment. In most
countries, housing prices are below the levels seen before the crisis. The exceptions are the countries
where price growth has been more moderate, such as Portugal and Germany. In contrast, prices in France
have continued to rise substantially (Chart 2.7).
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Chart 2.7
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Greece, data are available up to 2009.

European authorities have adopted new measures to counter the sovereign debt crisis

In 2011, the euro area economy was marked by the intensification of the sovereign debt crisis, which
started a new stage. More specifically, the countries that had already resorted to international financial
assistance continued to be under pressure, while in other countries, such as Spain and Italy, yields on
government securities rose significantly in July and August 2011, resulting in a substantial deterioration
of financing conditions in the public sector and also the banks of those countries.

Concerns about the sustainability of public finances in euro area countries started to intensify at the end
of the second quarter of 2011, in view of Greece’s need to resort to a second financial aid package. The
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first loan by the European Union (EU) and the IMF to Greece, approved on 9 May 2010, proved insuf-
ficient to meet the country’s financing needs and to allow access to market financing. In fact, in early
July, it was clear that Greece would not be able to resume a sustainable path of public debt growth
without additional external assistance, and a request for a second financial aid package was submitted
to the EU and the IMF in July 2011.

Considering the risk of contagion to other countries, European authorities agreed on 11 July on a package
of measures with a view to widening their scope of intervention in situations which may threaten finan-
cial stability. The European Stabilisation Mechanism, which will be a substitute for the current European
Financial Stabilisation Mechanism in mid-2013, will make it possible: 1) to facilitate preventive action
in financial markets; 2) to recapitalise financial institutions through credit lines to governments, even in
countries not covered by financial assistance programmes; 3) to intervene in secondary debt markets,
provided that the ECB acknowledges the existence of exceptional circumstances in financial markets
and risks to financial stability.

On 21 July, the Heads of State or Government of the euro area and EU institutions agreed on a new
financial assistance programme for Greece which, in addition to granting a second loan to the amount
of €109 million, reducing the respective interest rate, and extending the maturity, provided for the
voluntary involvement of the private sector, under terms not yet fully specified. Private investors, repre-
sented by the Institute of International Finance, are expected to agree with a partial debt reduction, in a
programme that may include bond swaps. Some of the initiatives envisaged in this programme include
the exchange of Greek government bonds close to maturity for new 30-year bonds, without any cut
in the nominal value of the bond, or the exchange of bonds implying a cut in their nominal value but
better collateralised and/or with higher interest for the investor.

In addition to these measures, the maturities on loans to Portugal and Ireland were extended, under the
financial assistance programmes, and the interest rate was reduced. The maturities of loans to these
countries will be extended from the current 7.5 years to 15 to 30 years, with a grace period of ten years.
The interest rates on loans granted by the EU must be equivalent to the interest rates on loans granted
through the medium-term financial assistance mechanism to Member-States’ balance of payments,
currently corresponding to approximately 3.5 per cent. These new measures are expected to improve
public debt sustainability in EU-financed countries.

Against this framework, it is also important to stress that, in the context of normalisation of the regular
operation of the monetary policy transmission mechanism, the ECB has purchased government securities
from Italy and Spain on the secondary market. This has also contributed to mitigate financial market
turbulence.

Slowdown in economic activity in the euro area expected to continue into 2012

IMF forecasts point to a deceleration of economic growth in the euro area in the second half of 2011
and 2012. In the same vein, ECB macroeconomic staff projections also point to a slowdown of GDP
growth: between 0.4 and 2.2 per cent in 2012 (1.4-1.8 per cent in 2011). The euro area economy will
be adversely influenced by the effects of the financial crisis, particularly in a context of continued uncer-
tainty as to the response of European authorities to the sovereign debt crisis. In addition, the slowdown
in global economy will tend to negatively condition the outlook for export growth in the euro area. In
Germany and France, where economic growth has been stronger, the slowdown observed in the second
quarter is forecast to continue. In Italy, the pace of growth has been weaker, and growth is forecast to
be very moderate or to stagnate in 2012. In Spain, after the 2010 recession and very moderate growth
in 2011, the IMF outlook points to a recovery in 2012 (Table 2.1).



Very moderate pace of growth will persist in the United Kingdom

In the United Kingdom, economic growth in the second quarter has also been disappointing, slowing
from 0.5 to 0.2 per cent quarter on quarter, wherefore the monetary authorities revised downwards
their growth projections. Domestic demand has had particularly negative developments. The decline
in private consumption depends on unfavourable trends in the labour market: the unemployment rate
rose, nominal wages grew moderately and the number of employees declined in the second quarter.
Consumer confidence shows no signs of marked improvement, suggesting that private consumption
continues to be weak. The high inflation level, measured by consumer prices, has also contributed to
the fall in household real income. In turn, exports have contributed positively to GDP. Prospects for the
economy in the United Kingdom are conditional on substantial fiscal consolidation measures.

Moderation of economic growth in China

In 2010, China became the main extra-community supplier of Portugal. Developments in the Chinese
economy in the first half of the year were marked by fears of a too pronounced slowdown, suggested
by business confidence indicators and by fears of a sharp correction in the housing market. However,
economic data releases suggest that growth will continue to be buoyant but to moderate slightly, largely
due to tighter monetary policy. Since the start of the year, the Chinese monetary authority raised the
reference interest rate on loans by 75 basis points, and increased the reserve ratio applying to banks
(Chart 2.8). In addition, the Chinese Government took measures intended to ease the buoyancy of the
housing market, for instance by penalising taxes on demand for second residence and luxury homes,
and increasing the supply of social or price-controlled housing.

GDP growth in China slowed down in the first half of 2011 from the previous year, but remained at
high levels in the first and second quarters, with year-on-year rates of change of 9.7 and 9.5 per cent
respectively; the quarter on quarter rate of change stood at 2.1 and 2.2 per cent respectively. In cumula-
tive terms, in the first half of the year, the main contribution to GDP growth came from final consump-
tion expenditure, followed by investment. In the first half of 2011, the contribution of net exports was
negative. In terms of private consumption, data on retail sales up to July did not reveal a significant
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slowdown, suggesting that the strong dynamics of this component continues. At industrial production
level, cumulative growth in 2011 also points to strong economic growth. Signs of a deceleration are
given by monetary indicators: the year-on-year growth rate of credit granted by financial institutions
declined from 19.9 per cent at the end of last year to 16.6 per cent in July, in tandem with the decrease
in the annual rate of change of the monetary aggregate M2.

Persisting risks to the international economy stemming from global imbalances

The slowdown in international trade flows has contributed to the deterioration of external accounts
in some countries. Seeking to address global imbalances, the group of the 20 major economies in the
world (G20) agreed, in February, on monitoring a range of economic indicators in the different econo-
mies. These indicators are to be monitored for signs of economic imbalances, and include public debt
and deficit levels, the savings rate and the private debt level. In addition, the range of indicators to be
monitored for external imbalances includes the external deficit and international investment and transfer
flows, and shall also consider the exchange rate and macroeconomic policies, including monetary and
fiscal policies. Developments in these indicators will be monitored at multilateral level, by establishing
different guidelines for individual economies.

The European Parliament is set to approve the legislative package submitted by the Commission in
September 2010 containing a set of measures to strengthen economic governance in the EU and the
euro area. The purpose of this package is twofold: to facilitate preventive and corrective action ensuring
fiscal sustainability and to reduce macroeconomic imbalances and promote competition.

Commodity prices rose in the first half of 2011, in spite of economic slowdown

Commodity prices in international markets rose significantly from the end of last year to April (Chart
2.9). In the second quarter there was some moderation and even a decline in prices, in the wake of a
deterioration in global growth prospects. In 2011, food prices peaked in the first quarter and moder-
ated subsequently. Industrial goods prices rose also, but less markedly. In addition to food, oil was
also among the main factors behind the rise in commodity prices, and reached its yearly peak also in
April. These developments were due, on the one hand, to the strong demand for commodities in some
emerging market economies, such as China and India, where economic growth has been very strong
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and commodity-intensive. On the other hand, the supply side was also subject to some caveats. In
particular, political tensions in North Africa and the Middle East have raised some fears that eventually
materialised of a discontinuance of oil supply in major producing countries. Crude oil production in Libya,
according to the International Energy Agency, accounted for around 2 per cent of world supply of this
commodity in 2010. Other oil producing countries, however, have contributed to maintaining the level
of oil inventories, which led to a moderation in price rises in the second quarter de 2011. This modera-
tion of commaodity prices is expected to continue into the second half of 2011, taking into account the
slowdown in global economy and the abatement of political tensions. In the case of crude oil, the prices
implied by futures markets in early September suggested that they would remain unchanged over the
next quarters, although at very high levels, when compared with the previous year.

Increase in inflation in advanced economies and emerging market economies

Consumer price inflation rose in major advanced economies, vis-a-vis the end of last year (Chart 2.10).
These developments notwithstanding, monetary policies in the United Kingdom and the United States
remained accommodating, in contrast with the euro area, where the accommodative stance of monetary
policy declined somewhat.

In emerging market economies, inflation continued to increase in 2011. In China, in spite of tighter
monetary policies, inflation attained 6.5 per cent in July, vis-a-vis 4.6 per cent at the end of the previous
year. In Brazil, inflation rose to 7.2 per cent in August (4.2 per cent in December 2010). However, faced
with the prospects of a global economic downturn and continued pressure for an appreciation of real,
the central bank decided in September to reduce the key interest rate by 50 basis points. Turkey also
decided to reduce its key interest rate in August. Against this background, risks of sharper rises in
consumer prices persist, and inflation is forecast to remain at high levels in emerging market economies.

Chart 2.10
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In spite of the responses by European authorities to fears related to the sustainability of
public finances, financial markets experienced severe turbulence, which has intensified
further since July

Volatility in international financial markets has increased in the wake of the debate on the Greek fiscal
situation and the necessary involvement of the private sector in case of a public debt restructuring.
Volatility in bond and stock markets rose to levels similar to those registered in the most critical period
of the 2007-09 financial crisis, immediately after the bankruptcy of Lehman Brothers investment bank
in September 2008 (Chart 2.11). This parallelism was particularly expressive in terms of the decline in
stock market prices, chiefly in the euro area (Chart 2.12).

Tensions in international financial markets have intensified due to fears of systemic risk in the euro area.
In addition to countries that resorted to financial assistance programmes, as Greece, Ireland and Portugal,
other countries post high levels of public debt or deficit, thus raising the fears of international investors
as to the sustainability of their public finances. In this context, government bond yields increased in
Spain, Italy, Belgium and, to a lesser extent, France. These developments contrast with yields in other
euro area countries, as Germany, Netherlands and Austria. This second group of countries seems to be
benefitting from the rise in demand for safe assets within the euro area (Chart 2.13).

Yield developments in euro area member countries have also been influenced by the Securities Markets
Programme (SMP) conducted by the ECB and implemented in May 2010. Its objective was to restore the
appropriate monetary policy transmission mechanism, by addressing malfunctioning securities markets and
providing for the purchase of eligible marketable debt instruments of some countries on the secondary
market. The programme was extended in August 2011, to include government securities from Spain and
ltaly. ECB intervention within the scope of the SMP has contained the upward trend of yields in Spain
and ltaly, also contributing to their slight decline in Portugal and Ireland.
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Fears as to the sovereign debt credit risk in euro area countries did not pass through to other international
economies. Yields in the United Kingdom and the United States remained at low levels, maintaining the
trend seen in the previous year (Chart 2.14). In effect, government securities in these economies have
benefitted enormously from the increasing demand for safe assets, against the background of increased
risk aversion.

In the United States, yields remained at low levels, in spite of the downgrading of long-term sovereign
debt by Standard & Poor’s, from AAA to AA+. This decision took into account the high level of public
debt and the political risks that may constrain its future trend. According IMF data, the fiscal deficit is
set to attain 9.6 per cent of GDP in 2011, and public debt 100 per cent of GDP.
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Chart 2.14
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Fears regarding the vulnerability of the banking sector in Europe

Similarly to last year, the European Banking Authority performed a new stress-testing exercise to the
banking systems of some European countries under adverse macroeconomic scenarios. The results
revealed strong resilience by European banks, in spite of a recommendation that some banks under
review should raise their capital ratios.

Nonetheless, the intensification of the sovereign debt crisis has contributed to the increase in credit risk
of the public sector of more vulnerable economies and also the banking sector. Bank investment portfo-
lios include government securities, the prices of which have declined in countries facing fears regarding
the sustainability of public finances. The decline in the value of bank assets reduces their ability to raise
funds in the market (given the decline in the collateral value) and augments the credit risk in the sector.
In effect, in the euro area interbank market, the differential between collateralised and non-collateralised
interest rates has widened considerably, contrary to developments in the United States and the United
Kingdom (Chart 2.15).

In this context, rating agencies have downgraded a number of banks in euro area countries. Following
the intensification of the sovereign debt crisis in the summer, the credit ratings of banks in Germany,
France, Italy, Spain, Netherlands, Belgium, Greece, Austria, Portugal, Luxembourg, Cyprus, Slovenia and
Slovakia were revised. In Italy, the credit rating was lowered in some banks as a result of the cut in the
sovereign debt credit rating (from A+ to A) by Standard & Poor’s.

Financial turbulence was particularly strong in stock markets as of the second quarter

The main stock indices saw a significant decline in stock prices, which was more marked in the financial
sector (Chart 2.16). In August and mid-September, the falls in stock prices attained the same levels seen
after the collapse of the Lehman Brothers investment bank in 2008. The stock price indices at the end
of August were below those observed in 2005.

Investors increased aversion to risk was also detected in the developments of gold prices, which is a safe
asset and therefore tends to be most preferred during turbulence periods. In 2011, the price of gold rose
by around 31 per cent, measured in US dollars.
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Relative stability of developments in the foreign exchange market, with recent increase in
implied volatility

Developments in the foreign exchange market have been relatively stable. The euro appreciated vis-a-vis
the US dollar during the first half of 2011, and depreciated somewhat in the first months of the third
quarter (Chart 2.17). In real effective terms, however, according to the IMF, the euro continues to be in
line with the medium-term economic fundamentals. According to the same methodology, the yen is also
balanced vis-a-vis macroeconomic developments in Japan. This foreign-exchange balance has been due,
inter alia, to foreign exchange operations by the Japanese authorities, in a concerted intervention with the
G7 countries, with a view to limiting the yen’s exchange rate volatility. The US dollar, in spite of its recent
depreciation, has slightly appreciated vis-a-vis its equilibrium values. During the first half of the year, the
developments of the Swiss franc were also notable, as it appreciated to historical levels vis-a-vis the euro.
In order to contain this trend, the authorities intervened in the market and, in September, the central
bank governor informed that he would prevent the Swiss franc from appreciating beyond 1.2 EUR/CHF.
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Chart 2.17
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3. Monetary Policy of the ECB and Economic and Financial Conditions of the
Portuguese Economy

3.1. Monetary policy of the ECB

The Governing Council of the ECB maintained prospects of a gradual adjustment of the
accommodative stance of monetary policy

The Governing Council of the European Central Bank (ECB) kept its key interest rates at historically low
levels between May 2009 and April 2011, at 1 per cent for the main refinancing operations (MROs) and
at 0.25 and 1.75 per cent, for the deposit facility and the marginal lending facility respectively (Chart
3.1.1). This decision was justified by expectations of low economic growth in the euro area over the
medium term and subdued inflation, in line with the objective of price stability, which aims to maintain
HICP inflation below, but close to, 2% over the medium term.

Throughout 2011, the annual rate of change in the HICP continued the increasing trend already started
in 2010, in part, due to the rise in commodity prices. In this context, the Governing Council of the
ECB decided to increase its key interest rates by 0.25 percentage points at its April and July meetings,
considering that risks to price stability were on the upside. In April the interest rate on the MROs was
increased to 1.25 per cent and the interest rates on the deposit facility and the marginal lending facility
were increased to 0.5 and 2 per cent respectively. At its July meeting, the Governing Council decided to
further increase its key interest rates. Hence, the interest rate on the MROs was increased to 1.5 per cent
and the interest rates on the deposit facility and marginal lending facility were increased to 0.75 and 2.25
per cent respectively. By taking these decisions, the Governing Council contributed to keeping inflation
expectations firmly anchored at levels consistent with the definition of price stability, in order to avoid
the materialisation of second round effects. In addition, the Governing Council considered that monetary
policy continued to provide considerable support to economic activity, as it remained accommodative.

Data on price developments and economic activity in the first half of 2011 confirmed the Governing
Council’s assessment that an adjustment was required in the largely accommodative monetary policy
stance. Economic data released for the first quarter of the year revealed positive euro area growth
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dynamics, albeit surrounded by a high degree of uncertainty. The Governing Council’s assessment took
into account the moderation foreseen for GDP growth in the second quarter of the year and the main-
tenance of economic activity on a positive path. Prices in the euro area rose in the first half of the year,
chiefly due to an increase in commodity prices. Therefore, risks remained on the upside, in particular as
a result of increases in energy prices as well as in some indirect taxes and administered prices, following
fiscal consolidation efforts in some countries.

In September, the ECB kept its key interest rates unchanged amidst financial market
turbulence in the euro area and higher financing costs

The Governing Council of the ECB, at its meeting in September, reiterated that the monetary policy
stance remained accommodative, referring however that some financing conditions had tightened. The
ECB staff macroeconomic projections foresee a moderation of economic growth in the euro area in
2011 and 2012 and inflation rates below 2 per cent in 2012. Inflation expectations over the medium
to long term moved in tandem, with some indicators suggesting inflation levels above 2 per cent in the
first half of the current year, while projections for implied inflation have declined considerably since the
beginning of summer (Chart 3.1.2).

The ECB continued to conduct the already announced monetary policy operations and
adopted additional non-standard measures

The Eurosystem’s monetary policy operations started to be conducted through fixed-rate tenders with
full allotment, in October 2008. This change enabled a better transmission of the monetary policy
decisions, contributing to the stabilisation of money market interest rates and to a reduction of pressures
on the financing of the banking system. However, in December 2009 the ECB announced its intention
to gradually withdraw the monetary policy stimuli that had been introduced. Over the course of 2010
some operations that had been discontinued were reintroduced following tensions in sovereign debt
markets in April and May 2010. In addition, the Governing Council announced the Securities Markets
Programme (SMP) for the purchase of euro area public and private debt, with a view to restoring the
appropriate functioning of these markets and the monetary policy transmission mechanism.
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Chart 3.1.2
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In 2011 financial market tensions resulting from fears about the sustainability of public finances in some
euro area countries contributed to the maintenance of the already announced monetary policy operations.
In March the Governing Council announced that it would continue conducting its MROs as fixed-rate
tenders during the following months, reiterating in June that this procedure would continue in use, and
in August the Governing Council decided that the fixed-rate tender procedures would continue until
the beginning of 2012. In addition, the ECB continued to conduct special fixed-term refinancing opera-
tions with a maturity of one maintenance period, and three-month longer-term refinancing operations
(LTROs) also to be conducted as fixed-term tender procedures with full allotment. The fixed rate applied
on these operations is the same as the one applied on the MROs prevailing on that date. The rates in
these three-month LTROs are fixed at the average rate of the MROs over the life of the respective LTRO.
In August 2011 the Governing Council announced the prolongation of swap facility agreements. These
operations will be extended until August 2012, and the liquidity swap arrangement with the Bank of
England until the end of September 2012.

In March 2011, in view of the situation of public finances in Ireland, its government debt securities were
downgraded by the major rating agencies, to higher-risk levels. In this context, the ECB suspended the
application of the minimum credit rating threshold in the collateral eligibility requirements for the purposes
of the Eurosystem’s credit operations in the case of marketable debt instruments issued or guaranteed
by the Irish government. Taking a similar decision, in July the ECB suspended the application of the
minimum credit rating threshold in the case of marketable debt instruments issued or guaranteed by the
Portuguese government. This decision was based on the positive assessment by the Governing Council
of the ECB of the economic and financial adjustment programme proposed by the Portuguese govern-
ment, following the approval of the financial assistance programme to Portugal on 17 May conducted
jointly by the European Union and the IMF. Given the renewed tensions in some financial markets, at its
meeting on 4 August 2011, the Governing Council decided to conduct a liquidity-providing supplemen-
tary LTRO with a maturity of six months. This operation was conducted as a fixed rate tender procedure
with full allotment. On 7 August, the President of the ECB announced that the ECB was going to actively
implement the Securities Markets Programme (SMP), in the context of the announcements made by the
governments of Italy and Spain concerning new fiscal consolidation measures.



The size of the Eurosystem’s balance sheet increased further from August onwards

In the course of 2011 the liquidity provided by the Eurosystem through its monetary policy operations
decreased slightly, increasing again in August as a consequence of the ECB’s response to the intensifica-
tion of the sovereign debt crisis (Chart 3.1.3). More visible in terms of the balance sheet were the rein-
troduction of a LTRO with a maturity of six months and an increase in purchases of public debt securities
in the secondary market under the SMP. In parallel, and mainly from August onwards, there was higher
recourse by banks to the ECB’s deposit facility. Purchases of debt securities under the SMP were sterilised,
by means of specific liquidity absorbing reverse operations, ensuring that the monetary policy stance is
not jeopardised with the execution of this programme. The non-standard monetary policy measures are
temporary in nature and were designed so as not to jeopardise the primary objective of price stability.

Chart 3.1.3
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Interest rate hikes in the main credit markets

Money market interest rates increased steeply during the first half of 2011, reflecting a change in the
monetary policy conducted by the ECB (Chart 3.1.4). However, after the end of the second quarter,
secured money market rates started a downward path, suggesting some shift in expectations about future
developments in the key interest rates. In the unsecured money market the decline was less marked,
with a substantial widening of the spread between these two rates.

In the credit markets to the non-financial sector, interest rates also showed an upward trend, although
somewhat heterogeneous across sectors. In the new bank loans to households, interest rates increased
across the entire maturity spectrum, remaining at higher levels as regards loans for consumption (Chart
3.1.5). Interest rates on new loans for house purchase recorded lower rises, reaching levels close to
those observed in mid-2009. In the new loans to non-financial corporations, the rise in interest rates
was higher than in short-term loans. As for long-term loans, the spreads between lending rates and the
relevant market benchmarks for comparable maturities narrowed significantly.

Relative stabilisation of money and credit expansion at a slow pace

The annual average growth rate of the monetary aggregate M3 was of around 2 per centin 2011. This
was due to a smaller contribution of the narrow monetary aggregate M1, offset by an increase in other
short-term deposits (M2-M1) (Chart 3.1.6). In 2011 marketable instruments (M3-M2) made a slightly
positive contribution for the first time since end-2008.

N
~N

Economic and Policy Developments



N
00

BANCO DE PORTUGAL | ECONOMIC BULLETIN e Autumn 2011

Chart 3.1.4
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Chart 3.1.5
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The annual growth rate of loans to the private sector granted by Monetary Financial Institutions (MFls)
was 2.6 per cent in July, up from 2.4 per cent in December 2010 (adjusted for sales and securitisation)
(Chart 3.1.7). However, this recovery was not constant over past months, reflecting heterogeneous
developments by sector of the counterpart. Given the prospects of slower economic growth, amidst
financial market instability, and slower overall demand, the pace of credit growth is expected to moderate
in the months ahead. These developments are already seen in loans to households (Chart 3.1.8). In fact,
as of May, the annual growth rate of loans to households declined. This was mirrored in the slowdown
of loans for house purchase and in a sharper reduction of consumer credit. In an opposite direction,
albeit more moderately, the growth rate of loans to non-financial corporations increased in the course
of 2011, in particular credit granted at the shorter maturities (of less than one year).

According to the results of the Banking Lending Survey, banks continued to apply tighter credit standards
in loans to households and to enterprises of the euro area, in 2011. In the case of loans to households,
banks started to report that the cost of funds and balance sheet constraints contributed to the tightening,
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with banks’ perceptions about developments in economic activity remaining an important factor. As to
loans to non-financial corporations, banks’ prospects for economic activity and the risks on the collateral
demanded continued to be the main factors contributing to the tightening of credit standards. Despite
these results for the euro area, heterogeneity across euro area countries remains high.

3.2. Monetary and financial conditions of the Portuguese economy

The monetary and financial conditions of the Portuguese economy considerably deteriorated in the
course of 2011. In a period that continued to be marked by strong restrictions in the access by Portu-
guese banks to wholesale debt markets, an increasing differentiation in sovereign risk was seen in the
euro area. Those developments contributed to the intensification of tensions in international financial
markets, affecting in particular the banking systems. This situation was mirrored in escalating Treasury
bond yields to economically unsustainable levels and increased difficulties in the public sector access to
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funding. These resulted in a sharp rise in financing from domestic banks, exerting additional pressure on
the financing conditions of the banking system. Overall, there was a sizeable reduction in non-residents
resources, offset, in part, by shifts in the composition of the portfolio of the resident financial sector
towards national securities, notably public debt securities. Despite the rise in short-term interest rates and
the high materialisation of credit risk (Chart 3.2.1), the increase in the deposits taking from customers
and the fact that the recourse to the liquidity-providing operations of the European Central Bank (ECB)
remained at a high level, mitigated the impact of the more expensive funding on bank interest rates and
on the amount of credit available to finance the economy. These developments frame the intermediation
capacity of banks, which recorded a broad, but gradual, slowdown in loans to the non-financial private
sector, in particular in loans to households.

Chart 3.2.1
INTEREST RATES
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Sources: Bloomberg, ECB and Banco de Portugal.

Notes: The yields on government-backed bonds issued by Portuguese banks refer to the asset-weighted average of bonds issued by
BCP, BES and CGD covered by these government guarantees. The lack of market depth strongly restricts the existence of bonds with
comparable characteristics within each segment, and therefore the rates shown should be interpreted as purely indicative. Govern-
ment guarantees on bonds issued by Portuguese banks are part of a series of financial stability support measures announced by the
government on 12 October 2008. Last observation: July 2011.

Strongly decelerating total bank assets, despite a considerable increase in financing granted
to the public sector

In the course of 2011 there was a marked deceleration in the growth of the Portuguese banking system’s
assets, broadly in line with developments in the euro area as a whole. In July the year-on-year rate of
change stood at 0.6 per cent, i.e. close to the figure recorded in the 2003 period of recession (Charts
3.2.2 and 3.2.3). However, it should be noted that, since the onset of the economic and financial crisis
in 2007, the expansion of the Portuguese banking system’s balance sheet was, on average, clearly higher
thaninthe euro area. Focusing on each balance sheet item, claims on non-residents fell 16.4 per cent year-
on-year in July, which represents a negative contribution (-4.1 percentage points) to the growth of total
assets. These developments are in line with the usual adjustment pattern of banks amid tight financing
conditions in international financial markets and reflect, inter alia, the effort to reconcile — through the
sale of non-strategic assets — the deleveraging with the financing of domestic sectors. In line with the
difficulties experienced by the Portuguese Government in obtaining funding in international markets,
securities issued by and loans granted to the general government kept the strong contribution to the
expansion of assets that has been recorded since mid-2009. In fact, since December 2009, the weight
of this item in the total balance sheet has more than doubled, representing in July 2011 around 8 per
cent of the banking assets. Credit granted to the resident private sector continued to record a positive



Chart 3.2.2 Chart 3.2.3
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contribution, although the slowdown trend has become stronger in the past few months. Within the
framework of the international financial assistance programme and taking into account the measures
proposed to ensure the adjustment of the financial system over the medium term," banks are expected
to continue to record modest, or even negative, balance sheet growth, in the quarters ahead. However,
it should be noted the existence of appropriate mechanisms to ensure a gradual deleveraging process,
without excessively conditioning the financing of the economy, in particular of companies with better
growth prospects. Overall, an orderly and gradual deleveraging process in the financial system shall be
followed by animprovementin the capital and liquidity ratios and by a reduction in external financing needs.
Thus, the deleveraging process was conceived so as to reconcile the specific financing and deleveraging
plans, at individual bank level, with the need to reduce, at an aggregate level, the tension between the
gradual reduction of the banking system leveraging ratios and the importance of maintaining sufficient
credit flows to ensure the financing of the most productive sectors of the economy.

The financing capacity of the Portuguese banking system in international markets remained
strongly conditioned in 2011, being partly offset by an increase in the taking of deposits from
resident customers

In the course of 2011 the financing of the banking system largely depended on the increase in the taking
of deposits from the resident non-monetary sector; this item grew 14.7 per cent year-on-year compared
with July 2010 (Chart 3.2.4). In turn, deposits of non-residents declined by 13.9 per cent in the same

1 For further details, see the box entitled “The economic and financial adjustment programme under the request
for financial assistance to the European Union, the member countries of the euro area and the International
Monetary Fund”, Banco de Portugal, Annual Report 2010.
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period, reflecting an increased risk perception associated to the Portuguese economy, including its finan-
cial institutions. Likewise, as a consequence of very tight access by banks to the international wholesale
debt markets, liabilities represented by securities continued to make a negative contribution, which has
been recorded since the fourth quarter of 2010. The recourse to the liquidity-providing operations of
the ECB remained relatively stable, at high levels, representing at the end of July around 9 per cent of
financing to the system. Data available for the past few months do not indicate significant changes in
the banking system’s liabilities, although important changes are expected in banks’ financing structure
over the medium term. In particular, is expected a decline in financing obtained from the Eurosystem and
a return to the medium and long-term debt markets, following the return by the Government to these
markets in the third quarter of 2013, as assumed in the international financial assistance programme.

The growing differentiation of sovereign risk in the euro area and the sharpening of tensions
in international financial markets made a significant contribution to the increase in the risk
associated to national issuers and, consequently, in their funding costs

Portuguese Treasury bond yield spreads vis-a-vis German sovereign bond yields continued to widen, a
trend started at the end of 2009. The widening of the spread became more marked from mid-March
onwards, in the wake of a series of downgrades of the Portuguese Republic sovereign credit rating
and the formal request for international financial assistance. This trend was observable until mid-July,
when it reached its highest level since the inception of the euro area (Chart 3.2.5). The widening of the
spread between Portuguese sovereign debt yields vis-a-vis German comparable yields was also influenced

Chart 3.2.4 Chart 3.2.5
MAIN LIABILITIES OF THE PORTUGUESE PORTUGUESE PUBLIC DEBT YIELD AND SPREAD
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by the declining yield demanded by investors for holding German securities. In this sense, sovereign
spreads in the euro area have more strongly mirrored the differences in credit quality and in the liquidity
characteristics of the public debt securities of each country, to the detriment of common factors across
countries.? In addition, uncertainty about the responsiveness of the financial assistance mechanisms of
the European Union to a more severe contagion added to increasing pressure on the countries with
higher structural vulnerabilities.

In the wake of the Summit of euro area countries (on 21 July 2011) — where the second assistance
package to Greece was approved — the above-mentioned spread considerably narrowed. This reduction
continued in August, after the ECB announced that it would again actively implement the Securities Market
Programme (SMP), which had been suspended since the end of March. In September, the spread between
Portuguese sovereign debt yields vis-a-vis German comparable yields widened again, amid heightened
uncertainty about the fiscal and financial situation in Greece. On 15 September the spread stood at
970 basis points, representing an approximate increase of 600 basis points compared with end-2010.

However, it should be noted that developments in Portuguese long-term sovereign bond yields in the
secondary market do not have direct impact on the State financing costs. In fact, by complying with the
objectives set out in the economic and financial assistance programme, the medium to long-term general
government funding needs are globally ensured until mid-2013, when the Portuguese State is assumed
to return to the international financing markets. Nevertheless, the Programme only covers a small part
of the short-term funding needs. Indeed, the Programme just covers 50 per cent of the refinancing of
Treasury bills in 2011. In this context, the public sector — in particular public enterprises — has been faced
with additional funding difficulties, due to the non-renewal by non-residents of short-term financing.

After a strong rise in 2010, credit default swap (CDS) spreads of the major Portuguese banking groups
decreased considerably in the first half of 2011, coming closer to CDS spreads for Treasury bonds with
a comparable maturity (Chart 3.2.6). However, after the formal request for financial assistance, the
risk associated to Portuguese banks’ debt resumed an upward trend. As a result, the average spread
of domestic CDSs vis-a-vis the euro area benchmark index (Dow Jones iTraxx Financials) widened from
around 20 basis points at the beginning of 2010, to approximately 900 basis points in mid-September.
In this context, the shares of Portuguese listed banks have recorded a strong devaluation in 2011. The
PSI Financial Services index accumulated a loss of 33.4 per cent from January to August, far above the
10.6 per cent drop of the PSI Geral index and the 23.1 per cent decrease recorded by the Dow Jones
Euro Stoxx Financials index, which comprises euro area banks.

Higher spreads across new loans granted by banks, as a result of tighter credit standards

In a context of high materialisation of credit risk and where the access to the international wholesale
funding market is virtually closed to domestic banks, the usual lagged transmission mechanism of money
market interest rates to bank interest rates ceased to be observed, despite a high level of financing
from the Eurosystem. In the course of 2011, in spite of a rise in Euribor rates, there was an immediate
widening of the spread between lending interest rates and money market interest rates. These develop-
ments reflect the tightening of credit standards by most banks, translating inter alia into higher spreads,
both in loans to households and in loans to non-financial corporations. Regarding deposit operations,
margins became more negative, due to a business strategy more oriented towards an increase in the
depositors’ base. (Chart 3.2.7). Anyway, data available on deposit rates of non-financial corporations
and households point to positive, but not excessive, real interest rates. In fact, increased competition for
deposits has been more pronounced in deposits of higher amounts of public entities. It should be noted

2 See Barbosa, L. and Costa, S. (2010), “Determinants of sovereign spreads in the euro area in the context of the
economic and financial crisis”, Banco de Portugal, Economic Bulletin — Autumn.
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Chart 3.2.6 Chart 3.2.7

CREDIT DEFAULT SWAP SPREADS OF BANK INTEREST RATE MARGINS VIS-A-VIS
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that Banco de Portugal — within the scope of its prudential supervisory functions — has asked banks to
provide regular data on deposit rates, with a view to a potential intervention, if needed.

Significant increase in deposits of the non-financial private sector, reflecting shifts in the
composition of households’ financial assets portfolio

After a period of some stagnation in the first half of 2010, the deposits taking of the non-financial
private sector increased again in the second half of the year, a trend that continued over the course
of 2011. In particular, throughout this year, the year-on-year rate of change in household deposits has
showed a rising trend, standing at 7.1 per cent at the end of July (Chart 3.2.8). It should be noted that
the annualised quarterly rate of change, calculated on the basis of seasonally adjusted balances, stood
close to 15 per cent in July, which allow to anticipate a rise in the annual rate of change in the months
ahead. These developments were due both to an increase in the remuneration of deposits by banks
and to shifts in the composition of the households’ financial assets portfolio. In fact, the rise in bank
deposits contrasts with a broadly based fall in the other savings instruments since the beginning of
2010, namely a decrease in debt securities issued by other monetary financial institutions placed with
customers, a decline in the net acquisition of mutual fund units and an increase in the redemption of
savings certificates. The strong expansion of households’ deposits is particularly relevant taking into
account their higher stability. However, in the medium term, these deposits are likely to decelerate, as



their strong growth is in part supported by household portfolio adjustments. Moreover, the breakdown
of total bank deposits by institutional sector shows a deceleration in deposits of non-financial corpora-
tions in the course of 2011, after having been affected by temporary factors, by a significant decline in
deposits of non-residents and by a rise in general government deposits, which typically features a more
volatile behaviour (Chart 3.2.9).

In accordance with the financial assistance programme to Portugal, the eight largest banking groups
shall target a loan-to-deposit ratio of 120 per cent by the end of 2014, gradually reducing this ratio,
wherever this is applicable.? At the end of the first half of 2011, the loan-to-deposit ratio of the eight
largest Portuguese banks stood at 143 per cent, i.e. less 16 percentage points than in June 2010 (Chart
3.2.10). Hence, the above-mentioned shifts in the composition of the households’ portfolio is also due
to financial institutions’ incentives to incorporate in their respective balance sheets funds that were not
included in the consolidation perimeter, such as resources invested in mutual funds or insurance corpo-
rations belonging to the same group .

As a consequence, a strong adjustment has been recorded in the securities portfolios of investment funds.
According to data available, this adjustment has been essentially made through the reduction of debt
securities of non-residents, while the stock of securities issued by residents has remained stable (Chart
3.2.11). As regards the portfolios of insurance corporations and pension funds, the exposure to the resi-

Chart 3.2.8 Chart 3.2.9
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3 Loan means credit net of impairments and includes securitised and non-derecognised credit. Deposit excludes
securities issued by banks and placed with customers and includes stable credit lines with the parent undertaking,
qualified shareholders or multilateral institutions.
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Chart 3.2.10

LOAN TO DEPOSIT RATIO OF THE EIGHT MAJOR RESIDENT BANKING GROUPS
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dent sector in the past two years increased, in particular the exposure to the public sector (Chart 3.2.12).
This is a normal adjustment mechanism in the current economic conjuncture, where resident sectors sell
assets of non-residents, offsetting the contraction of foreign capital available to finance the economy.

General government funding in the second quarter of 2011 through the first disbursements
of the loan negotiated under the international financial assistance

General government funding in the first half of 2011 was strongly conditioned by the adverse situation in
euro area debt markets and, subsequently, by the request for economic and financial assistance made to
international institutions. Hence, in the first quarter of year, net credit flows to the General government
represent a marginal value compared with the total funding needs of the government for 2011. Moreover,
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no significant changes in the weight of the holding sectors were observed. In the second quarter of the
year, net credit flows mostly reflected the first disbursements of the loans granted by the International
Monetary Fund, by the European Financial Stabilisation Mechanism and the European Financial Stability
Facility, which roughly amounted to EUR 18,600 million. Therefore, loans granted by non-residents
were the main funding source of the general government, with a net flow of approximately EUR 10,000
million. With regard to loans granted by resident monetary financial institutions, it is important to analyse
developments in loans and deposits separately. In fact, when the assets and liabilities items are analysed
separately, it can be seen that general government liabilities towards resident banks increased consider-
ably in the second quarter of 2011, with the net position being in part mitigated by the rise in deposits.

Gradual deceleration in loans granted to the non-financial private sector in the first half of
2011, in particular in loans granted to households, with a negative variation being expected
in the second half of the year

After a period of slight acceleration, in the second half of 2010, loans granted to households for house
purchase resumed a decelerating path (Table 3.2.1, Chart 3.2.13). In fact, the annual rate of change
declined steadily from the second half of 2010 onwards, to stand close to zero in July 2011. These
developments contrast with those in the euro area as a whole, where an acceleration continued in 2011,
with a year-on-year rate of change close to 4 per cent.

Analysing domestic institutions and non-domestic resident institutions separately, it can be seen that as
regards domestic banks as a whole, the decline in the stock of loans to households for house purchase
actually started at the end of 2010 (Chart 3.2.14). On the other hand, non-domestic banks continued
to increase their share in the housing credit segment, presenting a positive credit flow, albeit lower
than the observed at the end of 2010.# However, the spreads of domestic institutions vis-a-vis those
of non-domestic institutions narrowed in the past few months, reflecting the increase in the credit risk
associated to households and less favourable prospects for the real estate market.

Likewise, a deceleration trend continued to be recorded in loans to households for consumption, with
the annual rate of change shifting to negative figures as from January 2011 (Chart 3.2.15). The evolu-
tion of this aggregate in Portugal is similar to the observed in the euro area. In July the annual rate of
change stood at -2.9 per cent in Portugal compared with a -2.1 per cent rate of change in the euro area
as a whole. In the consumption segment, the mitigating role of non-domestic institutions is relatively
smaller, given that, at the end of July the flow of credit granted by these institutions was close to zero.

In turn, loans granted to non-financial corporations have showed slightly positive growth rates since
mid-2010, with a virtually null rate of change in July 2011 (Chart 3.2.16). With regard to the euro area,
the deceleration was more marked and condensed in time, with negative figures between September
2009 and November 2010, reaching a minimum at the beginning of 2010. Focusing the analysis on the
most recent period, for which disaggregated data by company size is available, it can be seen that the
deceleration in loans to enterprises was broadly based across the several categories considered, with
converging annual growth rates, mostly from the beginning of 2011 onwards (Chart 3.2.17). Distinct
developments in the subset of non-financial holdings may have been offset in some cases by an increase
in the issuance of short-term securities placed with non-residents. Developments in credit stocks in recent
months point to a reduction in loans to enterprises, although it is not possible to pinpoint a segment
where such decline was more evident. At the end of the first half of 2011 loans granted by the resident
banking sector to micro, small and medium-sized enterprises accounted for around 78 per cent of total
credit granted to non-financial corporations.

4 For a more detailed analysis until February 2011, see “Box 4.1 The mitigating role of resident non-domestic
financial institutions in the Portuguese economy’s deleveraging process”, Banco de Portugal, Financial Stability
Report, May 2011.
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Chart 3.2.13
LOANS TO HOUSEHOLDS FOR HOUSE PURCHASE
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Chart 3.2.14

SEMI-ANNUAL FLOWS OF LOANS TO
HOUSEHOLDS FOR HOUSE PURCHASE
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Source: Banco de Portugal.

Notes: The series shown refer to loans granted by resident
monetary institutions. The annual and quarterly rates of change
are calculated on the basis of the relationship between the
outstanding amounts of bank loans at the end of the month,
adjusted for monthly transactions, which are calculated from
outstanding amounts adjusted for reclassifications, write-offs
and exchange rate and price developments. The quarterly rate
of change is seasonally The values presented were adjusted re-
garding the sale of a portfolio of loans by BPN to Parvalorem.
Last observation: July 2011.

Chart 3.2.15
LOANS TO HOUSEHOLDS FOR CONSUMPTION

Source: Banco de Portugal.

Notes: Semi-annual flows are calculated on the basis of the
relationship between the outstanding amounts of bank loans
at the end of the month, adjusted for securitisation operations
and monthly transactions, which are calculated from outstand-
ing amounts adjusted for reclassifications and write-offs. The
values presented were adjusted regarding the sale of a portfolio
of loans by BPN to Parvalorem. Last observation: July 2011.
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Source: Banco de Portugal.

Notes: Series shown refer to loans granted by resident monetary institutions. The annual and quarterly rates of change are calculated
on the basis of the relationship between the outstanding amounts of bank loans at the end of the month, adjusted for securitisa-
tion operations and monthly transactions, which are calculated from outstanding amounts adjusted for reclassifications, write-offs
and exchange rate and price revaluations. The quarterly rate of change is calculated from seasonally adjusted figures. The values
presented were adjusted regarding the sale of a portfolio of loans by BPN to Parvalorem. Last observation: July 2011.



Chart 3.2.16

LOANS TO NON-FINANCIAL CORPORATIONS
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Chart 3.2.17

LOANS TO NON-FINANCIAL CORPORATIONS |
BREAKDOWN BY SIZE
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Source: Banco de Portugal.

Notes: Series shown refer to loans granted by resident mon-
etary institutions. The annual and quarterly rates of change
are calculated on the basis of the relationship between the
outstanding amounts of bank loans at the end of the month,
adjusted for securitisation operations and monthly transactions,
which are calculated from outstanding amounts adjusted for

Source: Banco de Portugal.

Note: Series shown refer to loans granted by resident monetary
institutions and are not adjusted for securitisation operations,
reclassifications, write-offs and exchange rate and price revalu-
ations. The values presented were not adjusted regarding the
sale of a portfolio of loans by BPN to Parvalorem. Last observa-
tion: July 2011.

reclassifications, write-offs and exchange rate and price revalu-
ations. The quarterly rate of change is calculated from season-
ally adjusted figures. The values presented were adjusted re-
garding the sale of a portfolio of loans by BPN to Parvalorem.
Last observation: July 2011.

Developments in these three credit segments in the past few months are consistent with data supplied by
the Quarterly Bank Lending Survey. According to the results of the July survey,® credit standards applied
to the approval of loans to the non-financial private sector were tightened in the second quarter of
2011. Tighter standards were largely due to an increase in the cost of capital and to banks’ balance sheet
restrictions, as well as to deteriorating expectations regarding general economic activity. The change in
credit standards translated into widening spreads, declining maturities and amount of loans granted and
higher fees and other charges, as well as more stringent guarantee requirements.

In the second quarter of the year, the demand for loans and credit lines by companies declined slightly
in aggregate terms. Decreasing funding needs related to investment and mergers/acquisitions or corpo-
rate restructuring supported these developments. As regards households, the demand for loans has
also declined, in particular in the loans for house purchase segment. Declining consumer confidence,
as well as an increase in other consumption expenditure were the two main factors contributing to the
reported developments.

For the third quarter of 2011, surveyed banks expected the tightening of credit standards on loans to
enterprises and households. For the same period, no significant changes were expected in the demand
for loans by companies. As to households, demand is expected to decline, both in the loans for house
purchase segment and in the consumer credit and other lending segment.

5 The results of the Bank Lending Survey are available from www.bportugal.pt/pt-PT/EstudosEconomicos/Publica-
coes/IBMC/Publicacoes/Results_jul11_e.pdf.
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Increased issuance of short-term securities by companies in the first half of the year reflected,
inter alia, the tightening of credit standards on loans granted by banks

In the first half of 2011, due to the higher pricing of bank loans, the additional funding needs of non-
financial corporations were chiefly met through the issuance of commercial paper, placed mostly with
non-residents and through equity increases by unlisted companies (Chart 3.2.18). This behaviour contrasts
with that seen in the second half of 2010, when net issuance of commercial paper was negative. As for
the remaining items, there was a net repayment of debt obligations in the first quarter of the year, while
the issuance of securities by listed companies and the used of bank loans remained virtually unchanged
in the first half of 2011 as a whole. In the two-year period between July 2009 and June 2011, the net
change in bank loans only represented 10 per cent of the net financing of non-financial corporations.
This contrasts with the 50 per cent figure observed in the two preceding years (from June 2007 to July
2009), when bank loans to non-financial corporations recorded a strong growth. In fact, the expansion
of bank loans made a significant contribution to the sharp rise in the indebtedness of non-financial
corporations, which is one of the highest in the euro area.

Chart 3.2.18
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Source: Banco de Portugal.
Note: Last observation: July 2011.

Increase in funding costs of non-financial corporations, amid very tight funding conditions of
banks in international markets and deterioration of expectations regarding general economic
activity

Yields on bonds issued by non-financial corporations increased significantly in recent months. In fact,
at the end of August, the index published by Barclays Capital stood at 8.83 per cent (Chart 3.2.19).¢
These developments reflect disturbances in euro area sovereign debt markets, in particular, the rise in risk
associated to the Portuguese Republic and to most national issuers. In addition, although the companies
included in the index have high credit quality and a significant share of their earnings is generated through
their international activity, less favourable prospects for the domestic activity reduce the attractiveness
of investment in debt securities issued by Portuguese companies, thereby contributing to the widening
of yields demanded by investors. In turn, the fact that the spread vis-a-vis Treasury bonds continues to

6 On 31 August 2011, the index published by Barclays Capital only included 15 debt issuances by large Portugue-
se companies.



record rather negative figures, should be interpreted with some caution against a background in which
sovereign debt yields in the secondary market do not reflect a normal market condition. Anyway, the
access to the market by the large companies continues to take place under less adverse conditions than
those experienced by the Portuguese Republic. Chart 3.2.20 shows a synthetic indicator of the funding
costs of non-financial corporations, which weighs information on the cost of capital, bank lending rates
and yields on securitised debt, being therefore more representative of the average company.” In the
course of 2011, corporate financing costs rose considerably in real terms. This rise was seen in several
financing sources included in the index, namely in capital and long-term debt securities.

Chart 3.2.19 Chart 3.2.20

PORTUGUESE NON-FINANCIAL CORPORATE
BOND YIELD AND SPREAD VIS-A-VIS

DEVELOPMENTS IN FINANCING COSTS OF NON-
FINANCIAL CORPORATIONS IN PORTUGAL | INn

GOVERNMENT DEBT SECURITIES OF A
COMPARABLE MATURITY
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Sources: Barclays Capital and Banco de Portugal. Sources: Barclays Capital, Consensus Economics, ECB, Thom-
son Reuters and Banco de Portugal calculations
Note: Last observation: August 2011. Note: Last observation: June 2011.

Price stagnation in the housing market

In a context of declining household disposable income — as a consequence of adverse labour market
conditions and rising tax burden — real estate prices became more sensitive to developments in the credit
market. Although there is no evidence of price overvaluation in the Portuguese residential market,® the
need of financial deleveraging by households, the deteriorating situation of companies in the construc-
tion sector and the tightening of credit standards applied by banks to the approval of loans are expected
to condition the performance of the real estate market. According to the Confidencial Imobilidrio index,
residential property prices recorded a slightly negative year-on-year change in June (-0.3 per cent),

7 The synthetic indicator of the financing costs of non-financial corporations is calculated as a weighted average
of the costs of the 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 » = =[(1 + gn) + 8(ga — gn)] + gn
where ris the capital cost, D/P the dividend yield, gn corresponds to the growtﬁ 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 ins-
trument categories is calculated on the basis of interest rates considered as representative. For methodological
information, see Gameiro, I. and Ribeiro, N. (2007), “Financing costs of Portuguese companies”, Banco de
Portugal, Economic Bulletin — Autumn.

8 For further details, see “Box 1.1 Housing markets in the euro area”, Banco de Portugal, Annual Report 2011.
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following the decelerating trend that started in August 2010 (Chart 21).° In turn, the bank assessment
index published by INE recorded a year-on-year negative change of 2.8 per cent in June (-1.8 per cent
in March) (Table 3.2.1).1°

Although it is still premature to make a comprehensive assessment, the measures included in the Memo-
randum of Understanding for the housing market may have an unfavourable impact on housing prices.
In this respect, note that principal payments will not be deductible from the personal income tax (IRS),
income tax deductibility of interest payments will be limited, and temporary exemptions of the municipal
tax on real estate (IMI) for permanent owner-occupied dwellings will be reduced.

Chart 3.2.21
CONFIDENCIAL IMOBILIARIO INDEX | YEAR-ON-YEAR RATES OF CHANGE
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Source: /mométrica.
Note: Last observation: August 2011.

9 This index is calculated on the basis of supply-side prices, weighted by region and state of use of the dwelling.
The quality adjustment used for the calculation, however, means that it is not possible to exercise complete con-
trol over the parameters and this fact could well underlie the relatively high growth recorded towards the end of
2008. For information on methodology, see “Indice Confidencial Imobiliario: procedimentos metodolégicos”,
Isabel Fonseca and Ricardo Guimarades”, Newsletter Imobilidria Portuguesa — Confidencial Imobiliario, October
2006.

10 This indicator, up to January 2010, was calculated on the basis of data for seven banks accounting for around 60
per cent of credit granted. However, in January 2010, INE changed the method for the calculation of the bank
assessment indicator for housing, which now includes all banks with a significant weight in housing loans and
is now compiled on a monthly basis. INE published backward-looking information as of September 2009, and
the new series comprises information starting from this date. This indicator is not quality adjusted.



4. Fiscal policy

The September Excessive Deficit Procedure notification confirms the target of 5.9 per cent of
GDP for the fiscal deficit in 2011, which will require significant additional measures

The September Excessive Deficit Procedure notification kept the official target for the general govern-
ment deficit in 2011 unchanged at 5.9 per cent of GDP, which compares with 9.8 per cent in 2010
(Table 4.1).1 That figure coincides with the target set within the scope of the Economic and Financial
Assistance Programme agreed in May with the European Commission, the European Central Bank and
the International Monetary Fund. It should be mentioned that the deviations in the budgetary execution
identified so far urge the adoption of additional measures not specified in the State Budget for 2011, in the
Programme and in the Fiscal Strategy Document. According to the projection included in the September
notification, the public debt ratio is forecast to stand at 100.8 per cent of GDP at the end of 2011.

The fiscal outcomes of previous years were revised by the national statistical authorities,
implying a deterioration of the starting point for the fiscal adjustment process

In the first Excessive Deficit Procedure notification, in late March, the general government deficit and
debt figures were revised upwards for the years from 2007 to 2010, following the reclassification of
a number of State-owned enterprises from the transportation sector into that institutional sector. The
fiscal balance of 2010 was also negatively affected by the assumption of Banco Portugués de Negodcios
impairments by entities classified within general government and by the call of a guarantee granted by
the State to a loan to Banco Privado Portugués. Also within the scope of the March notification, INE
changed the previously reported data, following a methodological decision by Eurostat. In particular, the
general government deficit and debt ratios for the 2007-2010 period were revised upwards, reflecting
a different treatment of three contracts for the construction and operation of road infrastructures, until
then classified as public-private partnerships.

The September Excessive Deficit Procedure notification included a further change to the general govern-
ment deficit and debt figures for the 2008-2010 period. Such revision was due to the identification of
debt contracted since 2004 by the regional government and public enterprises from Madeira which, as

Table 4.1
MAIN FISCAL INDICATORS | As A PERCENTAGE OF GDP

Fiscal balance

State Budget for 2011 (October 2010) -7.3 -4.6 - - - -
Economic and Financial Assistance Programme (May 2011) 9.1 -5.9 -4.5 -3.0 -2.3 -1.9
Fiscal Strategy Document (September 2011) -9.1 -5.9 -4.5 -3.0 -1.8 -0.5
Excessive Deficit Procedure (September 2011) 9.8 -5.9 - - -

Public debt
State Budget for 2011 (October 2010) 82.4 86.6 - - - -
Economic and Financial Assistance Programme (May 2011) 93.0 101.7 107.4 108.6 107.6 105.7
Fiscal Strategy Document (September 2011) 93.0 100.8 106.1 106.8 105.0 101.8
Excessive Deficit Procedure (September 2011) 93.3 100.8 - - -

Sources: European Commission (“The Economic Adjustment Programme for Portugal”, Occasional Paper No. 79, June 2011), INE
and Ministry of Finance.

11 Note that the notification includes statistics until the end of the previous year compiled by /NE and an estimate
for the current year prepared by the Ministry of Finance.
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mentioned in the joint press release by Banco de Portugal and INE in early September, had not been timely
reported to the national statistical authorities.” The figures now computed for the general government
deficit and debt in 2010 correspond to 9.8 and 93.3 per cent of GDP, respectively.

The adjustment process of the Portuguese economy includes a wide range of fiscal
consolidation measures, framed by the Economic and Financial Assistance Programme

The State Budget for 2011 set the official targets for the general government deficit and debt in 2011
at 4.6 and 86.6 per cent of GDP, respectively. Following the request for financial assistance, new targets
were defined, taking into account the revisions of fiscal outcomes of previous years, in particular the
widening of the general government consolidation perimeter, and less favourable macroeconomic
prospects. Indeed, the targets agreed under the Programme entail an upward revision of the targets
laid down in the State Budget for 2011, to 5.9 per cent of GDP for the general government deficit and
101.7 per cent for the public debt ratio to GDP. For this purpose, the consolidation strategy for 2011
presented in the Memorandum of Understanding was chiefly based on the implementation and further
strengthening of the measures envisaged in the State Budget. No significant additional measures were
stipulated.

The commitments made by the Portuguese authorities are consistent with the medium-term objectives
defined within the scope of the Stability and Growth Pact and the Budgetary Framework Law, which has
recently been revised. Thus, the Programme foresees the adoption of a wide set of fiscal consolidation
measures. On the revenue side are worth highlighting the increases in indirect taxation and the cuts in tax
exemptions and benefits in the context of the Personal and Corporate Income Taxes and the Municipal
Tax on Real Estate. The measures to reduce expenditure are expected to affect most of its items, but
especially compensation of employees and social benefits. It is also envisaged the curtailment of trans-
fers to local and regional governments, as well as cuts in the expenditure related to the National Health
System. The Programme also entails a rationalisation of the State corporate sector and the acceleration
of the privatisation programme. These measures are deemed to ensure a gradual improvement of the
fiscal position, pointing to the correction of the excessive deficit by 2013. However, notwithstanding the
magnitude of the privatisation programme, the public debt ratio is forecast to follow an upward trend
up to 2013, declining afterwards.

In the first semester of 2011, the growth of tax revenue reflects the impact of consolidation
measures in force since mid-2010 or included in the State Budget for 2011

According to the Quarterly National Accounts published by INE in late September, tax revenue rose by
3.7 per cent vis-a-vis the same period of 2010, reflecting increases of 3.9 and 3.5 per cent, respectively
in the collection of taxes on income and wealth and on production and imports (Table 4.2). In both
cases, these developments were influenced by the impact of measures approved by mid-2010 or in the
context of the State Budget for 2011." The developments concerning tax revenue in the first semester
point to a slightly lower growth than foreseen in the Fiscal Strategy Document. In the second half of
the year, tax revenue will benefit from the introduction of a Personal Income Tax surcharge and from

12 See the joint press release by INE and Banco de Portugal of 16 September 2011, available on http://www.
bportugal.pt/en-US/OBancoeoEurosistema/ComunicadoseNotasdelnformacao/Lists/LinksLitsltemFolder/Attach-
ments/66/PR_RAM_BdP_INE.pdf.

13 As far as taxation on income is concerned, the marginal rates applicable to the different Personal Income Tax
brackets were raised in June 2010 and a new bracket referring to earnings exceeding € 150 thousand was
introduced. In addition, a surcharge on profits exceeding € 2 million was also introduced in the context of the
Corporate Income Tax. Regarding revenue from taxes on production and imports, its growth has been relying on
VAT collection, mostly as a result of the increases in VAT rates introduced in the summer of 2010 and in January
2011.



Table 4.2
GENERAL GOVERNMENT ACCO ) | IN NATIONAL ACCO

Total revenue 31373 32 353 3.1 -0.6 1.9
Current revenue 30977 31903 3.0 2.9 3.8
Tax revenue 17 227 17 859 37 2.2 5.6
Taxes on income and wealth 6 358 6 608 3.9 1.6 7.9
Taxes on production and imports 10 869 11251 3.5 2.6 4.0
Social contributions 10 096 10221 1.2 1.8 1.7
Actual social contributions 7371 7 689 43 3.8 33
Imputed social contributions 2725 2531 -7 -3.8 -2.6
Other current revenue 3653 3823 47 9.2 0.4
Capital revenue 396 449 13.4 -52.0 -25.7
Total expenditure 40102 39348 -1.9 -7.0 -5.0
Current expenditure 36973 36 531 -1.2 -2.5 -0.8
Current transfers 20217 19 849 -1.8 -1.9 -1.6
to households 17 411 17 240 -1.0 -0.5 -0.1
in cash 13244 13342 0.7 1.1 1.3
in kind 4167 3898 -6.5 -6.4 -4.7
to corporations 551 499 -9.5 -8.5 -8.5
other 2 255 2111 -6.4 -11.5 -12.7
Interest 2411 3304 37.0 36.0 36.0
Compensation of employees 10 491 9 845 -6.2 -7.2 -5.7
Intermediate consumption 3854 3534 -8.3 -17.8 -7.5
Capital expenditure 3129 2817 -10.0 -46.4 -41.9
Gross fixed capital formation 1908 2018 5.8 -23.3 -25.6
Other capital expenditure 1221 799 -34.6 -85.2 -69.4
Overall balance -8729 -6 995

Sources: INE and Ministry of Finance.

Notes: (a) The inclusion of new information on the Autonomous Region of Madeira in the 2010 accounts does not affect the inter-

pretation of this table, as changes introduced refer almost exclusively to the fourth quarter. (b) Interest expenditure used to compile

the budget outturn for the first semester is in accordance with the European System of Integrated Economic Accounts. In the case

of the projections presented in the Economic and Financial Assistance Programme and in the Fiscal Strategy Document, interest

expenditure includes the impact of swaps and forward rate agreements, as defined for the Excessive Deficit Procedure. (c) Forecast.
the increase in the VAT rate on electricity and gas ahead of programmed (measures announced after
mid-2011), as well as from the favourable performance of the Corporate Income Tax prepayments. In
turn, the measures in force since mid-2010 will cease to impact on the rate of change of tax collection.
For the year as a whole, several risks associated with the economic activity persist, especially as regards

private consumption.

In the first semester of the year, the decline in public expenditure was less pronounced than
forecast

The decline in current and capital expenditure in the first half of the year was significantly lower than
foreseen in the Programme for the year as awhole. The deviation in the budget outturn for the first months
of 2011 mostly stemmed from developments regarding compensation of employees and intermediate
consumption. In the case of compensation of employees, the decline in the number of general govern-
ment workers fell short than foreseen and promotions in some ministries implied additional expenditure.
Public accounts were also negatively affected by operations related to the assumption of debt of two
corporations in the Autonomous Region of Madeira and to the recapitalisation of Banco Portugués de
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Negocios. The year-on-year rates of change of the main primary current expenditure items — current
transfers to households, compensation of employees and intermediate consumption — considered in the
Fiscal Strategy Document are less negative than those now obtained for the first semester. In contrast,
the outcome of other current transfers and gross fixed capital formation in the first half of the year may
signal risks, requiring a more in-depth analysis.

The fiscal deficit in the first semester of the year does not allow the fulfilment of the target
for the deficit in 2011 without additional measures, thus increasing the relevance of the State
Budget for 2012 in the context of the ongoing consolidation process

According to information compiled by INE, the general government deficit on a national accounts basis
stood at €6995 million in the first half of the year. This figure compares with the €10068 million ceiling
laid down in the Programme for the year as a whole. Considering that the gap vis-a-vis the official target
may be chiefly met with recourse to temporary measures, the State Budget for 2012 gains additional
relevance, and should incorporate a substantial package of structural measures, while implementing the
fiscal procedures envisaged in the latest revision of the Budgetary Framework Law. These measures are
crucial to ensure the sustained consolidation of public finances, which requires the adjustment of public
expenditure to the capacity of the Portuguese economy.



5. Supply

Negative change in activity in line with developments in confidence

According to data published by Instituto Nacional de Estatistica — INE (Statistics Portugal), gross value
added (GVA) of the Portuguese economy decreased by 0.8 per cent year-on-year in the first half of 2011,
compared with growth rates of 1.8 and 0.8 per cent in the first and second halves of 2010 respectively.

The process of correction of macroeconomic imbalances, under way in the Portuguese economy, and
developments in economic activity in euro area countries contributed to this evolution. In the first half
of 2011, the European economy grew 2 per cent on average, but decelerated in quarterly terms (see
Section 1).

Developments in Portuguese economic activity were similar to those of the confidence indicators. In intra-
annual terms, the upward trend of the European Commission’s monthly economic sentiment indicator,
which started in the second quarter of 2009 and stabilised in 2010, contrasts with the fall seen in the
first half of 2011. The coincident indicator of activity prepared by Banco de Portugal showed the same
trend, although a reversal had already been recorded in the second half of 2010 (Chart 5.1).

Sectoral developments in GVA were heterogeneous. In the first half of 2011, agriculture, forestry and
fishing and industry grew by 0.5 and 2.1 per cent year-on-year, respectively, while construction and
services decreased by 6.1 and 0.9 per cent, respectively (Chart 5.2). In cumulative terms, GVA decreased
rather markedly in construction (around 20 per cent since 2008). During the same period, industry also
declined, by around 9 per cent in cumulative terms, but returned to growth after the first half of 2010.
The turnover index has recorded a positive change in this sector since the beginning of 2010, particularly
in the external market, notwithstanding the deceleration observed since the beginning of 2011, which
has recently become more marked (Chart 5.3). Among activity sectors as a whole, there was a slight
shift towards the sectors that are basically tradable. This is an important factor in the adjustment process
of the Portuguese economy.

The different developments at sectoral level in the Portuguese economy in the first half of 2011 are related
with the changes in the confidence indicators for manufacturing, services and retail trade (Chart 5.4).
The confidence indicator for construction has been on a downward path since the second half of 2008,

Chart 5.1

GVA, COINCIDENT INDICATOR OF ACTIVITY AND ECONOMIC SENTIMENT INDICATOR
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Chart 5.2 Chart 5.3

SECTORAL GVA INDUSTRIAL TURNOVER INDEX | DOMESTIC AND
EXTERNAL MARKETS
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production, Hunting, Forestry and Fishing; Industry comprises
the GVA of Mining and quarrying and Manufacturing; Con-
struction comprises the GVA of Construction; and Services
comprise the GVA of Wholesale and retail trade; Repair of mo-
tor vehicles and motorcycles and Accommodation and food
service activities; Transportation and storage and Information
and communication activities; Financial and insurance activities
and Real estate activities and Business services, Public Adminis-
tration, Education and Health and Other services.

reaching historically low levels. Developments in the confidence indicators in services and retail trade
were negative compared with the second half of 2010, remaining at levels below those seen before the
start of the economic and financial crisis. The confidence indicator in manufacturing stabilised compared

with the second half of 2010. However, most importantly, all sectors experienced a strong deterioration
of confidence in the second quarter of the current year, which became more marked in July and August.

Chart 5.4
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For 2011 as a whole, GDP is projected to decrease by around 2 per cent (see Section 6). The analysis of
GDP developments in 2011 from a supply perspective implies the existence of data on employment and
unemployment. However, the analysis of developments in the labour market in the first half of 2011 is
strongly conditioned by changes introduced in the methodology adopted by INE in its quarterly labour
force survey.™

Due to the break in the series introduced in the quarterly labour force survey, it is not possible to make
a detailed analysis of the year-on-year rates of change in the variables of the Portuguese labour market.
This analysis may only be resumed when the results for the first quarter of 2012 are available. In this
context, the analysis provided in this section focuses on the evolution of ratios which are admittedly
not affected by this methodological change, with the exception of the unemployment and employment
variables. For these variables, given the usefulness of maintaining compatible time series, the series were
retropolated taking as a basis the levels of the new labour force survey for the first quarter of 2011 and
using the year-on-year rates of change published under the previous methodology.

On this assumption, apparent labour productivity in the private sector is expected to decrease by 1.2 per
cent in 2011, compared with an increase of 0.4 per cent in 2009 and 3.5 per cent in 2010 (Chart 5.5).
Negative developments in labour productivity are considerably conditioned by the contraction of 2 per
cent projected for private GDP in 2011, after a growth rate of 1.7 per centin 2010. These developments
occurred in parallel with the stabilisation of the capacity utilisation rate in the first half of 2011 (Chart 5.6).

The reduction of the apparent productivity of labour in the private sector is a rare phenomenon in the
Portuguese economy, which occurred also in 2008, though more moderately and accompanied by a
stabilization of the product. In fact, like in 2010, the situation forecasted for 2011 is not in line with the
historical relation between the evolution of employment and private sector activity in the Portuguese
economy (Chart 5.7). Nevertheless, the joint analysis of these two years reveals that, given the evolution
of activity, the moderation in employment creation occurred in 2010 may have as a counterpart a more
moderate reduction of this variable in 2011. In fact, over the business cycle and particularly in a context
of unfavourable expectations such as the current one, firms adjust employment with a lag relatively to
changes in output. In this sense, in a context of deeper economic recession, the reduction of employ-
ment may become stronger.

Net job destruction has persisted since 2009, with an adverse impact on the unemployment
rate

The process of correction of macroeconomicimbalances under way in the Portuguese economy, including
a restrictive fiscal policy and tighter financing conditions for the economy, contributed to a contrac-
tion in GVA in the first two quarters of 2011, shortly after a strong contraction in 2009, following the
bankruptcy of the Lehman Brothers investment bank. Therefore, net job destruction has persisted since
the start of 2009, albeit at a gradually slower pace (Chart 5.8). Nevertheless, taking into account the
urgently required implementation of measures to correct the imbalances and expectations of a more
marked deceleration in international economic growth, developments in employment are projected to
remain unfavourable, adversely affecting the unemployment rate.

14 According to INE, the main changes introduced by the new data collection methodology were the use of tele-
phone interviews, the adaptation of the questionnaire to this new type of surveying and the adoption of new
technologies to develop and supervise field work. This led to a break in the series, due to which it is not possible
to calculate year-on-year rates of change or compare historical levels. According to INE estimates, the unemploy-
ment rate calculated using the previous collection methodology would stand one percentage point below that
of the new methodology. For more information, see the note “Medida do impacto da alteracdo do modo de
recolha da informacdo no Inquérito ao Emprego no primeiro trimestre de 2011", in “Estatisticas do Emprego —
1.° trimestre de 2011", Chapter 6 (p.p. 31-40), INE.
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Chart 5.5 Chart 5.6

CHANGE IN APPARENT LABOUR PRODUCTIVITY PRIVATE EMPLOYMENT IN THE ECONOMY
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Chart 5.7
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As for the composition of dependent employment, the share of fixed-term contracts in total employ-
ment stabilised in the first half of 2011 compared with the previous semester (14.8 per cent), although
a clear upward trend has been observed in recent years (Chart 5.9). Shifts in employment by type of
contract translate economic agents’ response to the restrictions imposed by the regime of permanent
contracts, especially in a context of high uncertainty as regards the duration of the adjustment period
in the Portuguese economy.

Chart 5.8 Chart 5.9

TOTAL EMPLOYMENT AND GVA SHARE OF FIXED-TERM CONTRACTS
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Note: A methodological change in the Labour Force Survey in
the first quarter of 2011 led to a break in the series.

The increasing trend of the share of dependent employment in total employment became clearly more
marked in the first half of 2011, as a result of a decrease in unpaid family work and particularly in self-
employment. These developments are related to the characteristics of activities where these are the
most frequent forms of employment, namely smaller and less productive companies, and hence more
vulnerable in a context of a protracted fall in economic activity (Chart 5.10).

According to labour force survey data, the participation rate (age 15-64) stood at 74.3 per cent in the
first half of 2011, slightly higher than in the same period in 2010 (74 per cent). The increase in the
participation rate was mainly the result of developments in the male participation rate (78.6 per cent),
which rose compared with 2010 (78.2 per cent), but decreased in comparison with the first semester
of 2009 (78.9 per cent). The female participation rate stood at 70.1 per cent, increasing compared with
both the first and second halves of 2010.

According to labour force survey data, in the first half of 2011 the unemployment rate stood at 12.3
per cent and the number of unemployed increased by around 8 per cent year-on-year, as a result of
developments in the economic environment and the structural problems of the Portuguese economy
(Chart 5.11). These developments are accompanied by a marked segmentation of the labour market
where, as previously mentioned, employment dynamics is associated with developments in fixed-term
contracts, which particularly affect younger age groups.
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Chart 5.10 Chart 5.11

SHARE OF DEPENDENT EMPLOYMENT CHANGE IN THE NUMBER OF UNEMPLOYED
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Long-term unemployment is more prevalent in the universe of the unemployed aged 35 or
over and in the group with lower educational attainment

In relation to unemployment duration, the ratio of long-term unemployment (12 months or more) as
a percentage of total unemployment remained above 50 per cent, although slightly below the levels
of 2010 (Chart 5.12). The average duration of unemployment increased in the first half of 2011 (28.6
months) compared with the first and second halves of 2010 (24.3 and 25.1 months respectively). This
is mainly the result of marked growth in longer-term unemployment in absolute terms, in particular for
those unemployed for more than 25 months. Against this background, the share of the unemployed
without access to the unemployment and social unemployment benefits increased in the first half of
2011, to stand above 65 per cent.

Issues related to unemployment duration are important in the sense that long-term unemployment tends
to result in a sharp depreciation of human capital and loss of personal skills. Long-term unemployment
is more prevalent among the unemployed aged 35 or over, reaching levels close to 65 per cent. Among
younger workers, it stood at around 45 per cent in 2010, decreasing in the first half of 2011 to around
36 per cent (Chart 5.13). The specific characteristics of younger workers help them exit from unemploy-
ment, for example by emigrating. According to OECD data, the cumulative growth rate of Portuguese
emigration to OECD countries stood at 37 per cent between 2001 and 2009 (the main destinations
were Spain, Switzerland and Germany). Although updated information is difficult to obtain, there is
also evidence of significant flows of Portuguese workers to countries outside Europe, namely Angola.*

According to the analysis of unemployment duration on the basis of educational attainment, the share
of individuals with primary education in the long-term unemployed as a whole stands above 70 per cent,
increasing slightly in the first half of 2011. For those unemployed for less than 12 months, the share of
individuals with primary education is lower, albeit still high (above 60 per cent) (Chart 5.14). Although
vocational training policies for the unemployed may help them return to the labour market, effective

15 According to Observatério da Emigracao (Emigration Observatory), the Portuguese community in Angola to-
talled close to 100,000 individuals in 2009, with arrivals in the country reaching 16,000 in 2006, 22,000 in 2007
and 28,000 in 2008.
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LONG-TERM UNEMPLOYMENT AS A SHARE OF LONG-TERM UNEMPLOYMENT BY
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mechanisms must be put in place to assess the effectiveness of these policies. Vocational training systems
that are unable to create the skills needed in the business sector are not expected to have an impact on
long-term economic growth.
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6. Demand

The current projections of Banco de Portugal point to a decline in economic activity in Portugal of 1.9 per
cent in 2011, in the framework of the adjustment process of macroeconomic imbalances. This process
is part of the economic and financial adjustment programme prepared following the request for finan-
cial assistance agreed with the European Union, the euro area member countries and the International
Monetary Fund. Therefore after growingin 2010, the Portuguese economy is again faced with a recession
period, with a greater magnitude and duration in cumulative terms than in 2009 (Table 6.1 and " Projec-
tions for the Portuguese economy: 2011-2012", of this Bulletin). These developments reflect distinct
dynamics between external and domestic demand. On the one hand, exports are expected to remain
significantly buoyant in the year as a whole, although slowing down in the second half of the year, in
line with expected developments in the world economy. On the other hand, public and private domestic
demand are projected to post sharp and broadly based declines. Private consumption is thus expected
to decrease markedly in 2011 (and, for the first time since 2001, to record a change lower than that of
GDP) and investment to remain weak, further decreasing very sharply in 2011. Amid high uncertainty
around developments in household income and the outlook for corporate demand, underlying the current
projection is a more marked decline in most domestic demand components and a slowdown in exports
in the second half of the year. This reflects the impact of fiscal consolidation measures, a continued
adverse labour market situation, tight credit conditions and a significant slowdown in the growth pace
of the main trading partners.

Comparing the current projection with the average value of the projection range for euro area GDP
growth released in the September 2011 issue of the Monthly Bulletin of the European Central Bank
(ECB), the negative differential between GDP growth rates in Portugal and the euro area is expected to
widen significantly (Chart 6.1). A negative growth differential is projected to persist in the framework
of the adjustment process of imbalances in the Portuguese economy.

Underlying the current projection for economic activity growth is a deceleration profile in the second
half of the year, following -0.5 and -0.9 per cent year-on-year rates of change in the first and second

Table 6.1
GDP -0.9 1.6 0.8 1.4 2.4 0.0 -2.5 1.4 -1.9
Private consumption -0.2 2.7 1.7 1.8 2.5 1.3 -1.1 2.3 -3.8
Consumption of durable goods 9.3 4.3 3.9 0.8 4.4 0.7 -13.8 106 -20.2
Current consumption 0.9 2.5 1.4 1.9 2.3 1.4 0.4 1.5 -1.9
Public consumption 0.4 2.4 33 -0.7 0.5 0.4 3.7 1.3 -3.3
Investment -7.9 3.7 -0.9 -0.6 2.0 -0.1 -137 -53 -125
GFCF -7.1 0.0 -0.5 -1.3 2.6 03 -11.3 -49 -11.4
Machinery and metal products -2.0 7.0 33 5.4 79 112 -9.6 -6.3 -9.2
Transport equipment -10.2 -1.8 2.4 4.6 8.0 -3.8 -233 23 214
Construction -8.6 -2.0 -1.8 -4.6 -0.4 46 -11.2 -5.7 -12.0
Other -0.8 2.9 -29 1.6 59 2.9 -1.6 -1.0 -2.9
Change in inventories® -0.2 0.8 -0.1 0.2 -0.1 00 -06 -0.1 -0.2
Domestic demand -1.9 2.9 1.4 0.8 2.0 0.8 -2.9 0.7 -5.2
Exports 3.6 4.1 0.2 11.6 7.6 -0.1 -11.6 8.8 6.7
Imports -0.5 7.6 2.3 7.2 5.5 23 -10.6 5.1 -4.1
Contribution of domestic demand to GDP® -2.1 3.1 1.5 0.9 2.2 0.9 -3.2 0.8 -5.6
Contribution of net external demand to GDP® 1.1 -1.5 -0.8 0.6 0.2 -1.0 0.7 0.6 3.7
Current and capital account balance (% of GDP) -4.6 -6.9 9.2 -10.0 -89 -11.1 -10.1 -8.9 -6.9

Sources: /INE and Banco de Portugal.

Notes: (a) Banco de Portugal estimates from INE's National Accounts for the 2007-2009 period (ESA 95). (b) Contribution to the
real rate of change in GDP in percentage points.



Chart 6.1
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quarters of the year respectively. In particular, the difference between the dynamics of domestic demand
and net external demand is expected to become more marked. After the decline seen in the first half of
the year, domestic demand is projected to decrease further in the second half of the year. In particular,
private consumption is expected to decline sharply (namely the durable consumer goods component)
and gross fixed capital formation (GFCF) to continue decreasing markedly. In turn, exports will remain
the most dynamic component of global demand, although decelerating significantly in the second half
of the year, in line with the slowdown in external demand.

Contraction in economic activity in a framework of adjustment of structural imbalances

In 2011 the recovery in economic activity in the euro area was rather heterogeneous among different
economies (Chart 6.2), justified, inter alia, by differences in the weight and structure of exports among
countries, the degree of vulnerability of the financial systems or the existence of significant domestic

Chart 6.2
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and/or external imbalances. Therefore, some countries, Germany in particular but also other highly
export-oriented economies, posted stronger growth. By contrast, short-term economic recovery in other
economies, in particular those directly affected by tensions related to the sovereign debt crisis, is expected
to be conditioned by the need to correct main structural imbalances.

Contrary to other advanced economies, economic growth in Portugal in 2010 was not associated with
any significant adjustment in structural imbalances that have characterised the Portuguese economy in
the past decade. In effect, (actual and potential) GDP growth rates in Portugal have been rather low
over the past ten years, widening the gap vis-a-vis the euro area average. These rates were accompanied
by historically low savings rates and an increase in the indebtedness level of the economy. Against this
background, the current recession period is marked by the need to correct the structural imbalances and
vulnerabilities of the Portuguese economy, in particular to further strengthen the consolidation of public
finances, and to gradually deleverage the private sector, including the financial system. Notwithstanding
the short-term contractionary impact associated with this process, this effort cannot be postponed in
the current economic and financial environment and is key to ensuring medium-term sustained growth
in the Portuguese economy and the return to funding from international financial markets.

Very sharp decline in private consumption consistent with developments in disposable
income

The current projections point to a decrease in private consumption of 3.8 per cent in 2011. While the
GDP growth differential vis-a-vis the euro area remained negative, this differential was positive in private
consumption in the past three years. However, this trend is expected to reverse in 2011. The rather sharp
fall projected for private consumption in 2011 is in line with developments in real disposable income
and is consistent with expectations of a decrease in household permanent income, which is likely to
significantly condition intertemporal constraints.

The rather marked decrease in real disposable income reflects the decline in compensation per employee
in the economy as a whole (in a context where the level of employment is expected to drop further),
and the impact of fiscal consolidation measures, in particular a decrease of 5 per cent, on average, in
compensation of civil servants, a worsening of both direct and indirect taxes, and an increase in the price
of some goods and services subject to regulation. Taking into account the projection for the inflation
rate (3.5 per cent) in this issue of the Economic Bulletin (“Section 7 Prices”), real wages are expected to
decrease rather significantly in 2011. Labour compensation in the private sector is expected to grow more
moderately than in 2010, in the context of a deterioration of the labour market situation. Worsening
labour market conditions also interact with developments in private consumption by negatively affecting
the expectations of economic agents regarding developments in their future income and wealth. Against
this background, fixed-term contracts, which are associated with higher uncertainty about intertemporal
income flows, have gained in importance in the employment structure in Portugal.

The sharp correction of private consumption over the coming years is expected to translate into a
restructuring process of household balance sheets, in a context of tight credit conditions (see “Section
3.1 Monetary policy of the ECB and monetary and financial conditions of the Portuguese economy").
Bank loans to households recorded negative changes from mid-2011 (since the beginning of the year, as
regards loans for consumption and other purposes). In addition to the negative effects on credit demand
resulting from the deterioration of consumer expectations regarding the future financial situation, loans
granted by Portuguese banking institutions are being negatively affected both by their difficulty in obtaining
funding from international financial markets in the context of the sovereign debt crisis, and the need to
deleverage their balance sheets. In the short run, Portuguese banks are expected to maintain tight credit
conditions, reflecting an increase in credit risk, as well as continued gradual adjustment of their balance
sheets. According to the Portuguese banks responding to the Bank Lending Survey published in July



2011 this tightening has mainly translated into wider spreads, and also higher fees, shorter maturities
and tighter conditions regarding collateral requirements. Banks tightening credit conditions is justified
by the deterioration of expectations regarding economic activity and higher financing costs, as well as
tighter balance-sheet constraints.

In terms of the composition of private consumption, current projections point to a fall both in the
current goods and services component and in particular the durable goods component (Chart 6.3). In
2011, consumption of durable goods is projected to fall by close to 20 per cent, after an increase of
10.6 per cent in 2010. These developments partly reflect tighter financing conditions for households.
In addition, expenditure decisions in durable goods tend to reflect most significantly the changes in
consumer expectations, contributing to their typically more volatile behaviour. Hence, this consumption
component is likely to more strongly reflect the impact of the measures of the economic and financial
adjustment programme. Developments in consumption of durable goods in 2011 were also affected by
the purchases of some durable goods (namely cars) brought forward to the end of 2010, in anticipation
of changes in taxation which entered into force in early 2011, as well as changes introduced in the car
scrappage program. During the first eight months of 2011, sales of new light passenger cars declined
by 22.5 per cent year-on-year after growing by 38.8 per cent in 2010.' Albeit more moderate, the
decrease projected for consumption of current goods and services is also expected to be significant in
view of the historical developments in this component, which typically has a smoother intertemporal
profile. In 2011, this component, accounting for around 90 per cent of total private consumption, is
expected to drop by 1.9 per cent, after an increase of 1.4 per cent in 2010. In particular, consumption
of current non-foods and services decreased very sharply since the beginning of the year (Chart 6.4).

Developments in several qualitative and quantitative indicators for the third quarter of the year point to
a further decline in private consumption in the second half of the year, after a decrease in the first half,
with year-on-year rates of change of -2.2 e -3.4 per cent in the first and second quarters respectively
(Chart 6.5). The behaviour of the coincident indicator for the trend development of private consump-

Chart 6.3

BREAKDOWN OF REAL CHANGE IN PRIVATE CONSUMPTION | CONTRIBUTION TO THE RATE OF CHANGE, PERCENTAGE
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16 Largely reflecting the increase in the standard VAT rate and, to a lesser extent, the rise in car tax rates at the start
of 2011, motor vehicle prices reversed the downward trend seen since 2007. In the first eight months of 2011
as a whole, motor vehicle prices increased by 3.7 per cent year-on-year, compared with declines of 0.9 and 1.3
per cent in 2009 and 2010 respectively.
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Chart 6.4
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tion, calculated by Banco de Portugal, has shown a deceleration profile since May 2010 (Chart 6.5).
This intra-annual profile likely reflects the limitations resulting from household solvency conditions due
to budget restrictions. Such limitations reflect not only a tightening of financing conditions but also
a worsening of taxation and the prospect of continued adverse labour market conditions, amid high
uncertainty as to future income.

Public consumption is expected to decline by 3.3 per cent in real terms in 2011, after increasing by 1.3
per cent in 2010. These developments reflect a decrease in volume of compensation of employees,
intermediate consumption and payments in kind.



Broadly based fall in investment across the institutional sectors

In 2011 GFCF is expected to decline very significantly. Current projections point to a drop of 11.4 per
cent, considerably more marked than in 2010 and close to the levels in 2009 (4.9 and 11.3 per cent
respectively). This contraction is shared by the public component, associated with the process of fiscal
consolidation, and the private component. The private component reflects, inter alia, a deterioration of
expectations about developments in demand, high uncertainty and tight financing conditions (namely
reflecting banks’ difficulties in obtaining funding from international financial markets, and the deleveraging
process of the banking sector), in a context where the indebtedness level of Portuguese companies is
among the highest in the euro area. In addition to the specificities which are likely conditioning public and
housing investment, corporate investment is also expected to record a further negative change in 2011.

GFCF performance in 2011 continues the very unfavourable trend seen since the beginning of the past
decade, notwithstanding strong credit growth and low financing costs during this period. From 2001 to
2010 GFCF fell by 31.9 per cent in cumulative terms in Portugal (21.5 per cent when only considering
the corporate component). This was particularly noticeable in the case of household housing investment,
which fell by 52.6 per cent in cumulative terms in the same period, after the strong vigour seen in the
second half of the 1990s. Despite the unequivocal impact of the international crisis on recent develop-
ments in investment in Portugal, GFCF performance in the past decade is associated with structural,
rather than cyclical factors. Against a background where investment decisions are assessed at the global
level and a significant reallocation of resources is expected in the Portuguese economy, uncertainty may
also result from doubts on how the imbalances in the economy will be corrected and how the structural
reforms needed to increase productivity will be implemented. Among others, the main factors conditioning
corporate investment decisions are the low level of labour qualification (given its complementarity with
investment in physical capital), the prevailing institutional framework (in particular in terms of market
flexibility) and the predictability of the tax system.

The deterioration of demand growth expectations and the need for corporate balance-sheet adjustments
in view of their high indebtedness level will condition developments in investment over the coming years,
not allowing for such a buoyant recovery as that typically observed in post-recession periods. Contrary
to the past decade, corporate financing constraints have increased. Growth of bank loans to non-
financial corporations has followed a downward trend, reaching values close to zero since early 2011.
These developments are likely to reflect both a decline in credit demand and tighter credit standards on
the supply side, as shown in the Bank Lending Survey published in July 2011. According to this survey,
tighter credit standards have resulted in wider spreads, in particular riskier loans, shorter maturities, and
an increase in collateral requirements and fees and other charges in addition to interest rates.

In turn, data for 2011 from the Investment Survey released in July confirm the importance for develop-
ments in corporate investment of the deterioration in demand expectations. From among companies of
different sectors that responded to the survey, 55.2 per cent claimed to have their investment limited
in 2011, a higher percentage than in the July 2010 survey (50.2 per cent). Albeit less than in previous
surveys, a high percentage of these companies continues to point to the deterioration of sales expecta-
tions as the main limiting factor (Chart 6.6). Though playing a significantly less important role, there
was a marked increase in the share of companies that point out difficulties in obtaining credit and, to a
lesser extent, the level of interest rates as the main limiting factor.

The decline in GFCF is expected to be broadly based across all its components in 2011 (Chart 6.7),
particularly GFCF in “Construction”, against a background where the confidence indicator in construc-
tion has recorded the lowest levels since the start of the survey in January 1989 and the rate of change
of bank loans to companies in the construction and real estate sectors has stood in negative territory
since the start of 2010. GFCF in “Machinery and equipment” is also projected to decrease significantly
in 2011, with a magnitude similar to 2009, in line with developments in the confidence indicator in
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Chart 6.6
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manufacturing and services. Finally, the decrease projected for GFCF in “Transport equipment” in 2011
largely reflects a significant fall in sales of light commercial vehicles and, to a lesser extent, a substantial
decrease in the purchase of cars by rent-a-car companies.

The evolution of some qualitative and quantitative indicators for the third quarter of the year anticipates
a further decline in GFCF in the second half of the year, after a drop in the first half, with year-on-year
rates of change of -7.0 and -10.3 per cent in the first and second quarters respectively (Chart 6.8).



Chart 6.8
INDICATORS OF SHORT-TERM DEVELOPMENTS IN GFCF

—Confidence indicator in manufacturing —Industrial turnover (3mma)
—Confidence indicator in services —Sales of light commercial vehicles (3mma)

10 - £ 10 20 1 50

0 Ay 0 10 A A 30
2 . 2 g \/V \ 2
s & 8 t20 @
= 2 3 g
210 108 2 04 F10 2
0 0 Q [}
o e 2 <
- - S 0 <€
s} ° < 2
3 g 5 5
c -20 - F-20 ¢ 5 -10 10 5
s s ¢ g
a @ K 208

30 - -30 20 4 30

b -40

-40 - L .40 -30 - L .50

2006 2007 2008 2009 2010 2011 2006 2007 2008 2009 2010 2011

Sources: ACAP and INE.

Continued significant export growth in the year as a whole, although a deceleration is
anticipated for the second half of the year

Exports of goods and services are likely to continue to grow significantly in 2011 as a whole, although
a slowdown is projected for the second half of the year, reflecting developments in external demand.
The current projection points to a 6.7 per cent growth in the volume of exports of goods and services,
after an increase of 8.8 per cent in the previous year (Chart 6.9). Contrary to 2010, the increase in 2011
is expected to be less marked in exports of goods, which are expected to grow by 6.3 per cent in real
terms, after an increase of around 10 per cent in 2010, while exports of services are projected to grow
by 7.8 per cent (6.3 per cent in 2010).

Chart 6.9
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Nominal goods exports grew by 16.3 per cent year-on-year in the first seven months of 2011 (16.0 per
centin 2010 as a whole)."” During this period, the buoyancy of goods exports was particularly marked in
medium-high-tech products, in particular chemicals and motor vehicles and other transport equipment
(Table 6.2)."® With regard to the latter, stress should be laid on exports to the German market, associated
with a significant increase in the sales of a major company in this sector in Portugal. Although less marked,
exports of machinery and equipment recorded a higher cumulative increase in the first seven months of
2011 than in the previous year as a whole. Medium-low-tech products have been gaining in importance
in the structure of Portuguese exports (Chart 6.10), in particular the components “Basic metals” and
“Cellulose pulp and paper”, which have remained very dynamic. By contrast, fuel exports (namely to the
United States and Spain) decelerated strongly in the first seven months of 2011, after marked growth in
2010. Nevertheless, the weight of fuel exports has grown over recent years, from 2.2 per cent of total

Table 6.2

NOMINAL EXPORTS OF GOODS BY GROUPS OF PRODUCTS, MAIN ECONOMIC CATEGORIES AND
TECHNOLOGICAL INTENSITY | RATES OF CHANGE AND RESPECTIVE CONTRIBUTION

Total 100.0 16.0 16.3 17.9 17.5 16.0 16.3 17.9 17.5
Classification by groups of products
Agriculture 53 14.1 14.2 20.3 14.3 0.8 0.7 1.0 0.7
Food 53 2.8 9.0 10.4 8.9 0.2 0.5 0.5 0.5
Mineral fuels 6.7 59.5 8.9 -21.2 42.9 2.9 0.6 -1.7 2.7
Chemicals 5.0 17.1 339 47.0 29.1 0.9 1.7 2.3 1.5
Rubber and plastic products 6.9 27.7 16.9 239 1.6 1.7 1.2 1.6 0.9
Leather, leather products 0.3 23.1 39.1 54.9 24.0 0.1 0.1 0.1 0.1
Wood, cork 3.5 7.6 12.4 13.3 13.8 0.3 0.4 0.5 0.5
Cellulose pulp, paper 5.7 40.7 14.0 17.9 13.3 1.9 0.8 1.0 0.8
Textile products 4.1 13.0 17.6 20.6 18.1 0.6 0.7 0.8 0.8
Clothing 6.0 3.0 7.8 7.9 11.8 0.2 0.5 0.5 0.7
Footwear 3.7 5.1 15.9 19.7 19.4 0.2 0.6 0.8 0.6
Minerals, ores 5.5 13.0 9.2 25.7 -2.0 0.7 0.5 1.3 -0.1
Basic metals 7.9 17.3 20.6 34.1 13.6 1.4 1.7 2.6 1.2
Machinery, equipment 14.9 6.3 12.2 9.9 15.5 1.0 1.8 1.5 2.3
Motor vehicles, other transport equipment 124 22.2 30.3 35.0 304 2.6 3.7 4.2 3.7
Optical and precision instruments 1.1 18.3 7.0 15.6 5.0 0.2 0.1 0.2 0.1
Other products 5.6 6.8 13.0 11.4 14.2 0.4 0.7 0.7 0.8
Classification by main economic categories
Intermediate goods 35.0 25.7 25.9 34.9 22.0 8.1 9.1 1.7 8.2
Capital goods 24.2 9.7 13.2 12.7 15.3 2.4 3.2 3.2 3.7
Consumer goods® 344 8.0 16.4 18.4 17.7 2.9 5.5 6.2 5.7
Fuels 6.4 57.0 7.5 -23.4 41.2 2.6 0.5 -1.7 2.5
Other 0.1 -95.5 -8.9 11.0 -12.4 -2.7 0.0 0.0 0.0
Classification by technological intensity®
High-tech 8.8 0.2 10.9 8.4 15.3 0.0 1.0 0.8 1.3
Medium-high-tech 27.8 17.4 24.0 28.1 23.8 4.8 6.6 7.8 6.5
Medium-low-tech 27.7 28.5 16.5 16.2 18.3 7.1 4.7 4.5 53
Low-tech 35.6 10.9 11.5 13.8 12.4 4.1 4.0 4.9 4.3
Memo item: Total excluding fuels 93.6 1.3 19.1 22.8 18.7 13.4 15.8 19.7 15.0

Sources: INE (International Trade Statistics) and Banco de Portugal.

Notes: (a) Including passenger vehicles. (b) Breakdown of exports by technological intensity of the following correspondence with
the two-digit Combined Nomenclature: High-tech (30; 84; 88; 90 and 91); Medium-high-tech (28; 29; 31-38; 85-87; 89 and 92-95);
Medium-low-tech (25-27; 39-40; 68-83); Low-tech (1-24; 41-67; and 96-99).

17 Excluding fuels, nominal exports grew by 19.1 per cent in the first seven months of 2011 (11.3 per cent in 2010
as a whole).

18 The publication Monthly Economic Indicators of Banco de Portugal provides more detailed monthly data on
nominal exports and imports of goods and services.
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goods exports in 2003 to 6.4 per cent in 2010. In addition, exports of some low-tech products, such as
footwear, leather and leather products, were very buoyant in the first seven months of 2011.

The analysis of nominal exports of goods by geographical area also shows more marked growth in
exports to European Union (EU) countries in the first seven months of 2011, as well as continued buoyant
exports to extra-EU markets (Table 6.3). In relation to the main markets of destination, exports to Spain,
accounting for more than a quarter of national exports, decelerated, while exports to Germany, Italy
and France grew markedly. As for extra-EU markets, the dynamics of exports to Portuguese speaking
African countries (PALOP), in particular to Angola, the main extra-EU market for Portuguese exports,
recovered, after declining in 2009 and 2010. Although broadly based across several types of products,

Table 6.3
NOMINAL EXPORTS OF GOODS BY GEOGRAPHICAL AREAS | RATES OF CHANGE AND RESPECTIVE CONTRIBUTIONS

TOTAL 100.0 16.0 16.3 17.9 17.5 16.0 16.3 17.9 17.5
Intra-EU 75.0 15.4 16.5 19.6 16.5 11.6 12.4 14.8 12.4
of which:
Spain 26.6 13.2 10.9 13.8 10.3 3.6 2.9 3.7 2.8
Germany 13.0 16.5 25.1 30.0 23.8 2.1 32 3.8 3.1
France 11.8 10.3 20.2 23.0 23.9 1.3 2.5 2.9 2.8
United Kingdom 55 12.6 4.7 7.9 5.5 0.7 0.3 0.4 0.3
Italy 3.8 17.4 21.3 15.1 35.0 0.7 0.8 0.6 1.2
Extra-EU 25.0 17.7 15.7 12.9 20.7 4.4 3.9 3.1 5.1
of which:
PALOP 6.6 -9.1 13.7 9.8 15.2 -0.8 0.8 0.6 0.9
United States 3.6 31.1 5.9 -4.7 24.9 1.0 0.2 -0.2 0.8
Brazil 1.2 49.5 35.6 59.3 21.9 0.5 0.4 0.6 0.3
Memo item:
Asia 3.1 17.0 28.6 36.7 26.9 0.5 0.9 1.1 0.8
America (excl. United States and Brazil) 2.8 52.6 17.3 3.4 9.0 1.1 0.4 0.3 0.8
EFTA 1.1 1.5 10.4 14.0 5.6 0.1 0.2 0.2 0.1

Sources: INE (International Trade Statistics) and Banco de Portugal.
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the recovery of exports to Angola was particularly marked in sales of machinery and equipment. In the
first seven months of 2011, exports to some Asian markets also grew very significantly, in particular to
China and Japan, which have gained in importance in the past few years, despite their small weight in
total goods exports.

As in 2010, nominal exports of services were less buoyant than goods exports, with growth of 9.5 per
cent year-on-year in the first seven months of 2011, after an increase of 7.7 per cent in 2010 as a whole
(Table 6.4 and Chart 6.11). In an environment of rebounding international demand, nominal tourism
revenue grew by 8.6 per cent up to July, decreasing by 1.4 percentage points (p.p.) compared to average
growth in 2010." As in previous years, extra-EU tourism revenue was more buoyant than EU tourism

Table 6.4
PORTUGUESE EXPORTS OF SERVICES | RATES OF CHANGE AND RESPECTIVE CONTRIBUTIONS

Total 100.0 7.7 9.5 7.7 9.5
Tourism 433 10.0 8.6 4.2 3.5
Transportation 26.6 13.0 12.9 33 3.5
Other business services 18.7 1.5 3.6 0.3 0.7
Communications 2.9 -1.9 20.1 -0.1 0.6
Construction 2.7 -2.9 3.5 -0.1 0.1
Financial services 1.6 1.1 27.2 0.0 0.4
Government operations 1.5 20.7 -4.6 0.3 -0.1
IT and information services 1.1 17.6 9.1 0.2 0.1
Personal, cultural and recreational services 0.9 4.4 53.2 0.0 0.5
Insurance 0.5 -9.1 19.0 -0.1 0.1
Royalties and license fees 0.2 -71.7 15.9 -0.5 0.0

Source: Banco de Portugal (Balance of Payments).

Chart 6.11
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19 It is important to note that part of the revenue from travel by foreign tourists is not recorded as tourism revenue.
This is the case, for example, of amounts paid on air tickets which are recorded as transport service revenue.



revenue as a whole. Taking into account the main national services markets, services exports to Brazil
continued to increase sharply, associated, in particular, with developments in tourism revenue from this
country, which saw a 22 per cent year-on-year growth in the first seven months of 2011 (Tables 6.5 and
6.6). In relation to the main markets for national tourism, mention should be made to the high pace of
tourism exports to France, which may reflect the sharp decrease in the flow of tourists to some Middle
Eastern and North African countries affected by socio-political tensions. In turn, tourism exports to the
United Kingdom accelerated from the previous year, contrasting with exports to the Spanish market,
which grew less than in 2010 (Table 6.6). The trend of tourism revenue is consistent with an increase
in the number of overnight stays by foreign tourists in Portuguese hotels and data on the number of
passengers disembarked in Portuguese airports (Chart 6.12).2° In contrast with the past few years, growth
in the number of overnight stays of foreign tourists in the first half of 2011 was not accompanied by an
increase in accommodation services prices, which, in fact, declined by 9.6 per cent up to August (Chart
6.13; “Section 7 Prices").

Table 6.5
NOMINAL EXPORTS OF SERVICES BY GEOGRAPHICAL AREAS | RATES OF CHANGE AND RESPECTIVE CONTRIBUTIONS

TOTAL 100.0 7.7 9.5 7.7 9.5
Intra-EU 72.2 5.8 9.5 4.2 6.8
of which:
United Kingdom 14.3 4.0 11.8 0.6 1.7
Spain 14.3 2.9 4.1 04 0.6
France 13.8 6.9 11.0 1.0 1.4
Germany 10.2 9.0 8.1 0.9 0.8
Netherlands 4.3 1.1 8.1 0.5 0.3
Italy 3.5 1.0 6.9 0.0 0.3
Extra-EU 27.8 13.0 9.5 34 2.7
of which:
United States 49 5.5 -4.7 0.3 -0.2
Brazil 4.9 471 18.7 1.7 0.9
Switzerland 4.3 -3.0 -4.7 -0.1 -0.2

Source: Banco de Portugal (Balance of Payments).

Table 6.6
NOMINAL EXPORTS OF TOURISM BY GEOGRAPHICAL AREAS | RATES OF CHANGE AND RESPECTIVE CONTRIBUTIONS

TOTAL 100.0 10.0 8.6 10.0 8.6
Intra-EU 78.6 6.6 6.4 5.4 5.0
of which:
United Kingdom 18.2 6.1 8.0 1.2 1.5
Spain 17.4 5.4 3.4 0.8 0.5
France 14.6 9.0 10.3 1.6 1.6
Germany 10.4 4.4 4.6 0.5 0.5
Netherlands 4.2 12.6 5.0 0.5 0.2
Italy 2.3 11.8 2.5 0.3 0.1
Extra-EU 21.4 24.7 16.2 4.7 3.6
of which:
United States 41 57.5 22.0 1.6 1.0
Brazil 3.9 24.2 204 0.8 0.8
Switzerland 2.3 -8.5 8.3 -0.2 0.2

Source: Banco de Portugal (Balance of Payments).

20 In the first seven months of 2011, the number of overnight stays by foreign tourists in Portugal grew by 13.8 per
cent (1.7 per cent in 2010 as a whole). In turn, the number of passengers disembarked in Portuguese airports
increased by 10.2 per cent in cumulative terms up to July (7.8 per cent in 2010).
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Chart 6.12 Chart 6.13
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Decline in imports in line with developments in weighted global demand

In 2011 the volume of imports of goods and services is expected to decline by 4.1 per cent, after an
increase of 5.1 per cent in 2010, in line with developments in weighted global demand, particularly in
some demand components with high import content, such as consumption of durable goods and GFCF
in machinery and transport equipment (Chart 6.14). Given the strong sensitivity of imports to the business
cycle, the rate of import penetration in demand will likely decrease in 2011, after increasing in 2010, in
line with usual developments in periods of contraction in economic activity (Chart 6.15).

Chart 6.14 Chart 6.15
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Nominal imports of goods rose by 5.7 per cent in the first seven months of 2011, decelerating by 5.3
p.p. compared with average growth in 2010. The loss of buoyancy in imports of goods during this period
was particular marked in medium-high-tech products. In particular, purchases of motor vehicles and other
transport equipment declined significantly, reflecting to a large extent a decrease in the consumption of
motor vehicles since the start of the year and the considerable impact on changes in this component in
the second quarter of 2011, resulting from the purchase of military equipment by the general govern-
ment in the same quarter of 2010 (Table 6.7). In turn, fuel imports continued to grow substantially in
the first seven months of 2011.%" Imports of some low-tech products were also more buoyant up to July,
in particular agricultural products and food. The analysis of the behaviour of imports by geographical
area shows a significant deceleration of imports from most intra-EU markets in the first seven months

Table 6.7

PORTUGUESE IMPORTS OF GOODS BY GROUPS OF PRODUCTS, MAIN ECONOMIC CATEGORIES AND
TECHNOLOGICAL INTENSITY | RATES OF CHANGE AND RESPECTIVE CONTRIBUTIONS

Total 100.0 11.0 5.7 9.7 1.9 11.0 5.7 9.7 1.9
Classification by groups of products
Agriculture 9.5 5.1 15.0 22.3 9.0 0.5 1.4 2.1 0.9
Food 4.1 -2.1 7.4 6.1 8.3 -0.1 0.3 0.2 0.3
Mineral fuels 14.6 28.8 27.4 18.0 26.1 3.6 3.9 2.6 4.0
Chemicals 10.0 9.4 7.3 10.9 3.9 1.0 0.7 1.1 0.4
Rubber and plastic products 5.1 16.4 17.7 24.6 14.9 0.8 0.9 1.3 0.7
Leather, leather products 1.0 14.2 11.5 211 6.6 0.1 0.1 0.2 0.1
Wood, cork 1.2 15.8 13.2 16.2 1.1 0.2 0.2 0.2 0.1
Cellulose pulp, paper 2.3 5.0 32 6.2 1.2 0.1 0.1 0.1 0.0
Textile products 2.8 14.6 9.4 15.9 1.5 0.4 0.3 0.4 0.3
Clothing 3.0 3.4 3.8 2.5 4.7 0.1 0.1 0.1 0.1
Footwear 0.9 4.2 10.4 14.4 8.3 0.0 0.1 0.2 0.1
Minerals, ores 1.4 0.8 -1.8 3.6 -3.8 0.0 0.0 0.1 -0.1
Basic metals 7.9 15.1 12.9 21.9 6.5 1.2 1.0 1.7 0.5
Machinery, equipment 16.4 -4.7 -4.0 1.0 -5.4 -0.9 -0.6 0.2 -0.8
Motor vehicles, other transport
equipment 141 29.2 -15.9 0.1 -27.9 3.5 -2.3 0.0 -4.4
Optical and precision instruments 2.2 6.8 -7.0 -2.6 -8.5 0.2 -0.2 -0.1 -0.2
Other products 3.3 8.8 -9.6 -16.8 -4.5 0.3 -0.3 -0.6 -0.1
Classification by main economic categories
Intermediate goods 29.6 14.7 18.6 26.1 13.3 4.2 5.5 7.6 3.9
Capital goods 22.8 -3.0 -3.9 -2.0 -3.0 -0.8 -0.9 -0.5 -0.6
Consumer goods® 31.6 8.0 -2.6 4.1 -6.7 2.6 -0.8 1.3 -2.1
Fuels 141 27.6 27.5 16.9 27.4 3.4 3.8 2.3 4.1
Other 1.9 134.8 -97.5 -95.5 -98.7 1.2 -1.8 -0.9 -3.2
Classification by technological intensity®
High-tech 14.8 -8.6 -6.6 -3.3 -7.4 -1.5 -1.0 -0.5 -1.0
Medium-high-tech 30.1 18.4 -4.9 6.2 -13.4 5.2 -1.5 1.8 -4.3
Medium-low-tech 29.4 20.9 20.1 19.6 17.3 5.7 5.9 5.7 52
Low-tech 25.7 6.4 9.0 10.5 8.3 1.7 2.3 2.8 2.0
Memo item:
Total excluding fuels 85.9 8.2 2.3 8.7 -2.4 7.7 1.8 7.4 -2.2

Sources: INE (International Trade Statistics) and Banco de Portugal.

Notes: (a) Including passenger vehicles. (b) Breakdown of exports by technological intensity of the following correspondence with
the two-digit Combined Nomenclature: High-tech (30; 84; 88; 90 and 91); Medium-high-tech (28; 29; 31-38; 85-87; 89 and 92-95);
Medium-low-tech (25-27; 39-40; 68-83); Low-tech (1-24; 41-67; and 96-99).

21 Excluding fuels, nominal imports grew by 2.3 per cent in the first seven months of 2011 (8.2 per cent in 2010
as a whole).
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of 2011, with the exception of imports from the Spanish market, which grew more than in 2010 as a
whole. During this period, the loss of buoyancy in imports was particularly marked in some reference
markets, such as the United Kingdom, Italy, France and Germany. The acquisition of goods from these
countries declined from 2010. Despite decelerating from the previous year, extra-EU imports remained
very buoyant in the first seven months of the year, in particular from the Nigerian and Algerian markets,
associated with the continued high level of fuel imports.

Nominal imports of services grew by 5.7 per cent year-on-year in the first seven months of 2011, after
an increase of 5.2 per cent in 2010 (Table 6.8). The acceleration of imports of services largely reflects
strong growth in the financial services component, associated with the payment of commissions and
fees for services after Portugal received the first disbursement of the financial assistance programme.??
By contrast, components with a larger weight in the services import structure were less buoyant, in
particular tourism services, which decelerated significantly.

Table 6.8
NOMINAL IMPORTS OF SERVICES BY TYPE OF SERVICE | RATE OF CHANGE AND RESPECTIVE CONTRIBUTIONS

Total 100.0 52 5.7 52 5.7
Transportation 29.6 6.0 4.5 1.8 1.3
Tourism 27.2 8.9 1.1 2.3 0.3
Other business services 21.2 -0.3 -2.2 -0.1 -0.5
Personal, cultural and recreational services 4.5 1.1 -1.6 0.1 -0.1
Communications 4.0 -2.4 -0.4 -0.1 0.0
Royalties and license fees 3.8 1.7 -3.1 0.4 -0.1
IT and information services 34 0.6 20.6 0.0 0.7
Financial services 2.2 34.0 197.4 0.6 4.1
Insurance 2.2 233 0.4 0.4 0.0
Government operations 1.1 -2.0 -30.0 0.0 -0.4
Construction 0.9 -21.5 32.1 -0.3 0.3

Source: Banco de Portugal (Balance of Payments).

7. Prices

In 2011 the inflation rate in Portugal, as measured by the average change in the Harmonised Index of
Consumer Prices (HICP), is likely to stand at 3.5 per cent, which represent an increase of 2.1 percentage
points (p.p.) from 2010 (Chart 7.1). Underlying the projection for the inflation rate in 2011 is a marked
acceleration in the non-energy component of consumer prices (from 0.3 per centin 2010 to 2.2 per cent)
and the continued robust pace of energy price growth (12.4 per cent, following 9.5 per cent in 2010).

The marked acceleration in consumer prices in 2011, particularly in the non-energy component, reflects
the acceleration in both unit labour costs in the private sector and non-energy import prices, as well as
the entry into force of several measures associated with the fiscal consolidation process, in particular the
increase in the value added tax (VAT) in mid-2010 and the beginning of 2011 and in the price of a number
of goods and services subject to regulation. The projection for the inflation rate in 2011 also takes into
account the increase in the VAT rate on electricity and natural gas in October. As regards energy prices,
the continued robust pace of growth in 2011 is consistent with developments in world market oil prices.

22 For more details, see the statistical press release “Impact on the statistics disseminated by the Banco de Portugal
of the first operations in the context of the Financial Assistance Programme to Portugal”, published with the
Statistical Bulletin of July 2011.
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Note: (p) - Projection.
Comparing the current projection for Portugal with the mid-point value of the projection range for the
inflation rate in the euro area released in the September 2011 issue of the ECB Monthly Bulletin, the
inflation differential vis-a-vis the euro area will return to positive ground (0.9 p.p.), following a slightly
negative value in 2010 (-0.2 p.p.) and the historical low of -1.3 p.p. in 2009.

Acceleration in prices in 2011 largely conditioned by measures associated with the fiscal
consolidation process

Following a period of marked price deceleration in Portugal, beginning at the end of 2008 and extending
into the following year, which translated into a negative average annual inflation rate in 2009 — a unique
case in the past three decades —, the inflation rate returned to positive territory in 2010, standing above 3
per cent as of January 2011.2 Although prices have decelerated somewhat since April, the year-on-year
change in the HICP has remained above its 2010 average, standing at 2.8 per cent in August. Underlying
the current estimate for inflation in 2011 is an acceleration in prices over the last months of the year,
largely reflecting the impact of a sharp increase in transport prices in August and the rise in the VAT rate
on electricity and natural gas from 6 to 23 per cent in October.

Price developments over the first eight months of 2011 largely reflect the behaviour of energy and services
prices, although the acceleration observed since late 2010 was broadly based across HICP components,
excluding unprocessed food prices, with lower year-on-year rates of change in the first eight months
of 2011 compared with the end of 2010 (Chart 7.2). The acceleration in consumer prices was largely
conditioned by the entry into force of several measures associated with the fiscal consolidation process,
particularly the increases in VAT in mid-2010 and the beginning of 2011 and in the price of a number
of goods and services subject to regulation. Under the assumption that these measures will be fully
reflected in final consumer prices, their impact on the inflation rate in 2011 is likely to reach 1.7 p.p.,
according to Banco de Portugal estimates.

In line with inflation developments, the weight of HICP components with positive year-on-year changes
increased gradually. Following a low in June 2009 (49 per cent), the weight of these components has

23 The year-on-year change in the HICP reached a trough in September 2009 (-1.8 per cent), moving into positive
territory as of January 2010.
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Grafico 7.2

DEVELOPMENTS IN CONTRIBUTIONS TO THE YEAR-ON-YEAR RATE OF CHANGE IN HICP | IN PERCENTAGE
POINTS
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gradually grown, reaching 85 per cent in August 2011. Reflecting the upward path followed by the
HICP year-on-year rate of change, rates of change in prices rose in August 2011 compared with the
same month in 2010 (Chart 7.3). After falling into negative territory in 2009, the degree of skewness
in the distribution of rates of change in prices has moved closer to the levels of previous years, standing
at positive values since early 2010 (Chart 7.4).24

Chart 7.3 Chart 7.4
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Sources: Eurostat and Banco de Portugal. Sources: Eurostat and Banco de Portugal.

24 A positive (negative) degree of skewness is associated with a higher frequency of major positive (negative) price
changes in relation to major negative (positive) changes.



Maintenance of the upward trend in import prices, particularly commodity prices

Energy and non-energy commodity prices in international markets remained on an upward path in the
first half of 2011, following the trend observed since mid-2010 (Table 7.1). The reversal of the down-
ward trend in commodity prices as of 2010 reflects improvements in the Portuguese economy’s external
environment, with an increase in the outlook for growth in major world economies and a gradual
recovery in international trade flows, following a sharp contraction in 2009. Structural factors have also
contributed to the increase in commodity prices, namely significant activity growth in several emerging
and developing economies, which increased and changed the commodity consumption pattern, with
particular implications on oil prices.?® The increase in commodity prices also translated into relatively
broad-based growth of goods and services import prices.

Table 7.1

PORTUGAL - MAIN INTERNATIONAL PRICE INDICATORS | RATE OF CHANGE, PER CENT

Goods import prices

Total 4.8 1.2 4.7 -9.8 53 11.5 11.5
Total excluding fuels 2.1 1.4 0.4 -5.2 1.5 10.9 10.0
Consumer goods 1.6 -0.1 -0.2 -3.8 -1.8 7.9 5.5
Food consumer goods 1.0 -1.9 -3.0 -3.4 -2.5 17.8 16.9
Non-food consumer goods 1.0 -1.9 -3.0 -3.4 -2.5 1.6 -1.9
International commodity prices
Qil prices (Brent Blend), EUR 19.0 0.4 26.6 -33.2 35.4 37.7 29.8
Non-energy commodity prices, EUR 25.5 8.5 4.8 -18.8 34.0 38.7 17.2
Food commaodity prices, EUR 6.3 213 243 -10.4 15.0 48.7 29.7
Nominal effective exchange rate index for Portugal 0.0 0.9 1.2 0.4 -1.7 -1.2 0.8

Sources: Eurostat, HWWI, INE, Thomson Reuters and Banco de Portugal.

In the first eight months of 2011, oil prices rose sharply, maintaining the robust pace of growth observed
in 2010. In addition to the abovementioned factors, oil prices also reflected supply-side factors, such as
geopolitical tensions in the Middle East and North Africa as of January 2011 and insufficient production
by OPEC countries. Between January and August 2011, changes in the price of oil in euro stood at 33.5
per cent, after a 35.4 per cent increase in 2010 and a 33.2 per cent decline in 2009 (Chart 7.5 and Table
7.1). The marked acceleration in energy prices (12.1 per cent change in the first eight months of 2011),
typically with relatively less elastic demand in the short run, reflected the price of products more directly
influenced by price oil developments, such as fuels and lubricants (15.6 per cent increase up to August,
after a 12.8 per cent growth in 2010 as a whole). With regard to prices subject to regulation, the price
of gas, which usually follows oil price developments, rose by 12.3 per cent up to August (10.3 per cent
in 2010), while the price of electricity grew more moderately, by 4.5 per cent (3.1 per cent in 2010).

Food commodity prices also increased significantly in the first half of 2011, with an impact on food import
prices. In line with these developments, there was an increase in food prices (Chart 7.6 and Table 7.2).
Unprocessed food prices, which are typically more volatile, have decelerated since May compared with

25 In 2010 world oil demand rose by 3.4 per cent — the highest increase since 2004. Although the International
Monetary Fund projections point to a deceleration in demand in 2011 (1.7 per cent), growth is likely to remain
robust in emerging and developing economies, where a 3.8 per cent increase is expected (5.2 per cent in 2010).
In addition, oil demand by China will continue to be very buoyant, and is projected to grow by 6.4 per cent in
2011 (11.9 per cent in 2010), reflecting the trend to replace electricity for oil as the main energy source in many
sectors of activity.
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Chart 7.5
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Source: Eurostat

the end of 2010 and the first months of 2011, particularly in the case of fruit and vegetable prices.?®

As regards processed food, the upward profile of prices largely reflected changes in indirect taxes,
impacting on the price of tobacco, although the acceleration of this aggregate was broadly based across

components, excluding the prices of milk, cheese and eggs, which have recorded negative year-on-year
changes since early 2011.27 After the falls seen since 2007, largely associated with the growing integra-

Table 7.2
HICP - MAIN CATEGORIES AND AGGREGATES | AVERAGE ANNUAL AND YEAR-ON-YEAR RATES OF CHANGE, PER CENT

Total
Total excluding energy

Total excluding unprocessed food and
energy

Goods
Food
Unprocessed
Processed
Industrial
Non-energy
Energy
Services
Memo:
CPI
HICP - Euro area

100.0
88.3

79.0
57.9
20.6

9.3
1.3
373
25.6
1.7
421

2.4
2.3

2.2
2.2
2.8
3.0
2.6
1.9
1.4
35
2.8

2.5
2.1

2.7
22

2.5
2.4
4.2
0.6
8.1
1.4
-0.2
6.6
3.1

2.6
3.3

-0.9
-0.2

03
-2.4
-2.5
-4.3
-0.9
-2.3
-0.8
-8.0

13

-0.8
0.3

1.4 3.1
0.3 2.0
0.3 1.8
1.7 3.8
0.4 3.1
0.7 3.8
0.2 2.5
24 4.2
-0.7 0.9
9.5 1.1
1.0 2.0
1.4 3.1
1.6 2.4

2.4
1.3

0.9
34
34
4.9
2.2
34
0.0
10.8
1.1

2.5
2.2

3.9
2.5

2.3
4.9
3.6
4.6
2.8
5.6
1.8
13.4
2.5

4.0
2.7

33
2.2

2.2
39
2.8
2.5
32
4.5
1.4
10.9
2.5

3.4
2.7

2.8
1.6

1.7
3.1
2.4
1.0
3.6
3.6
-0.1
10.9
2.3

2.9
2.5

Sources: Eurostat and INE.

26 Since the second half of 2010, unprocessed food prices have accelerated sharply. This trend continued over
the first months of 2011 and is likely associated with the break in the production of various crops that were
particularly affected by adverse weather conditions. However, the prices of these goods have decelerated since
May and, according to the current projections, this trend is likely to continue up to the end of the year. Over the
first eight months of 2011, changes in unprocessed food prices stood at 3.2 per cent (0.7 per cent in 2010 as a

whole).

27 Processed food prices rose by 3.0 per cent up to August, compared with a 0.2 per cent increase in 2010. As
regards processed food, stress should be laid on the sharp increase in the price of tobacco, which accounts for
around 20 per cent of this aggregate, with an 11.0 per cent change in the first eight months of 2011 (5.1 per

cent in 2010).



tion in world trade of countries with low unit labour costs, import prices of non-food consumer goods
recorded changes close to zero in the first half of 2011.

The current estimates point to an acceleration in services prices in 2011. Over the first eight months
of 2011, services price changes stood at 2.0 per cent, after a 1 per cent increase in 2010 as a whole
(Chart 7.7). This largely reflects the impact of increases in VAT and in the price of a number of services
subject to regulation, in a context where positive changes are expected in unit labour costs, following
a decrease in 2010. Underlying the current projection for 2011 is an acceleration in services prices in
the second half of the year largely conditioned by the significant increase in transport services prices in
August. The prices of some services will also tend to directly or indirectly reflect rises in other goods prices
through transmission mechanisms whose magnitude and speed vary depending on market structure,
such as supply and demand elasticity, regulation levels and competition. In particular, the acceleration
in fuel and lubricant prices will gradually tend to be transmitted to transport services prices, despite the
strong administered component in this type of services, particularly as regards the significant increase in
air transport services prices over the first eight months of 2011, following a decrease in 2010.2% In turn,
developments in the price of some tourism sector-related services will also tend to reflect the slowdown
in external demand and, most crucially, the marked drop in domestic demand in 2011. Stress should be
laid, in particular, on the significant decline in accommodation services prices, after an increase in 2010.%°

Chart 7.7

SERVICES PRICES | YEAR-ON-YEAR CHANGE, PER CENT
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Higher unit labour costs, amid a significant drop in productivity per employee

According to Banco de Portugal estimates, unit labour costs in Portugal are likely to rise by 0.9 per centin
2011, after adeclinein 2010. This largely reflects a drop in productivity per employee, amidst a significant
contraction in economic activity and a further decline in total employment. In turn, compensation per
employee in total economy is likely to decline somewhat in 2011, following an average increase by 1.4
per cent in 2010, mirroring adverse labour market conditions.

28 Over the first eight months of 2011, air transport services prices rose by 9.8 per cent, after a 1.3 per cent de-
crease in 2010 as a whole.

29 Over the first eight months of 2011, accommodation services prices dropped by 10.2 per cent, after a 7.1 per
cent increase in 2010.
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Developments in compensation per employee in total economy reflect a 5 per cent decrease, on average,
in civil servant wages, in the context of the fiscal consolidation process, and a lower increase in the national
minimum wage in 2011 (2.1 per cent, compared with 5.6 per cent in 2010). In turn, amid deterioration
in labour market conditions, with the unemployment rate reaching historical highs, compensation growth
in the private sector as a whole is also estimated to decelerate significantly (1.2 per cent, after 2.2 per
cent in 2010). However, some positive bias in aggregate compensation is expected, associated with a
composition effect stemming from a change in the employment structure, which typically occurs in a
cyclical downturn and results from a decline in the weight of low-paid and, possibly, less-skilled workers.

In the euro area, there should also be an increase in unit labour costs in 2011, similar to that projected for
Portugal, according to European Commission projections.®® Hence, the differential between unit labour
cost growth in Portugal and in the euro area, which has been negative over the past few years, is likely
to stand close to zero in 2011 (Chart 7.8). Underlying the projection for unit labour cost growth in the
euro area is an acceleration in compensation per employee compared with 2010. In turn, productivity
per employee in the euro area is likely to show further positive changes in 2011, although below those
of 2010, amidst a slight recovery in total employment.

In an environment of weak demand, companies may initially face some compression in their profit
margins in response to higher import prices, increases in direct and indirect taxes or a rise in credit costs.
Moreover, companies may opt for cutting other costs, including wage costs, to mitigate the impact on
profit margins. According to available data, in 2011 corporate profit margins are expected to contract,
following an increase in 2010.

Acceleration in prices perceived correctly by consumers

The acceleration in prices in the course of 2011 seems to be duly perceived by consumers, with economic
agents’ inflation expectations for a 12-month horizon following an equally upward path (Chart 7.9). In
the euro area, there was also an increase in inflation expectations for a 12-month horizon, with values
similar to those for Portugal (Chart 7.10).

Chart 7.8
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30 European Commission, “European Economic Forecast — Spring 2011", May 2011.



Chart 7.9 Grafico 7.10

INFLATION EXPECTATIONS IN PORTUGAL AND
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12 months within the consumer survey published by the Euro-
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Gradual narrowing of the positive inflation differential vis-a-vis the euro area

After negative values in 2008 and 2009, the inflation differential between Portugal and the euro area,
measured on the basis of the year-on-year change in the HICP, widened gradually as of end-2009,
entering into positive territory in the second half of 2010 (Chart 7.11). However, after an increase in
early 2011, this differential has been progressively lower.3" This behaviour was observed across all major
HICP components, particularly tourism sector-related services (accommodation services and package
holidays) and some unprocessed food, such as fruit and vegetables. Turning to administered goods
prices, the respective growth differential vis-a-vis the euro area also widened significantly in January, from
-0.5 p.p. t0 0.8 p.p., largely reflecting the increase in the price of hospital services and pharmaceutical
products. Following an increase at the beginning of the year, the differential remained stable up to July.
However, in August, it widened again, from 0.6 p.p. in July to 1.5 p.p., reflecting the significant increase
in administered goods prices in Portugal.??

31 The inflation differential vis-a-vis the euro area dropped to historical lows in September and October 2009 (-1.5
p.p.), starting on an upward path from then onwards, up to January 2011 (1.3 p.p.). Since February, the infla-
tion differential has narrowed progressively, to stand at 0.3 p.p. in August.

32 These results are based on the new series of administered prices, published by Eurostat since February 2010 (see
http://epp.eurostat.ec.europa.eu/portal/page/portal/hicp/methodology/administered_prices).
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Chart 7.11

BREAKDOWN OF THE DIFFERENTIAL BETWEEN THE YEAR-ON-YEAR CHANGE IN HICP FOR PORTUGAL
AND THE EURO AREA | DIFFERENTIAL IN PERCENTAGE POINTS
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8. Balance of payments
8.1. External borrowing requirements in 2011

External borrowing requirements expected to decline in 2011

In 2011 net external borrowing of the Portuguese economy as a percentage of GDP, which generally
corresponds to the combined current and capital account deficit, is expected to decline further (Table
8.1.1 and Chart 8.1.1). According to the current projections, the improvement in the external deficit is
likely to result mainly from a further reduction in investment, given that domestic savings are expected
to be relatively stable.

Table 8.1.1
CURRENT AND CAPITAL ACCOUNTS | BALANCES AS A PERCENTAGE OF GDP

Current and capital account -10.1 -8.9 -6.9 -10.3 -10.8 -8.5
Current account -10.9 -10.0 - -11.3 -11.4 -9.3
Goods and services account -7.0 -6.6 -4.2 7.4 -7.7 -5.3
Goods -10.6 -10.5 - -10.1 -10.6 -8.7
Services 3.6 3.9 - 2.7 2.8 34

of which:

Travel and tourism 2.5 2.7 - 1.7 1.8 2.0
Income account -5.2 -4.6 - -4.9 -4.6 -6.0
Current transfers 1.3 1.3 - 1.0 1.0 2.0

of which:

Emigrants/immigrants remittances 1.0 1.1 - 0.9 1.0 0.9

Capital account 0.8 1.1 - 1.0 0.6 0.8

Sources : INE and Banco de Portugal.
Note: (a) Banco de Portugal projections.
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The economic and financial adjustment programme associated with the request for financial assistance
agreed with the European Union, euro area countries and the IMF, translated in the need for both fiscal
consolidation and a non-postponable correction of macroeconomic imbalances, is propitious in the near
future to an increase in domestic savings and a decrease in external borrowing requirements. Despite
recent improvements, the current account deficit remains high (as a percentage of GDP) compared with
other economies (Chart 8.1.2).

The decline in the balance of payments deficit in 2011, from 8.9 to 6.9 per cent of GDP (Table 8.1.1),
is likely to have mainly resulted from both a significant improvement in the goods and services account
(by 2.4 percentage points of GDP) and an increase in the current transfers balance. In turn, the income
account deficit is expected to deteriorate. The capital account balance is expected to present slight
changes from the previous year. The lower goods and services deficit is projected to mainly result from

Chart 8.1.2
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a positive volume effect associated with a much wider growth differential between exports and imports
compared with the previous year, as a result of a further marked increase in Portuguese exports (albeit
decelerating from the previous year), in contrast to the fall in imports (see “Section 6. Demand”). In
turn, the energy component is expected to further contribute negatively to developments in the goods
and services account, associated with the marked increase in fuel prices estimated for 2011 (as in 2010).

8.2. The balance of payments in the first half of 2011

External deficit declined as a result of improvements in the goods and services, current
transfers and capital account balance, although the income account deficit increased

In the first half of 2011, the combined current and capital account deficit stood at 8.5 per cent of GDP,
accounting for a 2.3 percentage point declined from the same period in 2010 (Table 8.1.1). This improve-
ment was mainly due to the behaviour of the goods and services account, reflecting both a decline in the
goods account deficit and an increase in the services account surplus. Moreover, the combined current
transfers and capital account balances improved in the first half of 2011, when compared with the same
period in 2010, mainly due to an increase in public transfers from the European Union (Chart 8.2.1).
Conversely, the income account deficit increased in the first half of the year.

Over this period, the balance of payments deficit was largely funded by capital inflows resulting from the
loan obtain under the international financial assistance programme, as well as sizeable sales of foreign
assets, particularly by banks.

Lower goods and services account deficit reflecting, in particular, dynamic export growth
together with a slowdown in imports

Turning to the goods and services account, it was registered a significant improvement in the first half
of 2011 compared with the same period of the previous year, with the deficit falling from 7.7 to 5.3
per cent of GDP. This decline in the goods and services deficit was mainly due to the non-energy goods
component but also to services component (Chart 8.2.2). In contrast, the energy component contrib-
uted negatively to changes in the goods and services account balance, reflecting a negative price effect.

Chart 8.2.1
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Chart 8.2.2

CHANGE IN THE GOODS AND SERVICES ACCOUNT BALANCE | 1ST HALF OF THE YEAR; BREAKDOWN INTO SERVICES,
FUELS AND GOODS EXCLUDING FUELS
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Indeed, fuel prices grew strongly again in the first half of 2011 (more than 30 per cent, in year-on-year
terms), which had a negative impact on the energy account balance. With regard to the goods account
balance excluding fuels, the lower deficit mirrors a positive, substantial volume effect (Chart 8.2.3),
associated with the robust pace of export growth and the lower import volume. The services account

Chart 8.2.3

CHANGES IN THE BALANCE OF GOODS EXCLUDING FUELS | 1ST HALF OF THE YEAR; BREAKDOWN INTO VOLUME,
PRICE AND TERMS-OF-TRADE EFFECTS
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Note: A positive (negative) change means an increase (decrease) in the balance of goods excluding fuels. The change in the balance
of goods excluding fuels may be broken down into four effects:
— volume effect - effect of the change in imported and exported volumes;
X vx] =M, .vm ]
— price effect - effect of average growth of external trade prices;
<XM 'p&>_(Mm . pt)
— terms-of-trade effect - effect of the relative change in export and import prices;
X (px - p)l = [M,,.(om, - p))]
— cross effect - effect of the interaction between changes in volume and prices of exports and imports .
X vx.px] =M .vm pm ]
where: X, and M, denote the exports and imports in year t-1 at current prices; vx_and vm, denote the rates of change in export
and import volume in t; px, and pm, denote the rates of change of export and import prices in t; p, is the average rate of change
in external trade prices in year t ((px, + pm,)/2).
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surplus increased in the first half of 2011, compared with the same period in 2010. This also resulted
from a volume effect associated with a positive differential between export and import growth, particu-
larly in the tourism component.

Income account deficit increased as a result of a broad-based deterioration across all
components

In the first half of the year, the income account deficit was higher than in the same period in 2010,
picking up the worsening trend seen over the past few years, which was interrupted in 2010. To this
deterioration in the balance contributed the three main income account components (direct, portfolio
and other investment income), particularly the first two components (Chart 8.2.4). Direct and portfolio
investment income balances decreased, as a percentage of GDP, compared with the same period in the
previous year, reflecting an increase in income payments to abroad, mainly dividends (which are typically
paid in the first half of the year) to non-resident enterprises, in virtue of their participation in the equity
of resident enterprises in the form of direct investment and other capital contributions. In the case of
income from other investment, the deterioration in the deficit was due to the increase in payments to
abroad linked to payment of loans interests, due to higher interest rates and a rise in risk premia.

Chart 8.2.4
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8.3 Financial account and international investment position in the first half of
2011

Strong net inflows of external funds into general government associated with the loan made
under the international financial assistance programme

In the first half of 2011, general government financing flows with non-residents reversed markedly, i.e.
with net inflows of 12.3 per cent of GDP, contrasting with net outflows of 5.5 per cent of GDP in the first
half of 2010. This was mainly due to the first disbursements of the loan made under the international
financial assistance programme (Table 8.3.1).3% In terms of registration in the financial account, these
disbursements translated into an increase in other investment liabilities in this sector. Conversely, there was
a significant reduction of general government portfolio investment liabilities. This resulted from a marked
increase in the risk premium demanded by international investors for holding Portuguese debt securities,
against a background of growing risk differentiation in euro area sovereign debt markets, which strongly
conditioned the capacity to place Portuguese government debt securities with non-resident entities.

Sharp reduction of banks’ liabilities to non-residents, partly offset by the substantial decline
in assets on non-residents

As regards banks (other monetary financial institutions), portfolio investment liabilities and, in particular,
other investment abroad declined significantly. This reflected the difficulties faced by Portuguese banks
in access to international wholesale debt securities markets, particularly over the medium and long
maturities, and the sharp reduction of deposits of non-residents held with the resident banks. Over
this period, there was also a substantial decline in Portuguese banks’ assets on non-residents, namely
bonds and other medium and long-term debt securities and loans and deposits. Developments in flows
of Portuguese banks' liabilities to and assets on non-residents are consistent with the expected reaction
against a background of significant limitation on access to international wholesale debt markets, i.e. it
can be expected that resident sectors will seek to compensate the decline in financing from non-residents
with a reduction of assets on non-residents.3 Mention should also be made to the slight decrease in the
TARGET?® position of monetary authorities mirroring the virtual stabilisation of the recourse by banks
to Eurosystem financing, which contrasts with the strong increase seen in the first half of 2010 (Chart
8.3.1). This reflects the balance sheet adjustment by banks, on the one hand, by reducing assets on non-
residents and, on the other hand, by narrowing the loan-to-deposits ratio, despite the marked decline
in deposits by non-residents.

Reversal of financing flows of non-monetary financial institutions with non-residents,
particularly due to a substantial decline in assets on non-residents

In the first half of 2011, non-monetary financial institutions financing flows with non-residents reversed,
with net inflows of 2.4 per cent of GDP, compared with net outflows of 3.8 per cent of GDP in the first
half of the previous year. To this reversal contributed the disinvestment in long-term debt securities by
insurance companies and pension funds and, to a lesser extent, by mutual funds. These outflows were
partly offset by the early redemption of securitisation units.

33 See “Box The economic and financial adjustment programme under the request for financial assistance to the
European Union, the member countries of the euro area and the International Monetary Fund”, Banco de Por-
tugal, Annual Report 2010.

34 For more details on the financing conditions of the Portuguese economy, see “Section 3.2 Monetary and finan-
cial conditions of the Portuguese economy”, of this Bulletin.

35 Trans-European Automated Real-time Gross settlement Express Transfer system for the euro, i.e. a system for
payments and receipts by Banco de Portugal to/from central banks belonging to the ESCB.
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Table 8.3.1
FINANCIAL ACCOUNT | As A PERCENTAGE OF GDP

Current plus capital accounts
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Note: A (+) sign means an increase in foreign liabilities or a decrease in foreign assets, i.e. a financial inflow. A (-) sign means a
decrease in foreign liabilities or an increase in foreign assets, i.e. a financial outflow.
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FINANCIAL ACCOUNT | BALANCE AND CHANGES IN ASSETS AND LIABILITIES BY INSTITUTIONAL SECTO
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Note: A (+) sign means an increase in foreign liabilities or a decrease in foreign assets, i.e. a financial inflow. A (-) sign means a
decrease in foreign liabilities or an increase in foreign assets, i.e. a financial outflow. Figures for “Other investment of monetary
authorities and other monetary financial institutions” are adjusted for temporary end-year operations between these two sectors,
which were reversed in the first days of the following year. The change in assets includes financial derivatives net of liabilities.

Virtual stabilisation of external flows of funds through non-financial corporations

In the first half of 2011, the external financing of non-financial corporations was associated with portfolio
investment inflows. Indeed, liabilities in this financial instrument increased, largely due the purchase by
non-residents of commercial paper of a major energy company in Portugal. In turn, the decline in portfolio
investment assets also contributed to inflows into this sector and was mostly associated with disinvest-
ment in equity capital by one company belonging to a major banking financial group. Conversely, net
outflows within the non-financial corporate sector were mainly due to the increase in direct investment
net assets, which reflected the acquisition of capital holdings from a large non-resident company. This
operation involved two telecommunication companies.

Decrease in the international debt position of the Portuguese economy in the first half of
2011 as a result of strong fluctuations in the value of financial instruments in international
financial markets, notwithstanding the high combined current and capital account deficit

The (net) debtor position of the Portuguese economy vis-a-vis the rest of the world decreased, standing
at 104.5 per cent of GDP at the end of the first half of 2011 (Table 8.3.2 and Chart 8.3.2).3¢ This fall
resulted from sharp negative changes in the value of portfolio investment liabilities, in particular the
decline in the value of Portuguese public debt securities, mainly Treasury bonds, reflecting their price
in the secondary market. Similarly to the previous year, improvements in the international investment
position of the Portuguese economy coexisted with the maintenance of a substantial combined current
and capital account deficit.

36 Using the GDP for the year ending in the first half of 2011.
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Chart 8.3.2

INTERNATIONAL INVESTMENT POSITION
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Notes: (a) Includes debt securities, other investment, financial derivatives, participation units in mutual fund, securitisation units
and other. This debt concept is different from the one published in Table A.3.2 in the Statistical Bulletin of Banco de Portugal, since
participation units in mutual funds, securitisation units and other participation securities are recorded as debt. Additionally, the debt
concept used here does not include the difference between direct investment assets and liabilities, presented as other capital, regard-
ing available funds and liabilities over subsidiaries and direct investors. In this chart,these elements are included in “Shares and direct
investment”. As such, this different treatment does not change the total value of the international investment position. (b) The GDP
for the year ending in the first half of 2011 was used.
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9. Conclusion

The Portuguese economy is on the brink of the most far-reaching process of reforms over the last 30
years, with the purpose of adjusting the macroeconomic structural imbalances and creating conditions
to resume sustained growth. The improvement in the external deficit in the course of 2011 is expected
to extend into forthcoming years. The associated correction of domestic demand, with a fall in private
and public consumption, is expected to occur simultaneously with an increase in exports. This reorien-
tation of national production is to take place in the context of the deleveraging process of the private
sector, which will certainly allow for a more stable financing structure, with savings rates more in line
with the permanent income level expected for the Portuguese economy. Likewise, public finance fragili-
ties require a sustained fiscal consolidation strategy, involving a reassessment of the role of the State in
the economy. It is particularly important to gauge the efficiency and the social and economic return of
every programme financed by the State Budget, in order to make them compatible with the economic
development of the country.

The implementation of growth-promoting structural reforms is essential for the success of the adjust-
ment dynamics. This process may lead to a new institutional framework, where the incentives provided
to the agents in different markets will promote the appropriate allocation of the scarce economic and
financial resources available. The fact that important sectors have very low competition levels, in tandem
with the protection from international competition, has fostered the inefficient growth of non-tradable
sectors. These dynamics have translated into less investment in tradable sectors and a still relatively low
share of exports.

The recent implementation of structural measures is insufficient. The overriding need for reforms to be
implemented in the justice system, the labour and other markets and some key sectors of the domestic
economy (for instance, energy and communications) has been faced with lack of understanding by the
economic and social agents who reap the benefits of the distortions or lower competition in the markets
in question, thus stressing their urgency. These reforms are of the essence to boost the reliance on the
endogenous development factors of the economy. Against this background, it is imperative to make
use of the increasing qualification of human resources, by stopping the emigration flows of younger
generations with very high education levels, while promoting investment in highly innovative and high-
growth potential sectors.

In the context of the sovereign debt crisis in the euro area, and from the perspective of a further decel-
eration in economic activity overall, the pursuance of the economic and financial assistance programme,
in its different segments, is crucial to safeguard the external credibility of the Portuguese economy and
resume sustained growth rates in the medium term.



OUTLOOK FOR THE PORTUGUESE ECONOMY: 2011-20121

The current projections for the Portuguese economy envisage a contraction of economic activity in
2012 of a larger magnitude than that anticipated for the current year (Table 1), in a context where the
continuation of the adjustment of macroeconomic imbalances, namely of fiscal imbalances, will remain
a major conditioning factor in the development in domestic demand. Furthermore, the outlook for the
international environment incorporated in the current projection considers a slowdown in the world
economy as from the second half of 2011, implying a deceleration in exports in 2012. The adjustment
of the Portuguese economy is framed by the Economic and Financial Assistance Programme, which
will be crucial to ensure sustainable economic growth over the medium to long term and the return to
financing in international financial markets. The Programme includes, among other measures, a range of
structural reforms to promote the competitiveness of the Portuguese economy, amid a reduction of the
indebtedness level of the private sector and a gradual and orderly deleveraging of the banking sector.

These projections are an update of the summer 2011 issue of the Economic Bulletin, reflecting information
in the meantime released, as regards both recent developments in the Portuguese economy and fiscal
measures, and in the international environment. In comparison with the projections published in the
summer 2011 issue of the Economic Bulletin, the current projection points to a reduction in economic
activity in 2011 close to that previously anticipated, followed by a larger than expected contraction
in 2012. The revisions reflect mainly the combination of a less dynamic world economic growth over
the projection horizon, a smaller fall in public consumption in 2011 and a larger contraction of private
consumption in 2012.

Overall risks to this projection are tilted on the downside for economic activity and are balanced for infla-
tion. This assessment of risks flows from factors that are associated both with the developments in the
international environment, and with the fiscal consolidation process, namely as regards the specification
Table 1
PROJECTIONS OF BANCO DE PORTUGAL: 2011-2012 | AN ATE OF CHANGE, PER CENT

Gross Domestic Product 100.0 1.4 -1.9 -2.2 1.3 -2.0 -1.8
Private consumption 66.7 2.3 -3.8 -3.6 2.3 -3.8 -2.9
Public consumption 21.4 1.3 -3.3 -4.1 1.2 -6.3 -4.4
Gross fixed capital formation 19.0 -4.9 -11.4 -10.8 -4.9 -10.8 -10.0
Domestic demand 107.2 0.7 -5.2 -4.8 0.6 -5.6 4.4
Exports 30.9 8.8 6.7 4.8 8.8 7.7 6.6
Imports 38.1 5.1 -4.1 -2.8 5.1 -4.0 -1.2

Contribution to GDP growth (in p.p.)

Net exports 0.6 3.8 2.7 0.6 4.0 2.8
Domestic demand 0.8 -5.6 -5.0 0.7 -6.0 -4.6
of which: change in inventories -0.1 -0.2 0.2 -0.1 0.0 0.0
Current plus capital account (% of GDP) -8.9 -6.9 -3.1 -8.8 -6.4 -4.4
Trade Balance (% of GDP) -6.6 -4.2 -1.0 -6.5 -3.8 -0.6
Harmonised Index of Consumer Prices 1.4 3.5 2.4 1.4 34 2.2

Source: Banco de Portugal.

Notes: (p) — projected. For each aggregate, this table shows the projection corresponding to be the most likely value, conditional
on the set of assumptions considered.

1 The outlook for the Portuguese economy is based on information available up to mid-September 2011.
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of additional measures required for the full compliance with the fiscal targets to which the authorities are
committed. It should be recalled that these projections follow the general rule used in the Eurosystem
projection exercises, considering only the fiscal policy measures that have already been approved or
those with a high probability of approval, and specified with sufficient detail. In the absence of detailed
information for the public expenditure items that are essentially determined by discretionary decisions,
but not necessarily defined through a legislative process, their most likely developments are assumed in
this projection. The uncertainty surrounding the projection is high, owing to the current international
environment marked by the sovereign debt crisis in the euro area.

Sharp deceleration of external demand and maintenance of tight financing conditions

The current projection is based on a set of assumptions on future developments of the variables condi-
tioning the evolution of the Portuguese economy (Table 2).

For the development in worldwide economic activity and international trade, the current assumptions
are based on data recently published in the September 2011 issue of the Monthly Bulletin by the Euro-
pean Central Bank and by the International Monetary Fund in the September 2011 issue of the World
Economic Outlook. Based on these assumptions, the slowdown in the world economy that started in
2011 is projected to continue in 2012. This means weaker external demand over the projection horizon,
which notwithstanding is likely to record a significant growth pace.

The technical assumptions for the exchange rates, which consider that they will remain unchanged at
the mid-September levels until the end of the projection horizon, imply for 2012 a slight depreciation
of the euro, both against the US dollar and in effective terms. According to information available in
futures markets, the oil price is expected to fall from around USD 112 per barrel in 2011 to around USD
108 in 2012, in annual average terms, reflecting the prospects of a slowdown in the world economy.

Whereas to financing conditions, the assumptions for the short-term interest rates are based on expec-
tations implicit in the 3-month EURIBOR futures contracts, which imply a stabilisation at a level slightly
greater than 1 per cent over the course of 2012. The continuation of tight restrictions referring to bank
access to wholesale international financial markets and the gradual and orderly deleveraging process of
the domestic banking sector, initiated in mid-2010 and which will last beyond the end of the projection

Table 2

PROJECTION ASSUMPTIONS
8.9 6.3 6.6

External demand yoy 9.1 5.4 4.8

Interest rate
Short-term (3-month EURIBOR) % 0.8 1.4 1.2 0.8 1.5 2.1
Long-term® % 5.4 4.9 3.3 5.4 5.6 5.6

EUR exchange rate

EUR effective exchange rate yoy -6.3 0.0 -0.7 -6.3 0.9 0.4

EUR-USD aav 1.33 1.40 1.39 1.33 1.42 1.43
Qil price

in USD aav 79.6 111.7 108.6 79.6 110.7 109.5

in EUR aav 60.1 79.5 78.0 60.1 78.1 76.5

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

Notes: yoy — year-on-year rate of change, % - per cent, aav - annual average value. An increase in the exchange rate represents an
appreciation. (a) The assumption for the long-term interest rate in 2010 and in the first quarter of 2011 corresponds to market inte-
rest rates. Over the projection horizon, these assumptions are an estimate of the interest rate for the sovereign debt of the Economic
and Financial Assistance Programme.



horizon, willimply the maintenance of tight credit standards. Against this background, the spreads between
lending rates and the relevant market benchmarks are projected to stabilise over the projection horizon,
at levels clearly above those recorded prior to the onset of the international financial crisis in mid-2007.

The assumptions for the long-term interest rates on the sovereign debt consider, as from the second
quarter of 2011, an estimate of the average rate of the cost of external financing settled by the Euro-
pean Union, by the euro area countries and by the IMF under the financial assistance programme. This
is currently the most relevant interest rate for Portuguese public finances.? This estimate incorporates
both the updated costs of international financing by the lending institutions, and the revised financing
conditions as to the European component of financing resulting from the Extraordinary Summit of Heads
of State or Government of the euro area and the European Union institutions held on 21 July 2011.

The current assumptions correspond to a downward revision of external demand and interest rates in
comparison to those published in the summer 2011 issue of the Economic Bulletin. Furthermore, these
assumptions incorporate a slight reduction in the price of oil in 2012 to levels below those considered
in the previous Economic Bulletin, as well as a slight depreciation of the euro in 2012, in opposition to
the previous forecasts.

Projections for public finances follow the general rule used in the Eurosystem projection exercises.
The current exercise took on board the measures included in the Programme, as well as the additional
measures, subsequently specified in detail, particularly in terms of taxation. As a reflection of the measures
included on the expenditure side, the volume of public consumption and public investment is projected
to decrease significantly in 2012. Moreover, projections for inflation include the measures relating to the
rise in indirect taxes on electricity and natural gas.

Projected decrease of 1.9 per cent in GDP in 2011

The current projections point to a contraction of the Portuguese economy by 1.9 per centin 2011, reflec-
ting a strong reduction in domestic demand and an increase in exports. Private consumption is expected
to recede strongly in the fourth quarter, reflecting inter alia the expected impact of the extraordinary
income taxation. Exports are projected to slowdown significant throughout the second half of 2011, in
line with the outlook for developments in international demand.

GDP growth for 2011 in the current projection is virtually the same at in the summer 2011 issue of the
Economic Bulletin. However, in comparison with the previous projection, the current one foresees weaker
export growth, in particular in the second half of the year and a smaller reduction in public consumption.
The substantial upward revision of public consumption entails from deviations in the budget implemen-
tation, in particular as regards staff costs and intermediate consumption. As to the current and capital
account, the current projection points to a mildly larger deficit in comparison with the previous issue of
the Economic Bulletin.

Larger contraction of economic activity in 2012 versus 2011

The current projection envisages a contraction of economic activity of 2.2 per cent in 2012, following
the 1.9 per cent decline in 2011 (Chart 1). This evolution will be accompanied by a strong contraction
of domestic demand, similar to that projected for 2011, and a slowdown in exports. The reduction in
domestic demand in 2012 will be broadly based across all components and of a similar magnitude to
that recorded in 2011, translating, in particular, the impact of the macroeconomic adjustment measures.

2 For a detailed description of financing sources and costs associated with the Financial Assistance Programme,
see: //www.bportugal.pt/pt-PT/OBancoeoEurosistema/ProgramaApoioEconomicoFinanceiro/Paginas/default.
aspx.
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Moreover, the negative outlook for income and demand, along with the maintenance of tight financing
conditions, will contribute to a significant contraction of private consumption and investment expenditure.

As has been mentioned, the adoption of the urgently required macroeconomic adjustment measures
will certainly have recessive effects in the short run. However, these measures are critical to restore a
set of macroeconomic balances, which are essential to ensure the sustained growth for the Portuguese
economy over the medium to long-term and the access to funding in international financial markets. At
the same time, the reduction process of the indebtedness of the private sector, against the background of
a gradual and orderly deleveraging of the banking system, will render the adjustment more demanding,
limiting the potential smoothing of household and corporate expenditure.

Private consumption is projected to recede 3.6 per cent in 2012, following a 3.8 per cent decrease in
2011 (Chart 2). The contraction of private consumption stems from the immediate impact of the fiscal
consolidation measures on the outlook of household permanent income, as well as the uncertainty on
the nature of any additional measures that may prove to be necessary. Moreover, the maintenance of
adverse conditions in the labour market will imply strong wage moderation over the projection horizon,
which along with developments in productivity, is an important element of the adjustment process of the
external imbalances. The contraction of private consumption in 2011 is certainly reflecting, inter alia, a
substantial decrease in households’ real disposable income, in a context of tighter financing conditions,
which are likely to persist in 2012. The fiscal consolidation measures to be adopted in 2012 will imply
a further reduction in real disposable income, which will inevitably have a significant effect on private
consumption.

Gross fixed capital formation (GFCF) is foreseen to record a 10.8 per cent contraction in 2012, which is
similar to the projected reduction for 2011. These developments portray the impact of the outlook for
demand and income prospects on investment decisions of both firms and households. Moreover, the
maintenance of tight financing conditions in the context of the deleveraging process will also contribute
to such developments. Furthermore, the fiscal consolidation process will imply a sharp reduction in public
investment in 2012, following the projected fall for the current year.

Changes in inventories is expected to post a positive contribution of around 0.2 p.p. to GDP growth in
2012 (-0.2 p.p. in 2011), which assumes a virtual stabilisation in the volume of inventories, following
the significant reduction in stocks observed in the recent years.

Chart 1 Chart 2

BREAKDOWN OF GDP GROWTH | CONTRIBUTION TO DEVELOPMENTS IN DOMESTIC DEMAND | ANNUAL
THE ANNUAL RATE OF CHANGE RATE OF CHANGE
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Exports are the only demand component with a positive projected changein 2012, slowing down, however,
to 4.8 per cent (after 6.7 per cent in 2011), in line with external demand growth prospects. Imports
are projected to shrink by 2.8 per cent in 2012, after a drop of 4.1 per cent in 2011. Developments in
domestic demand and the shift in its composition towards lower import content goods contribute to
the contraction of imports. Against this background, the degree of import penetration is foreseen to
decline further in 2012, as in previous recessionary episodes.

The current projection does not incorporate the impact of the large range of structural reforms on
competitiveness the implementation of which is due to be intensified in the course of 2012 and whose
effect is expected to be particularly felt beyond the projection horizon.

In comparison with the summer 2011 issue of the Economic Bulletin, GDP growth for 2012 is revised
downwards by 0.4 p.p. This revision is mainly the result of smaller growth of both the world economy
and external demand as from the second quarter of the current year, as well as of the contractionary
effects on private consumption of the incorporation of fiscal policy measures.

The financing requirements of the economy, as measured by the combined current and capital account,
are projected to record a further significant reduction in 2012 (Chart 3). These developments portray a
substantial narrowing of the trade deficit, which will benefit from the growth of external demand and
from the contraction of domestic demand, in a context of a slight improvement in the terms of trade.
The current projection includes a 2 per cent growth in the export deflator in 2012 and 1.3 per cent in
the import deflator, in line with the growth in prices of the major trading partners and a slight fall in
commodity prices. The income deficit is projected to decrease moderately in 2012, as the deterioration
in the international investment position will be offset by the reduction in financing costs implicit in the
Programme’s interest rate.

In the labour market, the significant contraction of overall economic activity will imply a reduction of
employment by around 1 per centin 2011 and 2012, translating into a further rise in the unemployment
rate. This employment outlook will be common to both the private and public sector, being however
more pronounced in the latter, in line with the assumed reduction in the number of civil servants.

Projected reduction of inflation in a context of unwinding effects of temporary factors

The current projection envisages a reduction in inflation, as measured by the Harmonised Index of
Consumer Prices (HICP), from 3.5 per cent in 2011 to 2.4 per cent in 2012 (Chart 4). This projection
reflects a deceleration of both the energy and non-energy components.

The non-energy component is projected to slow down from 2.2 per cent in 2011 to 1.9 per cent in
2012. This profile reflect, on the one hand, the unwinding of base effects resulting from the rise in the
standard value-added tax (VAT) rate in the beginning of 2011 and, on the other, the slowdown in the
non-energy goods import prices, while the growth of wage costs will be quite moderate.

The energy component is projected to increase 5.2 per cent in 2012 (13 per cent in 2011), essentially
reflecting the rise in indirect taxes on electricity and natural gas as of October this year, which will also
impact on inflation in 2012. However, the major contribution to the drop in inflation stems from the
energy component, largely mirroring the reduction in the price of oil after the significant growth consi-
dered for 2011.

In comparison with the summer 2011 issue of the Economic Bulletin, this projection includes slight
upward revisions of HICP growth for 2011 and 2012. These revisions reflect both the impact on inflation
of the rise in indirect taxes on electricity and gas, and the impact on inflation in 2012 of the larger-than-
-anticipated rise in import prices of non-energy goods in 2011.
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Chart 3 Chart 4

DEVELOPMENTS IN BORROWING INFLATION | CONTRIBUTION TO THE ANNUAL RATE OF
REQUIREMENTS | AS A PERCENTAGE OF GDP CHANGE IN THE HICP
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Sources: INE and Banco de Portugal.

Downside risks for economic activity, especially in 2012, and balanced risks for inflation

This projection is subject to downside risks for economic activity and balanced risks for inflation, being
surrounded by a high degree of uncertainty. This assessment is conditioned by the institutional resolution
of the ongoing sovereign debt crisis in the euro area.

The deterioration of growth prospects for the world economic activity, amid the intensification of
economic and financial tensions worldwide, may lead to a larger slowdown than expected in this
projection and, as a consequence, also of the external demand for Portuguese exports, and economic
activity. Furthermore, the need to specify budgetary policy measures of a permanent nature, necessary
for the sustainable compliance of the budgetary targets, may trigger lower economic activity growth
in the short run, either through the direct impact resulting from the materialisation of more marked
drops in the volume of general government expenditure, or to their impact on real disposable income
of households and thereby on private expenditure.

Risks for consumer prices in 2012 are balanced. The impact on consumer prices of the various budgetary
measures, such as those relating to adjustments in VAT tax rates and to increases in the administered
prices of several goods and services, as well as to the need to specify additional measures in this area,
may lead to larger-than-projected price increases. In opposition, the slowdown in the world economy
and the resulting downward effects on demand and on international commodity and manufacturing
prices may pave the way for lower growth of import prices and, hence of consumer prices.
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STABILIZATION POLICY AND BOOM-BUST CYCLES*

MONETARY AND MACRO-PRUDENTIAL RULES

Caterina Mendicino** | Maria Teresa Punzi***

ABSTRACT

The recent financial crisis has posed a challenge to the conduct of financial stability
and monetary policy. The international debate mainly focused on the potential benefits
of reducing pro-cyclicality in financial intermediation in order to avoid boom and bust
cycles in the supply of credit. We study the stabilization benefits of macro-prudential
and monetary policy rules that react to an indicator of financial imbalances. In particular,
we investigate the benefits of dampening credit cycles and explore the effectiveness
of alternative policy instruments, such as the interest rate and the loan to value for
macroeconomic and financial stabilization. We find that indeed it is appropriate to react
to financial imbalances indicators, but such reaction should preferably be undertaken
by macro-prudential instruments.

Should monetary policy lean against booms in asset prices and financial variables? Or should financial
stability goals be pursued by other instruments, such as LTV ratio (LTV henceforth) ratios? The literature
on asset-price movements and monetary policy mainly relies on models of exogenous bubbles, as in
Bernanke and Gertler (2001) and Gilchrist and Leahy (2002). In this kind of models, the conduct of
monetary policy cannot affect either the occurrence or the magnitude of boom-bust cycles in asset
prices. Thus, the policy implication of these models is that the monetary authority does not need to
pay attention to financial developments unless financial stability issues affect the outlook for inflation.
Despite the limited effect of interest-rate policies on asset price bubbles, the conduct of monetary
policy might have effects on agents’ financing decisions. Thus, monetary policy could have important
implications for excessive leverage and, in turn, financial stability."

In this article we evaluate if monetary policy should neglect the issue of financial stability and promote
the development of other tools to deal with it. To this purpose, we rely on a model of credit-financed
real estate booms. Lambertini, Mendicino and Punzi (2010) show that boom-bust cycles in housing and
credit can be generated in a model of the housing market by introducing expectations about future
macroeconomic developments.? For instance, housing-market cycles driven by expectations of future
developments in the demand and supply of houses are characterized by boom-bust dynamics in both

*  The opinions expressed are those of the authors and not necessarily those of Banco de Portugal or the Eurosys-
tem. Any errors and omissions are the sole responsibility of the authors.

** Banco de Portugal, Departamento de Estudos Econémicos.

***Jniversity of Nottingham.
See Woodford (2011) for a review of the recent literature.

2 A recent strand of the business cycle literature investigates the importance of expectation-driven cycles in
generating economic fluctuations. See, for instance, Beautry and Portier (2004, 2006, 2007), Jaimovich and
Rebelo (2009), and Schmitt-Grohe and Uribe (2008). In particular, Christiano, llut, Motto, and Rostagno (2008)
show that macroeconomic boom-bust cycle coupled with similar dynamics in asset prices can be generated by
expectations of future development in productivity.
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housing prices and housing investment. However, only expectations of a future reduction in the supply
of houses can generate boom-bust cycles in all aggregate quantities such as output, consumption and
investment as observed in the data.?

In this article, we draw some policy implications relying on a model that allows for macroeconomic booms
and busts driven by expectations on the supply of houses. In particular, we evaluate the performance
of macro-prudential and monetary policy in terms of macroeconomic stabilization. We postulate that,
apart from inflation and output stabilization, the policy maker also aims at dampening credit cycles.
Our findings highlight a role for LTV ratios that respond in a countercyclical manner to indicators of
financial imbalances. LTV ratio rules that actively respond to credit growth reduce the volatility of Credit-
to-GDP and other macroeconomic variables. In the presence of an active LTV ratio policy we find no
gains from an interest-rate response to credit aggregates. Pursuing financial stability goals with policy
instruments other than the interest rate delivers a better outcome in terms of both macroeconomic
and financial stabilization.

The goal of this article is to provide insight into the role of monetary and macro-prudential policy in
leaning against boom-bust cycles. This article relies on recent research by Lambertini, Mendicino and
Punzi (2011) that evaluates monetary and macro-prudential policy in terms of both macroeconomic
stabilization and welfare. Differently from Lambertini, Mendicino and Punzi (2011) we document the
importance of an active LTV ratio policy based on a simplified analysis that relies on a loss function
approach. The rest of the paper is organized as follows. Section 2 presents the model. Section 3illustrates
boom-bust cycles as generated by expectations on housing market developments. Section 4 explores
the effectiveness of stabilization policy in the presence of boom-bust cycles.

1. Model

In this section we briefly describe the model economy. The framework follows lacoviello and Neri (2010).
The economy is populated by two types of households: Savers and Borrowers. They both consume, ¢,
accumulate housing, %, and work in the production of consumption goods, n,, and housing, =, , .
They differ in their discount factor. Borrowers (denoted by ‘) feature a relatively lower subjective discou}wt
factor that in equilibrium generates an incentive to anticipate future consumption to the current period
through borrowing. Hence, the ex-ante heterogeneity induces credit flows between the two types of
agents. This modelling feature has been introduced in macro models by Kiyotaki and Moore (1997).

Borrowers maximize the utility function:

S AR Ce e e e
U, :Et§ 3 Tcln (ct —c ct71)+]ln ht — - (ncyt) +(n}m)
=0 1+n
subject to the budget constraint:
! ! / ! wc,tnc,t wh,tnh,t R b’
¢ +q, {ht _(1_6h)ht—1]_bt S—+— —

4
we, t wh,t

Except for the gross nominal interest rate, R, all the variables are expressed in real terms; 7, is gross

3 For stylized facts during periods of booms in house prices see Lambertini, Mendicino and Punzi (2010), Kannan,
Rabanal and Scott (2009), Ahearne, A.G., J. Ammer, B.M. Doyle, L.S. Kole and R.F. Martin, (2005) and Borio and
Lowe (2002).



inflation (ﬂ/ﬂ,l),W;t and W};,t are the wages paid in the two sectors of production, and ¢, is the
price of housing in real terms. Houses depreciate at rate §, .The parameter j, is an AR(1) shock that
represents a shift in the preference for housing with respect to consumption and leisure. The degree of
habit persistence in consumption is measured by ¢ . Borrowers are allowed to collateralize the value

of their homes:

' Gyl
b, < mp, 2l

t

Limits on borrowing are introduced through the assumption that households cannot borrow more than
a fraction m of the next-period value of the housing stock.

The Savers face a similar problem. However, they also invest in capital and receive the profits of the
firms. As in Smets and Wouters (2007), households supply labour to unions that differentiate labour
services and sell them to wholesale labour packers in a monopolistic market. Wages can be adjusted
subject to a Calvo scheme with a given probability every period. The wholesale labour packers transform
the services into homogeneous labour composites, ”cw”;,tvnhw";m , to be sold to final producing firms
in a competitive market.

Final good producing firms produce non-durable goods (Y) and new houses (IH) facing Cobb-Douglas
production functions and use capital, &, and labour supplied by the savers, n, and the borrowers, n
as inputs of production

' =1y I
| l-a i ey iy
IH, = [nh,t oy, 2k | RULL

The housing sector also uses land, ! and an intermediate input, %, , to produce new houses.

A, measures productivity in the housing sector and is assumed to follow an AR(1) process. Firms pay
the wages to households and repay back the rented capital\ to the Savers. Retailers, owned by the
Savers, differentiate final goods and act in a competitive monopolistic market. Prices can be adjusted
with probability 1—6_ every period, by following a Calvo-setting. In contrast, housing prices are
assumed to be flexible.

We assume that the central bank follows a Taylor-type rule as estimated by lacoviello and Neri (2010)

(1_TIC)TY

GDPL T'(I_TK)

R =R'® W(l_%)ﬂ
‘ GDF, |

t—1"t ?

where rr is the steady state real interest rate and GDP is defined as the sum of consumption and
investment at steady state prices.

2. Introducing Boom-Bust Cycle into the Model

Fluctuations in the housing market are mainly generated by shocks to the demand and supply of
houses. According to lacoviello and Neri (2010) half of the volatility of housing investment and housing
prices is explained by housing demand and housing supply shocks, with equal importance. However,
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housing market shocks lead to an increase in housing prices, but, cannot generate neither hump-shaped
dynamics, nor the co-movement in consumption, investment and GDP observed during periods of
booms in housing prices.

Lambertini, Mendicino and Punzi (2010) show that expectations of future macroeconomic developments
can generate boom-bust cycles in housing and credit. In the following we report the dynamics of the
model in response to expectations of future shocks to housing demand and supply.* Chart 1 shows
the model response to expectations of a negative supply shock, i.e. lower productivity in the housing
sector. In particular, agents expect that at time T=4 a negative shock to housing productivity hits the
economy. We illustrate the case in which the expectations turns out be wrong and at time T=4 there
are no changes in productivity.®

Expectations of lower future in housing supply generate expectations of rising house prices. As a result,
borrowers increase their current housing demand for speculative purposes. Household indebtedness
increases, reinforcing the increase in current expenditures in both housing and consumption goods.
Due to an increased housing demand, current housing prices and housing investment rise. Moreover,
agents increase their current labor supply in order to smooth the negative future effect of the shock on
future labor income. When news about changes in future housing supply spread, firms start adjusting
the stock of capital in order to reduce the future cost of adjusting capital as an input of production,
induced by the presence of adjustment cost in capital. The stock of capital used as in input of produc-
tion in the housing sector decreases over time. In contrast, firms in the consumption-good sector
start increasing their stock of capital. Despite the decline of capital used in the housing sector, current
business investment slightly increases. As a result, GDP rises. As shown in chart 1 4-period anticipated
negative housing supply shock generates a boom in housing prices, housing investment, consumption,
GDP, hours and indebtedness. The peak response of all aggregate variables corresponds to the time
in which expectations realizes. If expectations do not realize there is a dramatic drop in both quanti-
ties and prices. Thus, expectations of a negative housing supply shock that do not realize generate a
housing market boom-bust cycle.

Expectations of future increases in housing demand generate booming dynamics in housing prices and
investment but fail in accounting for co-movement between residential and non-residential investment.
Due to an expected shift in preference for housing relative to consumption, firms in the consumption
sector reduce their stock of capital. As a result, business investment falls. Because of the reduction in
business investment during the boom phase, news about a future increase in housing demand fail to
generate boom-bust dynamics consistent with the data. In the data business investment starts increasing
on average six periods before the peak in housing prices. Expectations related to future housing demand
make business investment decline throughout the boom phase. The behavior of business investment is
independent of the time horizon of the expected increase in housing demand. See Lambertini, Mendi-
cino and Punzi (2010) for further discussion on the sources of booms and busts in the housing market.

4 Housing demand and supply shocks follow an AR(1) process z, = p, 2, |, +u,,, where z= {jt’Ah,t} . We set
the persistence and standard deviation of the shocks as in lacoviello and Neri (2009), such that, j, and Ah‘t
equal 0.0416 and 0.0193, respectively.

5 We introduce expectations of future macroeconomic developments to as in Christiano et al. (2008) and assume
that the error term of the AR(1) shock consists of an unanticipated component, €, ,, and an anticipated change
n quarters in advance, €,, , .Sothat, v, =¢ ,  where € , isiidand z= {h,j} . Thus, at time ¢ agents
receive a signal about future macroeconomic conditions at time ¢ +n If the expected movement doesn’t occur,

then €, = € and v, =0.
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3. Macroeconomic and Financial Stabilization

In the following, we assume that fluctuations in the model are driven by housing demand and supply
shocks. In order to allow for booms and busts in house prices and credit we also introduce expecta-
tions related to housing supply. The model’s parameters are set according to the estimated mean values
presented by lacoviello and Neri (2010) for the US economy.

Macroeconomic and financial stability goals are summarized by the following loss function

L= kbaAg —+ lc7rz7A3r + /cyUA2 ,

2

where ¢° is the variance of credit growth, inflation and GDP growth.

First, we investigate the effectiveness of macro-prudential policy in providing a stable provision of credit
over the cycle. In particular, we explore the role of the Loan to Value Ratio that responds counter-cyclically
to the indicator of financial imbalances. Thus,

m,=v,_m,  + (1 — Z/m)m + (1 — l/m)l/z (bt — btil,)

Table 1
OPTIMAL STABILIZATION POLICY | LOSS FUNCTIONS

v,=-136.865 1.21371e-007

Interest rate rule (R)

r.=37.6331, r = 38.2875 1.5121e-006
r.=16.9345, r = 12.7969 (r,=0) 1.42644e-006
r.=10.7144, r = 1.73584 0.00580687
r.=1.85184, r =-0.333143, r,= 2.71008 0.00022085

Using both rules (R & LTV)

v,=-165.406, r, = 969.023, r, = 971.556 1.50494e-006
v,=-10.2081, r, = 4.02385, r, = 2.36347, r, =-0.932216 2.47229e-005
Table 2

OPTIMAL STABILIZATION POLICY | voLATILITY

r,=1.40444, r,= 0.51261, r,=0.59913 0.1471 0.2346 0.0010 0.0208
Loan-to-Value (LTV)

v,=-136.865 0.0361 0.2349 0.0007 0.0207
Interest rate rule (R)

r.=37.6331, r =38.2875 (r,=0.59913) 0.1323 0.2344 0.0009 0.0185
r,=1.85184, r =-0.333143, r,=2.71008 0.0518 0.2342 0.0038 0.0253

Using both rules (R & LTV)

v,=-165.406, r,= 969.023, r = 971.556 0.0320 0.2348 0.0008 0.0187
v,=-10.2081, r = 4.02385, r = 2.36347, r, = -0.932216 0.0715 0.2346 0.0014 0.0190
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where m is the steady state value for the LTV ratio, v, is an autoregressive parameter that we set
equal to 0.5, and v, is the response to credit growth. We choose the parameters of the LTV rule that
minimize the volatility of credit aggregates (kb =0, ky =k = 0) assuming that the monetary authority
follows the estimated Taylor-type rule. Table 1 compares the alternative rules.

Responding to credit growth is successful in dampening credit cycles. A strong countercyclical response
to credit growth directly counters the boom in credit driven by expectations of rising house prices and
the subsequent bust. Thus, compared to the benchmark case it better stabilizes credit aggregates
without increasing the volatility of inflation and GDP. Table 2 shows the unconditional standard devia-
tion of few key variables in the model. Chart 2 shows the behaviour of the LTV ratio and the debt to
GDP ratio in response to an expected housing supply shock, under the counter-cyclical LTV policy. As a
result the LTV ratio declines during the boom and increases during the bust. The optimal countercyclical
LTV policy implies that under a 1.9 per cent expected housing supply shock, the LTV ratio (m in terms
of our model) drops by 0.75 per cent. See chart 2.

Second, we investigate how, in the absence of an active macro-prudential policy (mt = m) monetary
policy can reduce macroeconomic fluctuations and affect the magnitude of boom-bust cycles driven
by expectations of a future reduction in the housing supply. Regarding, monetary policy, we consider
alternative interest rate rules in which the central bank also reacts to changes in household debt

GDP,
GDE, |

t

bt—l

P (lfr )r
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Under a passive macro-prudential policy, an interest-rate response to credit growth yields sizable
gains in terms of financial stabilization. However, interest-rate rules that aim at financial stability goals
(kb = O) do not deliver the best outcome in terms of macroeconomic and financial stabilization. The
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optimal countercyclical LTV rule that responds to credit growth is more successful than an interest-rate
response to credit growth in reducing the volatility of the credit-to-GDP ratio. It also reduces fluctua-
tions in GDP and inflation.

The use of countercyclical LTV ratio policies improves macroeconomic and financial stabilization. There
are no gains from an interest-rate response to credit aggregates. In the interaction between macro-
prudential and monetary policy, we find that pursuing financial stability goals with LTV ratios delivers the
lowest volatility of the credit-to-GDP ratio. Moreover, it is also more successful in lowering the volatility
of inflation and GDP. However, none of these policies significantly affects the volatility of house prices.

4. Conclusion

Housing market fluctuations characterized by booms and busts in housing prices and credit are a central
issue in policy discussions. In the aftermath of the recent financial crisis high importance has been given
to the implementation of a policy that could reduce the severity of boom-bust cycles in the provision
of credit and their spillovers to the macroeconomy.

In macroeconomic models it is particularly difficult to generate booms and busts in house prices and
other macroeconomic variables. Expectations of future productivity shocks in the housing production
sector can lead to rising dynamics in house prices followed by a sharp reversal. We show that in the
presence of expectation driven boom-bust cycles, the use of the LTV ratio as a macro-prudential tool
improves upon interest-rate rules that respond to financial variables in terms of both macroeconomic
and financial stabilization.
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THE IMPACT OF THE MINIMUM WAGE ON LOW-WAGE EARNERS*

Mério Centeno** | Cldudia Duarte** | Alvaro A. Novo**

“Advantages and disadvantages tend to equality where there is perfect liberty”
Adam Smith, The Wealth of Nations, Chapter X
Of wages and profit in the different employments of labour and stock

ABSTRACT

This paper estimates the impact of increases in the minimum wage on employment
stability, wages and inequality in Portugal. We use data from 2002 to 2010; from
2002 to 2006 the real minimum wage was stable, but it increased quite substantially
afterwards. Lower-tail wage inequality widen up to 2006 and declined strongly
afterwards. The results point towards a negative employment elasticity for workers
whose initial wage is between the old and the new minimum wages. This elasticity
is similar to the one obtained in the US, a country with a low minimum wage when
compared to the average wage, and smaller than the one obtained for France, a
country with a high minimum wage. The wage elasticity to the minimum wage is
naturally higher for workers earning exactly the old minimum wage. The wages of
all other workers remain unaffected. These results point to a detrimental effect of
minimum wage increases for employment stability of low-wage workers, with only
minor gains in terms of wages.

1. Introduction

Policy makers and economists often lead long debates on relevant issues for people’s life. The minimum
wage is one of the most debated topics in labor economics. The arguments on the minimum wage policy
consider its impact on employment, wages and the distribution of income.

Economists know since the seminal work of Stigler (1946) that the minimum wage can have a positive
impact on employment. They also know, but for a longer period, that the minimum wage can have a
negative impact on employment. While the latter is probably the most expected result — after all nobody
contests that we typically reduce the consumption of apples when its price goes up — the former is also
a plausible outcome. Indeed, in markets where an employer (demand) has a significant market power
and is able to control the wage that he pays, a legal imposition of a minimum wage may increase the
level of employment. The employer has “monopsony power”, which allows him to pay wages below
the workers’ marginal productivity. Thus, in a situation where the government increases the wage paid
(but not above productivity), the employer still has the incentive to keep the worker. What is more,
the higher wage attracts to the labor supply workers otherwise idle. Overall, the minimum wage may
increase employment. But in a market where the minimum wage increase eats away the profit margin,

* The authors thank the comments of Nuno Alves, Anténio Antunes, Ricardo Félix, Ana Cristina Leal, José Ferreira
Machado and Hugo Reis. The opinions expressed are those of the authors and not necessarily those of Banco de
Portugal or the Eurosystem. Any errors and omissions are the sole responsibility of the authors.

** Banco de Portugal, Economics and Research Department.
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the impact on employment is perverse. Ultimately, the sign of the impact of the minimum wage on
employment is an empirical question.

The main political goal of the minimum wage is to redistribute income to low-paid workers. To achieve
this goal most policies incur in several risks. First, the minimum wage increase takes money away from
some citizens and pays it to others. In doing this, national output does not increase (except for monopsony
markets). Does the money reach its target? Probably not, since rises in the minimum wage may reduce
low-wage employment. Second, the minimum wage policy is an exogenous interference with the firm’s
human resources management. It changes the relative price of workers inside the firm, making those
relatively better paid relatively less expensive. This may drive employment away from minimum-wage
earners, but may also result in a significant compression of the wage distribution — lower wage increases
for wages just above the minimum. As a result, internal labor market characteristics of the firm that
deliver positive economic outcomes in terms of productivity, such as returns to tenure, long spells of
employment and ports-of-entry may be negatively impacted.

The motivation to change the minimum wage can also rest on other types of arguments. We can use
efficiency wage arguments. The level of the minimum wage is interpreted as the lowest level of wages
compatible with a given living standard and a fair level of payment in exchange for the services of labor.
This can also be supplied with a Keynesian flavor, if we believe that higher wages provide the economy
with stronger demand and thus increase the overall output level. Additionally, there may be some general
equilibrium effects coming from higher levels of the minimum wage, which may lead firms to create
more productive jobs, therefore better paid and workers to demand these types of jobs.

In this study, we analyze the impact of minimum wage policy on low wage earners between 2002 and
2010. This is a quite interesting period in Portugal because a period of no real gains in the minimum wage
up to 2006 is followed by a period of quite substantial increase in the minimum wage. In this context,
it is interesting to analyze the impact of the minimum wage on low-wage workers and not only on the
minimum-wage earners. We will address the following questions: Does the minimum wage help to reduce
lower tail wage inequality? Are there employment losses associated with increases in the minimum wage
above the average wage increase? Is there a spillover effect from minimum wage increases?

To answer these questions, we estimate a set of models to establish the relationship between minimum
wages increases and employment, conditional on a set of characteristics prevailing in the economy at
that time. In particular, we study how the interaction of the real minimum wage variation and the worker
position in the distribution of wages affects the probability that (s)he remains employed.

Research consensus for other countries seems to evolve around the following conclusion: the impact on
employment is a debate around zero (Freeman, 1996). The minimum wage seems to have some impact
on the wage distribution, but a much smaller impact (if any) on the income distribution (for a detailed
discussion see Brown, 1999, Card and Krueger, 1995 and Neumark and Wascher, 2007). In any case,
the initial level and the dimension of the increase in the minimum wage seem to be relevant to set the
case. Low increases in the minimum wage are certainly much more employment friendly. What would
be difficult after that is to define what a “low increase” is.

Our results confirm this general appraisal. The later and larger updates of the minimum wage lead to
significant reductions in lower-tail wage inequality. This compression of wages was both explained
by significant wage increases in the lower percentiles and below average increases at median wages.
However, they are also associated with significant decreases in employment. A less intrusive minimum
wage policy is thus advisable. Adding to this conclusion, it is widely known that workers and job turnover
are higher for low-wage workers. The resulting excess worker turnover coming from increased employ-
ment instability as a result of minimum wage increases is widely detrimental for productivity, training
and progression within the firms’ internal labor markets.



2. Data

In this article we use a longitudinal database matching workers and firms made available by Instituto
de Informatica da Seguranca Social (Portuguese social security data processing office), which includes
all workers who paid contributions to the social security general regime, covering the period from 2002
to 2010. Workers and firms have a unique identification code that allows tracking both over time. One
of the advantages of using this information is the administrative nature of the database — registers of
mandatory contributions to the Portuguese social security system. Usually, the information in adminis-
trative databases is seen as more reliable, being less prone to measurement errors, such as reporting or
rounding errors, particularly in wages.

The information on wages refers to gross monthly values, reported in October of each year. The database
includes different types of compensation, namely permanent, variable, vacation and Christmas bonuses,
and other pay. To increase comparability, we used the permanent wage adjusted for a fixed work period
of 30 days, i.e. we divided the permanent compensation by the actual number of days worked in the
month and multiplied by 30.

In addition to wages and the number of days worked in October, this database also includes other vari-
ables, such as job tenure and variables related to workers (for example, gender, age and worker status
— employees, self-employed or other) and firms’ characteristics (for instance, region and size), covering
all activity sectors. The coverage in public administration, health and education has been increasing over
time, as new civil servants are enrolled in the social security general regime, instead of the specific civil
servant social security scheme.

The original database was restricted to salaried workers, whose wage was at least 80 per cent of the
minimum wage established by law (taking into account the legal possibility of a 20 per cent reduction
in minimum wages earned by apprentices and trainees). Furthermore, inconsistent and missing reports
on gender, age and job tenure were dropped. So, our sample has almost 25 million year/worker/firm
observations, an average of 2.7 million workers in each year.

3. The evolution of minimum wage in Portugal: 2002-2010

The Portuguese minimum wage legislation was introduced in 1974, defining the legal minimum wage
for employees with at least 20 years of age, excluding agriculture, domestic work and firms with up to
5 workers. Since then, this legislation has undergone several adjustments and currently there are no
exceptions by age, activity sector or firm size. The minimum wage is the same for all employees except
apprentices and trainees (whose minimum wage can be reduced by 20 per cent) and disabled workers
(reductions between 10 and 50 per cent).

In 2002 the minimum wage was 348 euros, representing 50.3 per cent of the mean wage and 70 per
cent of the median wage. In 2010 the minimum wage had increased to 475 euros, which represent
52.2 per cent of the mean wage and 73.1 per cent of the median wage." Developments in the minimum
wages have been discretionary, not following a formal rule or indexation — each year the government,
after consulting representatives of workers and employers, proposes a new figure for the minimum
wage. Nevertheless, the rate of change of the minimum wage has typically tracked the expected infla-
tion, resulting in changes of the real minimum wage close to zero. In Chart 1, we can see that this was
the case in the period from 2002 to 2006.

This situation changed from 2007 onwards, a period during which the minimum wage increased mark-
edly in real terms (Chart 1). These recent increases reflected the agreement signed by the government

1 The median of a distribution represents the value for which 50 per cent of the observations are below (and,
likewise, 50 per cent of the observations are above).
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and the representatives of workers and employers, in December 2006. The main goal of this agreement
was to have a minimum wage of 500 euros by 2011. The agreed roadmap, put in place up to 2010, set
the minimum wage at 403 euros in 2007, 426 euros in 2008, 450 euros in 2009 and 475 euros in 2010.

As shown in Chart 2, up to 2006 the growth of the minimum wage in real terms was quite similar to
the median wage, for all employees who stayed for at least two consecutive years in the database (in
the same firm or not), being, on average, about 1.8 percentage points below the growth rate of the
mean wage. In real terms, since 2007 the minimum wage increased more sharply than the median wage,
outpacing the mean wage in the period from 2008 to 2010.2

Chart 1 Chart 2
DEVELOPMENTS IN THE MINIMUM WAGE REAL WAGE RATES
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rates of change using consumer prices. data and authors’ calculations.

The evolution of the share of minimum wage earners (Chart 3) can be split in two distinct periods: (i)
from 2002 to 2006 this share remained fairly stable, around 8 per cent; (ii) since 2007 the share of
minimum wage earners increased markedly, from 8.9 per cent in 2007 to 12.4 per cent in 2010. This
evolution was common to most activity sectors, being more striking in manufacturing and construction.?

The impact of the minimum wage growth can also be seen through the distributions of wages and
wage changes. A simple visual inspection reveals that the minimum wage is a key factor in the wage
distribution, being the mode of the distribution (Chart 4).4

Moreover, the percentile up to which the minimum wage is binding increased. While, on average, from
2002 to 2006, the minimum wage was binding up to the 10th percentile, in 2010 it was binding up to
the 15th percentile. This means that in 2010 15 per cent of the employees had a wage lower than or
equal to the minimum wage.

Looking at the distributions of nominal wage changes over time, the impact of the minimum wage is
also noticeable (Chart 5). Up to 2006, these distributions showed a high concentration on zero and
values close to the observed/expected inflation rates (used as a reference for bargaining and minimum

Real wage rates were obtained by deflating the nominal rates of change using consumer prices.

3 To avoid slight differences due to rounding, we considered that an employee earned the minimum wage if its
wage falls in a 2-euro interval centered on the legal minimum wage (minimum wage +/- 1 euro).

4 The mode of a distribution is the value that occurs most frequently among the sample.
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wages). From 2007 onwards, the distribution of wage changes had three spikes - at zero, at the observed/
expected inflation rate value and at the rate of change of the minimum wage (in 2010, the first two
spikes collapsed into a single spike, reflecting the low positive inflation observed in that year).

Since the minimum wage strongly influences the dispersion on the left tail of the wage distribution, it
plays a significant role in the evolution of wage inequality, as measured by the ratio between the wages
in the 50" and 10" percentiles. This ratio decreased by 12.9 per cent between 2002 and 2010 (Chart
6). After a period of increasing inequality (7.4 per cent up to 2006), the 50/10 ratio decreased by 18.9
per cent between 2006 and 2010. This significant reduction highlights the fact that wages in the 10®
percentile (where the minimum wage was binding) grew more markedly than in the 50%" percentile (i.e.
the median). Although common to most activity sectors, this evolution was clearer in manufacturing
and construction.
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Chart 5
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Therefore, this evidence suggests that the stronger increases in minimum wages in recent years contributed
to reducing wage inequality. Previous studies on the role played by the minimum wage in the evolution
of the 50/10 inequality ratio in Portugal include Cardoso (1998) and, more recently, Centeno and Novo
(2009). For the period after 1995, the results in the latter work also suggest that the minimum wage
(mildly) contributed to the reduction of the 50/10 ratio, especially in the case of female workers.

Answering to the question on the impact of minimum wages on wage inequality is not clear cut. This
issue has been extensively discussed in the literature. For example, DiNardo et al. (1996) proposed a
semiparametric procedure to analyze the effect of several factors (including changes in the minimum
wage) over the entire wage distribution. Using data for the US, the authors found that the increase in
the real minimum wage between 1973 and 1979 contributed to the decrease in wage inequality. Also
for the US, Autor et al. (2010) found a small impact of the minimum wage on the lower tail inequality,
but highlighted that this impact could go beyond the direct effect on low-wage workers, through
spillover effects.

Does the evolution of minimum wages only affect low-wage workers? Chart 7 shows the rate of change
of wages up to the 75" percentile in 2004 (nil real change of the minimum wage) and in 2009 (highest
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real change of the minimum wage in the period analyzed).® In 2004 the trend in wage rates over the
wage distribution was positive. In contrast, in 2009, low-wage workers received the highest pay rises.
This is true not only for minimum wage earners, but also for workers with wages slightly above the
minimum wage. In turn, medium-wage workers received the lowest pay rises.

4. Results

The debate on the impact of the minimum wage on employment and, in general, in the economy and
society, is one that will be ultimately settled by the empirical evidence. Theoretically, there are models
in which the minimum wage may lead to a decrease in employment, but there are also models that
imply an increase. The last decade in Portugal has been characterized by both rather meager increases
in the minimum wage, but also by rather generous ones. It bears asking, what has been the impact of
such political choices? To address this question, we follow a line of research developed, among other,
by Abowd et al. (2000) and Neumark et al. (2004). We estimate a set of models that analyze how the
interaction between the real minimum wage increases and the worker position in the distribution of
wages determines the probability that (s)he remains employed.

It is easy to imagine that those most affected by a minimum wage increase scheduled for next year are
the current year’s minimum wage earners themselves. However, all other individuals whose current wage
is below next year’s minimum wage will also be directly affected, although to smaller and varying degrees
than the minimum wage earners. All other workers will not be directly affected by the new minimum
wage. In our model, we will consider six levels of wage earners, hypothesizing that the further away a
worker is from the new minimum wage, the less the probability of remaining employed is affected by
the change in the minimum wage. The six groups are: (i) the current minimum-wage earners; (ii) those
earning more than today’s minimum wage, but below the new minimum wage; (iii) those with wages
in the first quartile, but not in the first two groups; (iv)-(vi) the 2nd, 3rd, and 4th quartiles of the wage
distribution.

5 We are implicitly assuming that the evolution of the wages in the top-25 per cent of the distribution are not
influenced by changes in the minimum wage.
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Since we consider the impact of a variation in next year’s minimum wage conditional on being employed
in the current year, our estimate of the impact is a lower bound of the overall impact on the economy
because it ignores the impact on the transition from unemployment and inactivity to employment.

Year-by-year

We start our study by considering 8 cross-sections of workers for the years of 2003 to 2010. The estima-
tion sample excludes agriculture, wages below the legal minimum wage and missing observations for
nationality, activity sector, job tenure and firm size. The results of cross-section estimation are interpret-
able as long-term relationships, in that each individual represents a cohort in different stages in the life
cycle of the labor market. Additionally, over the years the minimum wage changes were dramatically
different, with real wage losses and large real wage gains (see Section 3). This variability, apart from year
specific effects, shall reflect itself on the different years’ impact estimates.

We consider the following simple model specification:

Y, = Zkﬂka,i + XA+,

where Y, assumes value 1 if individual i remains employed from year ¢ to ¢+1 and 0 if (s)he is no
longer employedin t+1; D, ., for k =1,2,...,6 is a dummy variable that assumes value 1 if the wage in
year t is in one of the 6 wage categories defined above. The matrix X includes variables with worker,
firm and match characteristics, namely: a quadratic term in the age of the worker; gender indicator;
foreigner indicator; sector dummies (extractive; manufacturing; construction); firm size dummies (small:
1-25 workers; medium: 26-100; large: 101 or more workers); and tenure dummies (up to 6 months;
7-12 months; 13-36 months; 37-72 months; and more than 72 months). And u, is a conventional error
term. We estimated this model using both a linear probability model and a probit model. As it can be
seen in Table 1, the results do not depend on the choice of the method, but for computational reasons
in the remaining of the paper, we report only the results of the linear probability model.®

A Portuguese forty-year-old male, working in a large services firm, in 2002, with more than 6 years of
tenure and a wage falling in the top quartile had a 95 per cent probability of remaining employed in
2003. Relatively to such individuals in the top quartile, the group of minimum wage earners in 2002
was 8.3 p.p. less likely to hold a job in 2003 (Table 1, column 1). In other words, the probability of non-
employment for the minimum wage earner is 13.3 per cent, i.e., 166 per cent higher than that of the
top quartile worker. This result is not surprising in view of the evidence that low-wage workers have
higher on-the-job rotation rates (Centeno et al, 2008).

The following group, composed of those who earn at least the new minimum wage, was 6.5 p.p. less
likely to be among salaried workers than top earners. The next group, which is the first one not directly
affected by the new minimum wage, is 1 p.p. more likely to remain employed than the previous group
but almost 3 p.p. more likely than the group of minimum wage earners. The difference relative to the
top quartile falls monotonically for the other groups.

The remaining columns of Table 1 repeat the exercise for the 2004-2010 period. The estimates are remark-
ably stable across the years, with slightly lower probabilities of being employed in years of economic
downturn. There is also a tenuous increase in the probability of losing employment in years where the
real (or nominal) minimum wage increases were more significant, particularly among the group of indi-
viduals earning more than the current minimum wage but less than next year’s.

6 See Angrist and Pishke (2009) for a full discussion of linear probability models vs. probit models.
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Over time

Note that our cross-section analysis does not account specifically for the variations in the real minimum
wage; rather, it shows how the conditional probability of employment varies among the different wage
groups. Therefore, we cannot yet attribute to those policy options the variability in employment. To address
this issue in a more satisfying way, we extend our analysis to panel data models. We take advantage of
our panel with 17.4 million observations of about 2.2 million individuals per year, over the 2003-2010
period and estimate the following model using a firm (]) fixed-effects estimator:
Yi,jl, = Zk(ﬂka,zj/, + ‘Pka,ij/, * MW/) + XA+ Wi
where all variables are defined as before and MW, represents the variation in the real minimum wage

in year ¢ . The interaction term between the level of wage in year ¢ (D and the minimum wage

k@jt)
variation in year t +1 captures the impact on the probability of remaining employed in year ¢ +1 at the
different wage levels due to the minimum wage variation. Note that the specification imposes the mild
hypothesis that individuals in the top wage quartile are not affected by variations in the real minimum

wage. Additionally, the regression model includes year fixed-effects.

The cross-section results gave us a first rough measure of how the probability of employment varies
across the wage distribution. With panel data, we will be able to breakdown this probability in two
factors: one factor associated with a level effect for each wage-group; and another corresponding to
the group specific marginal effect, associated with to the variation in the minimum wage, which also
captures the change in the minimum wage level (interaction Dy i X MW, ). The results of the estimation
are presented in Table 2, column (1).

Interpreting the results is not straightforward, given the existence of interaction variables in the model.
The impact of changes in the minimum wage is captured through the 3, and ¥, parameters. The first
parameter captures the level effect, while the second is associated with the marginal effect. In order to
allow a direct interpretation of the first impact, the variable that measures the change in the minimum
wage was re-centered to the sample average (2 per cent). Thus, the level impact, 3,, should be seen as
the one that corresponds to a change in the minimum wage equal to the sample average. The marginal
impact, ¥, is not affected by this transformation and has always a direct interpretation.

For workers earning less than next year minimum wage (the two first groups) the probability of remaining
employed decreases by about 0.5 p.p. for each percentage point of increase in the minimum wage. For
instance, in 2009, where the real minimum wage increased 6.6 per cent, the probability of remaining
employed for a minimum wage earner decrease by (an additional) 2.6 p.p.. Overall, in 2009, minimum-
wage earners had a probability of remaining employed of 9.8 p.p. lower than a top quartile worker. This
is decomposed in 7.2 p.p. associated with the level impact evaluated at the average increase for the real
minimum wage, and 2.6 p.p. due to the marginal impact because the real minimum wage increased
above the average rate. The cross-section estimation indicated a difference of 8.6 p.p.. The remaining
wage groups, despite not being directly affected by the new minimum wage, still have slightly lower
probabilities, around 0.2 p.p. less for each percentage point increase in the real minimum wage.

We conclude that all groups of workers are to some extent affected by the minimum wage. But, are
there differences between them? In other words, are the coefficient estimates statistically different from
each other? We run hypothesis testing for the equality of the impact on the first group of individuals
earning more than next year’s minimum wage to the two groups below next year's minimum wage. In
both cases, we reject the hypothesis of equality, suggesting that the minimum wage is naturally more
binding for low-wage earners.

Our results are closer to those obtained for the US and the UK than for France. In particular, Currie and
Fallick (1996) obtain an elasticity to changes in the minimum wage of -0.4, which is close to our estimate



Table 2
PANEL DATA FIRM FIXED-EFFECTS LINEAR PROBABILITY MODEL

=

Wage group (5):

Current minimum wage -7.21 15.80
(0.000) (0.000)

Less than next year's minimum wage -5.88 14.69
(0.000) (0.000)

More than next year's minimum wage but less than 1% quartile -4.42 12.05
(0.000) (0.000)

2 quartile -2.56 9.22
(0.000) (0.000)

3 quartile -1 5.35
(0.000) (0.000)

Percentage change in the real minimum wage times group indicators (¢):

Current minimum wage -0.56 0.52 -1.08
(0.000) (0.000)

Less than next year's minimum wage -0.45 0.09 -5.26
(0.000) (0.000)

More than next year's minimum wage but less than 15t quartile -0.26 -0.16 1.64
(0.000) (0.000)

2" quartile -0.31 -0.06 5.23
(0.000) (0.000)

3 quartile -0.17 -0.22 0.76
(0.000) (0.000)

Number of observations 17 377 525 14721929

Sources: Social Security data and authors’ calculations.

Notes: p-values in parentheses. The remaining control variables included in the model are omitted from the Table; see text for the
full set of variables included. Conditional on a 2 percent increase in the real minimum wage, the coefficients were multiplied by 100
to be interpretable as the percentage change in the probability of remaining employed between two consecutive years for each level
of the initial wage relatively to those with wages in the top quartile. For instance, with an increase of 2 per cent in the minimum
wage, in relation to an individual with a wage in the top quartile, but otherwise equal (age, gender, industry, etc), a minimum-wage
earner will be 7.2 p.p. less likely to remain employed in the following year. Additionally, for each percentage point of increase in the
minimum wage above 2 per cent the probability of staying employed decreases by 0.56 p.p..

of -0.6. The elasticities estimated by Abowd et al. (2000) are slightly larger for the US, but clearly larger
for France (their estimates are close to -0.6 and -2.1, respectively). Machin et al. (2003) study the impact
of the introduction of the minimum wage in the UK and find also a small impact on employment. The
evidence gathered for Portugal is ambiguous. Using a legislative reform that raised the minimum wage
for workers aged 15 to 19 years, Portugal and Cardoso (2006) show that it resulted in a larger reduction
of separations than in hirings. Using the same reform, Pereira (2003) reports a reduction in employment
among such workers. The estimated employment-minimum wage elasticities of Pereira (2003) are in the
interval -0.2 to -0.4, slightly smaller than our estimates.

The new minimum wage imposes an exogenous constraint on firms. Firms must adjust their production
process to accommodate this raise in labor costs. In doing so, they can opt for adjusting their wage bill,
they can opt for adjusting the quantity of labor (number of workers and hours worked) or a combina-
tion of these. We have seen that firms adjust downwards the amount of labor. Now, we explore how
the wages of the different workers are adjusted. We use the same specification (equation (2)), changing
only the dependent variable to the log difference between the real wage in year ¢+1 and in year t. Table
2, column (2), reports the estimates of the percent impact on the wage growth for the same group of
workers relatively to the top quartile.

The first noticeable fact is that the marginal impact of a percentage point increase in the real minimum
wage is positive for those below next year’s minimum wage and negative for those above it. This pattern
resembles the wave effect discussed earlier in Section 3. Indeed, Chart 8 plots these marginal effects
and, apart from a rescaling, the shape of the curve is generally equivalent to Chart 7. This implies that
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Chart 8

WAGE REGRESSIONS: MARGINAL IMPACT OF A PERCENTAGE POINT INCREASE IN THE REAL MINIMUM
WAGE

0.6 1

0.5 1

0.4+

0.3 4

0.2

0.1

0.0

-0.1 4

-0.2 4

-0.3 -

Minimum < Minimum 1st quartile 2nd quartile 3rd quartile
wage, year t wage, year (less 2 first)
t+1

Sources: Social Security data and authors’ calculations, based on the results in Table 2, column 2.

increases in the real minimum wage are not innocuous for non-minimum-wage earners. The spillover on
the other individuals’ wages is negative, suggesting that firms adjust the other wage gains downwards
to accommodate exogenous increases in the minimum wage. For those concerned with wage inequality,
this outcome contributes towards a more uniform wage distribution. But as always, there might be too
much of a good thing and the negative impact on employment must be also considered. Indeed, the
negative outcome in employment may deliver a smaller (if any) decrease of income inequality. Further-
more, given the higher incidence of long-term unemployment among low-wage workers, this impact
may even be increasing overt time.

Having studied the impact on employment and wages, we are now in conditions of computing wage
demand elasticities. Table 2, column (3), reports the wage demand elasticities of each group (the ratio
of the employment to wage coefficients). The elasticity of minimum-wage earnersis -1.1, indicating that
for each percentage point increase in wages, employment decrease by slightly more than 1 p.p.. The
elasticity among the group earning below next year’s minimum wage is strong, -5.3, resulting primarily
from having a small wage variation due to the minimum wage and a negative impact on employment
similar to the minimum-wage earners.

Heterogeneity: Young workers and sector of activity

It is a well-established fact in the literature that the minimum wage is more binding among low-skilled
and young workers, those more prone to earn low wages due to lower productivity. Column (1) of Table
3 reports the results of an identical exercise to those reported above, but considering a sub-sample of
workers aged less than 25 years.” Overall, the results indicate that young workers employment is more
sensitive to variations in the real minimum wage. This is particularly true for the group earning exactly
the current year's minimum wage; for each percentage point increase in the minimum wage, the prob-
ability of remaining employed falls 0.74 p.p.. This is almost a third higher than the effect estimated for
the population of workers considered (0.56). In column (2), we see that the impact on real wages of the
minimum wage variation is similar in magnitude to the previous estimates, but it is typically statistically
non-significant for the group of individuals earning already above next year's minimum wage. Together,

7 The wage quartiles are re-defined for each of the sub-samples used.
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these results imply a larger (in absolute value) elasticity among young minimum wage earners (-1.3) and
slightly lower elasticity in the contiguous group (-4.0).

Different industries have different human capital requirements. This in turn implies that workers with
different skills allocate to each industry accordingly. In industries with lower human capital requirements,
the prevalence of minimum-wage earners is stronger. For such firms, an exogenous increase in the
minimum wage may have far stronger impacts than in an industry where there are few such workers.
To study this possibility, we consider three sub-samples by industry type: manufacturing, construction,
and services. Columns (4)-(12) present the estimates for the impact of the minimum wage increases on
employment and wages.

There are three noteworthy facts to take away from this exercise. First, the larger impacts on employment
occur in manufacturing and the smaller in the services sector. Second, in the case of manufacturing, the
larger magnitudes, which were typically observed for the two groups below next year’s minimum wage,
are extended to the third wage group. In other words, in manufacturing, those that stand to lose with
a minimum wage increase are not only those that will have to be legally raised, but also those earning
already slightly above that new legal threshold. Third, in contrast with manufacturing, in the services
sector the larger magnitude is only observed for current minimum-wage earners.

5. Conclusion

This article discusses the impact of increases in the minimum wage on three key labor market outcomes:
employment, wages and inequality. Our results point to negative and small elasticities of employment
to increases in the minimum wage. The disincentives that increases in the minimum wage generate are
small but they are economically significant, especially in a period of protracted economic and produc-
tivity growth. Economic theory is used as a guide to interpret these results. The impact of increases in
the minimum wage depends on the structure of the market, but also on the relevance of the level and
increase in the minimum wage.

The recent experience of the Portuguese economy provides an interesting setting to study the conse-
quences of large minimum wage increases. Indeed, this is a challenge to naive results that extrapolate the
results from increases of the minimum wage in specific groups of workers to a more general conclusion
regarding the overall impact of minimum wage increases. In Portugal, lower-tail wage inequality fell
sharply since 2007. We see this as a direct positive impact on the wages of low-paid individuals and an
indirect (or spillover) negative effect on the wages of median wages, an effect that deserves attention
in future research. However, individuals paid the minimum wage experienced a decrease in employment
stability. The reduced probability of employment is a negative outcome, which may result from both falling
demand and contained supply. The latter effect can be seen as the interaction of the minimum wage
policy with the unemployment insurance system that grants minimum-wage earners an unemployment
benefit close to their previous wage. In this context, the potential positive impact of the minimum wage
increase on labor supply may be much more limited. The smaller probabilities of employment would
translate into a wider income distribution. However, inequality may be reduced by the unemployment
insurance system, even if at the cost of lower incentives to work.

These results highlight the need for a comprehensive policy, in which minimum wage increases take
into account the evolution of productivity gains. A set of policies that increases the cost of labor and
at the same time increases the protection of workers in unemployment is bounded to generate lower
employment and higher unemployment.
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AN ANALYSIS OF PORTUGUESE STUDENTS' PERFORMAN-
CE IN THE OECD PROGRAMME FOR INTERNATIONAL
STUDENT ASSESSMENT (PISA)*

Manuel Coutinho Pereira**

ABSTRACT

This study focuses on the evolution of the scores of Portuguese students in PISA
cycles from 2003 to 2009. It may be concluded that the variation in scores is strongly
influenced by changes in the family background of students and other variables,
such as the distribution of students by degrees. The sampling methods used for data
collection under the programme tend to amplify these changes. When such factors are
taken into account for the analysis, holding constant the score determinants, there has
been a continued improvement in student performance over the cycles considered.

1. Introduction

International programmes of educational achievement, such as the OECD PISA, provide comparable data
over time and between countries which are highly valuable for the evaluation of educational systems
and, implicitly, the return on education spending. PISA 2009 results, corresponding to the fourth time
this programme was administered, were released in December last year and yielded an improvement in
the scores of Portuguese students compared to previous editions (which took place in 2000, 2003 and
2006, i.e. in cycles of three years). Further analysis of trends in scores, however, requires a confronta-
tion with the evolution of the characteristics of the student population and schools. Firstly, students’
socio-economic status has an influence on performance, and any change in status over the editions
of the programme should be taken into account. As can be seen, there are other aspects to consider
in this context, such as the distribution by grade of the children covered by the programme. PISA is a
sample survey in which inference is drawn by extrapolation to the population. This appears to magnify
the differences between cycles for some student and school variables, and makes an analysis such as
this all the more necessary. In contrast, in the presentation of trends in PISA results, as in OECD (2010),
an unconditional analysis has been favoured (see Gebhardt and Adams, 2007).

This study investigates the change in the scores of Portuguese students throughout the PISA surveys,
at various points of score distribution, taking into account the changes in the observable determinants.
The outcomes for two of the subjects in the programme, mathematics and reading, are examined. This
work follows on from Pereira (2010) who analysed the explanatory factors behind Portuguese students’
performancein PISA 2006 in the European context —assessed from the estimation of education production
functions — along with a set of results concerning its variability. This analysis was intended to establish
a number of facts of a structural nature, for which no substantial change is expected over the time

* The author thanks Nuno Alves, Maria Manuel Campos, Mario Centeno, Jorge Correia da Cunha, Ana Cristina
Leal and José Ferreira Machado for their comments. The opinions expressed in the article are those of the author
and do not necessarily coincide with those of Banco de Portugal or the Eurosystem. Any errors and omissions
are his sole responsibility.

** Banco de Portugal, Economics and Research Department.
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frame covered by the PISA cycles, making a comparison with other countries.? In contrast, this study
focuses on the changes in performance of Portuguese students over the editions of the programme.

When the aim is to compare the outcomes of evaluation tests conducted at different times, as in the
research carried out herein, it is essential that the measurement of performance be comparable. If
the difficulty of tests varies and the scores are not correspondingly adjusted, the assessment of the
change in performance — which is the objective of the analysis — may be jeopardized. In PISA care has
been taken to ensure the comparability of results by reporting scores in different surveys according to
the same scale. This is achieved through the linkage of the assessments for each subject by a set of
common items. The degree of difficulty measured for those items is evaluated in each cycle vis-a-vis a
reference cycle,? and any inequality found is used in the construction of a transformation of scores to
the scale of the reference cycle (see OECD 2009a, Chapter 12, and Gebhardt and Adams, 2007, for a
critical discussion).

This procedure has been followed since PISA 2000 and PISA 2003 (taken as reference cycles), respectively,
forreading and mathematics. The non-comparability of scores in mathematics in the 2000 edition implies
their exclusion from this study. It was decided not to consider any data from this cycle at all, including
the ones for reading, because the presentation of information about students and schools differs for
certain variables relative to the subsequent cycles. Given that, for conditional inference, variables must
be available (or constructed according to a common methodology) for each year, the exclusion of PISA
2000 also makes it possible to keep a greater number of explanatory variables.

The study begins with a descriptive analysis of how Portuguese students’ performance and student and
school variables have evolved from PISA 2003 to 2009 (Sections 2 and 3). Section 4 sets out a decom-
position of scores between the part explained by the change in pupil and school characteristics, and
the inequality in scores that would have prevailed, had such characteristics remained identical from one
edition to the other. This last component gives a measure of the variation in performance that may be
attributed to the educational system. Finally, in Section 5, a detailed analysis is provided for outcomes
in public and private schools. The main conclusions are summarized in Section 6.

2. Performance of Portuguese students from PISA 2003 to 2009

The population of students in PISA consists of 15-year-old students who attend schools in one country
and are at least in the 7™ grade. In the Portuguese case, most of the students are in the 9" or the 10
grade. The tests are taken by a representative sample from this population. In the sampling process
schools are randomly selected in a first stage, and eligible students in each of these, up to a maximum
of 40, in a second stage. In Portugal participated in the program 4608 pupils belonging to 153 schools
in 2003, 5109 pupils belonging to 173 schools in 2006, and 6298 pupils belonging to 214 schools
in 2009. The sample size represented about 5 per cent of the relevant student population. The PISA
databases include final student weights, reflecting, inter alia, sampling probabilities. In addition, scores
are reported in the form of values extracted from the estimated distribution of scores assigned to each
student (see OECD, 2009b, Chapters 6 and 8).

Charts 1A and 1B show the average scores in Portugal and the European Union countries participating
in the three editions of the programme and whose data in each of these meet certain quality require-
ments defined by the OECD (for example, regarding the response rate — see OECD, 2010, Chapter

1 See also Pereira (2010) for a discussion on how empirical studies such as the one presented herein fit in the
framework of economics of education literature.

2 Note that PISA uses the Rasch model, in which a question’s difficulty is measured by the proportion of students
who answer it correctly; each question is then associated with a point on the scale according to its degree of
difficulty. Finally, the student is placed on the point of the scale corresponding to the question to which he/she
has a 50 per cent probability of responding correctly.



Chart 1A Chart 1B
PERFORMANCE IN MATHEMATICS | sCORES BY PERFORMANCE IN READING | SCORES BY COUNTRY

COUNTRY AND OVERALL MEAN, IN 2003 (IN RED), IN 2006 (IN AND OVERALL MEAN, IN 2003 (IN RED), IN 2006 (IN BLUE) AND
BLUE) AND IN 2009 (IN GREEN) IN 2009 (IN GREEN)

5’:")0

5?0

5?0

84
g o g
3 3 g
. B
o
2]
<
o
2]
<
o
3]
<
GR LV IT ES PT IE LU HU CZ SE PL SK FR DK DE BE NL FI LU SK CZESGR LV IT PT HU DK FR IE DE SE PL BE NL FI
Source: Author’s calculations. Source: Author’s calculations.
Note: Average of the weighted averages for each plausible Note: Average of the weighted averages for each plausible
value. value.

1).3 It also presents the mean for all countries (horizontal lines). It should be remembered that scores
are measured by reference to the results for 2000, in the case of reading, and for 2003, in the case
of mathematics (with the value 500 corresponding to the respective OECD mean). The countries are
ordered according to the PISA 2009 results.

The main conclusion to be drawn from charts 1A and 1B is that the mean score for Portugal in the most
recent PISA was higher than in the two previous editions, in which the results had been fairly close. This
trend is particularly visible in reading, placing Portuguese students in an intermediate position in the
ranking of EU countries considered. More importantly, the average score does not differ significantly, in
statistical terms, from the average in that group of countries.* There was a noticeable improvement in
performance in mathematics as well. While Portugal continues poorly positioned in terms of the ranking
shown in chart 1A, the country clearly caught up with the countries occupying intermediate positions.

In order to complement the picture of score evolution between 2003 and 2009, charts 2A and 2B present
the proportion of students in lower and upper score cohorts, respectively, at proficiency level 1 and
below and at proficiency level 5 and above. These levels of proficiency, defined under the programme,
correspond to increasing levels of difficulty in the questions students must answer (see footnote 2). In
particular, students in the lower cohort are deemed to have acquired skills below the minimum level
making productive participation in society possible.

With regard to the proportion of Portuguese students in the lower cohort, a certain increase between
2003 and 2006 was followed by significant declines in 2009, both in reading (a subject for which that
proportion became lower than the EU average) and mathematics. In the latter subject there was, at
the same time, a significant rise in the proportion of students with very high scores, causing a shift to
the right of the score distribution as a whole. In contrast, in reading, the average increase was due to

3 This latter criterion leads to the exclusion of Austria and the United Kingdom from this study. The countries
considered are Belgium, Czech Republic, Denmark, Germany, Finland, France, Greece, Hungary, Ireland, Italy,
Latvia, Luxembourg, Netherlands, Poland, Portugal, Slovakia, Spain, and Sweden.

4 That is, the 95 per cent confidence intervals (not shown) around the mean score for the population in Portugal
and in EU countries intersect.
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Chart 2A Chart 2B
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the better marks of students featuring lower performance levels. The evolution in the quartiles of score
distribution for Portugal from 2006 to 2009 (not shown) confirms these findings. Whereas in math-
ematics there was a similar shift (of around 20 to 21 points) to the right of all quartiles, in reading such
displacement was equal to about 26 points in the first quartile and less than 10 points in the third. The
dispersion of scores in mathematics remained thus unchanged, while that of scores in reading decreased.

3. Student and school data

In order to put together a group of explanatory variables of the greatest possible extent and common
to all the three cycles, the available information about students and schools in the databases was care-
fully examined. The questionnaires from which this information comes have a similar — although not
identical — content over the years. Most of the variables used were directly taken from the databases.
However, in some cases these variables were constructed from basic information, namely, the amplitude
in the grades offered by school, and the indices of educational resources at home, autonomy in resource
allocation and autonomy of curriculum and assessment® (see Appendix 1). The set of explanatory vari-
ables available — presented in table 1 — covers most of those considered in Pereira (2010). The excep-
tions are the wealth index (which is largely redundant in that the family background is well captured
by other variables) and the variables related to availability of computers, parental pressure on schools
to improve standards, the existence of other schools competing for the same students, and students’
familiarity with information technologies.®

5 The original indices, available in the databases, were not used since it was found that they had not been cons-
tructed in a uniform way over time.

6 In addition, the binary variables for the shortage of mathematics and test language teachers were not conside-
red, because, in PISA 2006 and 2009, very few Portuguese schools reported the existence of such a shortage.



The most significant changes in the characteristics of the student population, their families and schools
for Portugal in the 2003, 2006 and 2009 editions of PISA (Table 1)7 are now considered. As mentioned,
students are mainly distributed between the 9t and the 10t grades, reflecting primarily the month of

birth (for those who have never repeated a grade). However, there has been a considerable fluctuation o
in the distribution between these two grades, with a particularly low number of students in the 10"

in PISA 2006. As discussed in the next section, the allocation of students to grades greatly influences 127
scores and is therefore of relevance. The sampling process may contribute to it to the extent that there é
have been departures from representativeness for certain types of schools in the sample, namely those =

that provide only lower secondary education — courses up to the 9" grade — or upper secondary educa-
tion — courses from the 10™ grade onwards (recall that the sampling process begins with a selection of
schools). The fact that the proportion of schools of the first type was higher in PISA 2006 than in other
cycles indicates that this may have been the case. It is known that such a problem can be mitigated
by including the type of school as a sample stratification criterion; this was only the case in PISA 2006
(see Table 4.1, Chapter 4 — OECD, 2005, 2009a, 2011). However, even for the schools that offer both
lower and upper secondary education courses, there has been some variation over time in the distribu-
tion of students by the two grades.?

The figures for the variables measuring family context have fluctuated as well. The situation in terms
of the educational attainment of parents is more favourable in PISA 2009 than in the 2006 cycle,
featuring a larger proportion of students whose parents have secondary education as their highest
educational level. In particular, there was a large increase in the lower secondary education (9* grade)
cohort, probably mostly related to qualifications obtained under the Processos de Reconhecimento,
Validacéo e Certificacdo de Competéncias. In the 2009 cycle, the proportion of students with at least
one parent having a tertiary degree also increased. The situation in PISA 2006 vis-a-vis 2003 in terms of
educational attainment of parents was similarly unfavourable, this time with regard to the distribution
between tertiary and upper secondary education cohorts. Associated with the variation in qualifications,
there has been a fluctuation in the breakdown of parental occupations. For example, the proportion of
students with at least one parent in a white collar/highly skilled occupation fell from about 34 to 26 per
cent between PISA 2003 and 2006, increasing to 36 per cent in PISA 2009. Such differences between
cycles of the programme with regard to family background variables may be linked to a sample bias
towards the selection of schools in rural areas (towns with less than 15 000 inhabitants) in PISA 2006
to the detriment of schools located in medium-sized urban areas (towns with between 15 000 and 100
000 inhabitants). In general, one would expect an improvement in parental educational attainment
during the period under review, featuring a gradual increase in the number of parents with at least a
secondary rather than a primary degree. However, such a trend may, in practice, be obscured by the
“noise” introduced by the sampling process.

With regard to school variables, there was a decrease in the proportion of repeaters (in the school as
a whole) over the three considered PISA cycles. This development is in line with the observed decrease
in repetition rates at various educational levels during the last decade (GEPE, 2010). The trend in the
indicators of autonomy, compiled from a set of questions answered by schools (see Appendix 1),
indicates a decrease in the autonomy of the latter in the choice of curricula and assessment methods.
The proportion of the student population attending private schools has increased over time, from just

7 Most variables in the table have a few missing observations for each year. Such observations were imputed by
running a regression (for the countries listed in footnote 3) of the variables in question on a set of “key regres-
sors” including the degree, age, gender, school location and country (in the same way as described in detail in
Pereira, 2010, Appendix 2). All of the observations for normal hours of the test language in PISA 2003 were
imputed. In this case the imputation was based on normal hours of mathematics and binary variables for the
school location and country.

8 Notwithstanding the school type, it is possible that, given the unequal proportions of students attending the 9
and 10™ grades, the sample size does not permit greater accuracy (more so in the case of the 7t and 8" grades).
The effective sample size per school is, on average, 32 students (maximum 40).
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Table 1

STUDENT AND SCHOOL VARIABLES, AVERAGES FOR PORTUGAL®

Student characteristics

7" grade 4.2 6.6 2.3
8" grade 10.6 13.1 9.0
9" grade 20.3 29.5 27.9
10™ grade 64.9 50.9 60.8
Age (years) 15.9 15.7 15.7
Female 52.4 51.7 51.1
Family background
Educational resourc. home (index) < [0,6]® 4.7 53 5.0
Books at home < 25 35.1 38.7 36.4
Books at home 25-200 49.1 46.0 48.1
Books at home > 200 15.8 15.4 15.5
Native 95.0 94.1 94.6
Immigrant (1% or 2" generation) 5.0 5.9 5.4
Test language at home 98.6 97.8 98.4
Foreign language at home 1.4 2.2 1.6

Parents' highest occuppat. level

Blue collar/low skilled 12.9 12.9 8.9
Blue collar/high skilled 27.9 24.0 21.9
White collar/low skilled 253 35.2 33.0
White collar/high skilled 33.9 27.8 36.2
Parents' highest education level
Primary or less 385 38.1 27.0
Lower secondary 16.8 16.2 23.0
Upper secondary 19.4 235 24.3
Tertiary 25.3 22.2 25.8
School characteristics
School size (1000 students) 1.000 0.958 0.937
Proportion of girls 51.5 50.8 50.5
Located in town with less 15 000 people 37.6 42.5 36.2
Located in town with 15 000-100 000 people 42.9 35.9 42.2
Located in city with more 100 000 people 19.5 21.6 21.6
Grade amplitude (max - min grade) 4.7 5.1 5.7
Proportion of repeaters 17.0 14.6 9.8
Autonomy resources (index) < [0,6] 1.9 1.7 2.2
Autonomy curric./assessm. < [0,4] 2.4 2.0 1.5
Public school 93.8 91.2 86.2
Private school 6.2 8.8 13.8
School resources
Class size (students) 22.0 24.0 22.3
Student/teacher ratio 11.0 8.9 8.5
Regular lessons math (hours) 3.2 3.5 4.4
Regular lessons language (hours)© 3.1 3.2 3.8
Source:

Notes: (a) Weighted averages; figures as a percentage of totals unless otherwise stated (more details about the construction of va-
riables are given in Appendix 1). (b) For indices, intervals show the minimum and maximum. (c) Figures for 2003 were fully imputed
(see footnote 7).



over 6 per cent, in PISA 2003, to almost 14 per cent, in PISA 2009 (the public/private nature of school
has been used as a stratification criterion throughout the various editions). This profile is, however, not
corroborated by the figures from other sources (GIASE, 2006 and GEPE, 2011).° Also in this case, it
may not be possible to achieve greater accuracy given the sample size and the fact that private schools
represent a small proportion of the universe of students.

In conclusion, the characteristics inferred for the student population and schools have varied throughout
the PISA cycles, and the extrapolation from the sample to the population tends to amplify the magni-
tude of such variation. In this context it is very important to determine their impact on the evolution
of student performance.

4. Decomposition of change in performance

4.1. Computation and interpretation of the decomposition

In general, the evolution of a variable explained by a linear regression model can be decomposed into
a component relating to the explanatory variables, on the one hand, and to the coefficients associated
with them, on the other (see Fortin et al., 2011, for a description of the methods used in this context).
The linear model that underpins the decompositions performed in this study is the education produc-
tion function that relates test scores to explanatory variables such as student, socioeconomic and
school variables. The change in the dependent variable at its average is traditionally analysed through
the Oaxaca-Blinder decomposition, which is based on the estimation of the underlying model by least
squares regression. This method makes it possible to differentiate between the contribution of coeffi-
cients and that of explanatory variables while, at the same time, directly providing a detailed breakdown
of the latter contribution by variable (or sets of variables). This aspect is important in our context, as
the regressors are naturally divided up into groups whose contribution should be considered jointly.
Three groups of variables are considered in the presentation of results, namely, student characteristics,
measures of family context and school characteristics/resources (see Table 1 for the listing). Based on
unconditional quantile regressions, developed by Fortin et al. (2009), it is possible to perform a similar
decomposition at other points of the dependent variable distribution.™

The decomposition divides the differential in performance between PISA cycles into two terms. The first
term is the part that can be attributed to changes in the variables included in the education production
function, i.e. the characteristics of students, families and schools in each cycle. The second term reflects
the changes in the return on the variables, i.e. the differential in performance that would prevail, if
these variables had remained unchanged from one cycle to the other. The differential in conditional
performance, which this second term captures, can be interpreted as originating in the educational
system. Note that for the first term, the part concerning the school-related regressors' admits a similar
interpretation (see also the discussion in the following paragraph about omitted variables). The objec-

9 Which indicate (considering all the students who attend regular courses in the third basic education cycle) that
the proportion of students in private schools rose marginally from 12 to 13 per cent over the concerned period.

10 The expressions used to calculate the decompositions are given in the note to table 2 below. The Oaxaca-Blinder
decomposition is based on the fact that the least squares estimator of a linear model y =28 +u yields the
impact (equal to 3) on the unconditional expected value of ¥, E(y) of the variation of E(x) , as given by
E(y) - EEE(y | y))q: E@ﬁ . Similarly, the unconditional quantile regression estimates the impact (say, 7 ) on
the Unconditional ‘quantile’of ¥, Q(y) , of the variation of E(r) ,i.e. Q(y) = E(T)’y . Note that this property
is not shared by the conventional conditional quantile regression of Koenker and Bassett (1978) since, in gene-
ral, Q(y) = E(Q(y | x) . Hence the decompositions based on these latter regressions require the simulation of
counterfactual distributions which, in particular, makes it difficult to obtain a detailed breakdown of the contri-
bution of regressors (see Fortin et al., 2011).

11 Except for the indicator of school location.
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tive is to eliminate the influence of factors related to family background and data collection, notably
the distribution of students by grade, included in student characteristics. While such distribution may
be endogenous to the educational system, as it relates to grade repetition, in the data used here such
an effect is unlikely to predominate.

One important aspect to take into account when interpreting the coefficient-related component of the
decomposition is that the variation in the constant term coefficient will, inter alia, pick up the effects
of changes in the level of omitted variables.'? Regressions explaining student assessment outcomes
include several statistically significant regressors, but typically fail to explain all of their variability (see,
for example, Woessmann et al., 2009, Chapter 2, using the PISA dataset for a wide range of countries).
The coefficient of determination indicates that in the least squares regressions for Portugal — on which
the Oaxaca-Blinder decomposition is based — about half of the variance of scores remains unexplained.
This should reflect, firstly, the variability in student capabilities, but such factor is expected to remain
constant over time and therefore not to greatly affect the decomposition results. The same does not hold,
however, for the other unobservable factors that relate to the quality and effectiveness of teaching, such
as the role of teachers in the organization of classes and choice of teaching methods. This is probably
the worst covered area in the PISA database, where there are not, for example, measures of teacher
experience." But even if the change in the coefficients is also capturing changes in this type of variable
throughout the PISA cycles, this is still is consistent with the interpretation of the component at issue
as referring to variations in performance attributable to the educational system.

4.2. Results

The decompositions of the variation in mathematics and reading scores at the mean and first and third
quartiles are presented in tables 2 and 3, respectively, for 2003-2006 and 2006-2009. It is possible
to calculate a detailed decomposition of the coefficient-related contribution corresponding to that of
explanatory variables. However, in the presence of binary variables such as for the categories of parental
occupations and qualifications, the results are not invariant to the category omitted in the regression
(see, for example, Oaxaca and Ransom, 1999). In practice, this invalidates the interpretation of these
results, which are therefore not shown.

The approximate stabilization of the average performance of Portuguese students between PISA 2003
and 2006 in mathematics and reading, presented in charts 1A and 1B at the beginning of this study,
stems from contributions of opposite signs of the coefficients (positive) and regressors (negative), which
approximately cancelled each other out. This was also the case at the quartiles, except for the first one
in reading, where the increase in return on variables was small and there was a clear reduction in the
level of scores. Such a reduction is consistent with the higher percentage of students at lower proficiency
levels for this subject, shown in chart 2B. In the contribution of regressors, the most important part is
played by student variables, in line with the rise in the proportion of students attending the 9" grade
in PISA 2006, as well as lower grades — as indicated by the even more negative contribution of student
characteristics in the first quartile of score distribution.

The contribution of family variables is almost nil at the mean, and turns into negative at the third
quartile, which may have to do with the decline in the proportion of parents with a tertiary degree and

12 The coefficients of the other regressors included in the model will also change to the extent that there is corre-
lation with omitted variables. However, this poses no difficulties in our context, because in the decomposition
the coefficients are considered as a whole.

13 The databases include teacher qualification variables, which, however, given their small variability, are of little
interest to the analysis.
14 The values in the tables (for the total) differ slightly from those underlying the charts since in the calculation

of the latter all observations are used, unlike for the regressions. Indeed, even after the imputation procedure,
some missing observations for the explanatory variables remain.



Table 2
DECOMPOSITION OF CHANGE IN SCORES 2003-06 IN THE MEAN AND QUARTILES

Covariates (1) -7.1 -7.3 -5.9 -6.1 -5.5 -7.5
(-11.5,-2.5) (-12.5,-1.6) (-9.2,-2.5) (-9.7,-2.4) (-10.1,-1.7) (-12.3,-3.8)

Student -11.2 -12.6 -10.1 -10.2 -9.7 -9.7
(-13.7,-8.9) (-15.4,-9.7) (-12.0,-8.2) (-12.3,-8.1) (-11.9,-7.5) (-11.9,-7.8)

Family 2.2 3.1 -0.1 0.8 -3.5 -2.9
0.4,4.1) (0.8,5.4) (-1.41.1) (-0.7,2.2) (-5.1,-1.9) (-4.8,-1.3)

School 2.0 2.2 4.3 3.3 7.7 5.1
(-0.9,5.2) (-1.5,6.0) (2.3,6.3) (1.2,5.7) (4.2,10.5) (1.9,8.0)

Coefficients (2) 8.0 1.0 8.1 33 10.5 8.0
(3.1,12.4) (-4.9,6.3) (4.8,11.2) (-0.4,6.6) (6.3,15.8) (3.8,12.9)

Total (1+2) 0.9 -6.3 2.2 -2.8 5.0 0.5
(-3.6,5.2) (-11.4,-1.9) (-1.1,5.6) (-6.3,0.7) (1.3,9.3) (-3.1,4.1)

Source: Author’s calculations.

Notes: The decompositions are computed as S(y, )-S(y,)=(X,-X,)b,+X,(b,-b,). where t1 and 0 index the year, S(y,) are the
relevant statistics of test scores, X,. are the averages of the covariates (see Table 1) and b, are the coefficients obtained by ordinary
least squares regressions, for the mean, and unconditional quantile regressions (Fortin et al., 2009), for the quartiles. The regressions
are weighted, using the final student weights, and run separately for each plausible value. Bootstrap 95% confidence intervals, on
the basis of 1000 replications, in parenthesis.

Table 3
DECOMPOSITION OF CHANGE IN SCORES 2006-09 IN THE MEAN AND QUARTILES

Covariates (1) 16.9 13.9 15.2 1.7 14.2 6.9
(12.4,21.2) (9.3,18.7) (11.8,18.6) (8.3,15.0) (9.4,18.0) (2.9,10.5)

Student 16.7 16.3 12.0 1.3 7.3 6.4
(14.0,19.2) (13.8,19.0) (10.1,13.7) (9.5,13.0) (6.0,8.6) (5.2,7.5)

Family 2.0 2.6 2.3 2.8 3.0 3.0
(0.8,3.4) (1.4,3.9) (1.1,3.4) (1.8,3.8) (1.6,4.7) (1.7,4.4)

School -1.9 -4.9 0.9 2.4 3.8 -2.5
(-5.2,1.3) (-8.1,-1.4) (-1.6,3.4) (-4.6,-0.2) (0.1,6.8) (-5.8,0.7)

Coefficients (2) 12.0 19.3 12.2 1.7 10.9 4.9
(7.2,16.9) (13.9,24.4) (8.8,15.3) (8.4,15.0) (6.4,16.3) (0.3,9.5)

Total (1+2) 28.9 33.2 27.4 23.4 25.1 11.8
(24.7,32.7) (28.5,37.8) (24.3,30.4) (20.2,26.2) (21.1,29.0) (8.1,15.5)

Source: Author’s calculations.
Note: See note to Table 2.

a white collar/highly skilled occupation. The variation in performance attributable to school variables
is positive, particularly in intermediate and upper score levels, reflecting the changes in various regres-
sors, notably, the increase in the number of hours of regular classes, the reduction in autonomy in the
choice of curricula and assessment methods and, for mathematics, the higher proportion of private
schools. Table 2 shows a more favourable picture regarding the comparison of results in PISA 2003
and 2006 than charts 1A and 1B. Indeed, there is an improvement in the return on variables, i.e. in
conditional performance, at most points of score distribution (to which a positive contribution of the
school variables adds).

In the evolution of scores between PISA 2006 and 2009 (Table 3), both the coefficients and regressors
make positive contributions, which thus reinforced each other. Therefore, the improvement in marks
associated with the coefficients falls short of the overall figure. As expected, the part of the variation
in performance attributable to student characteristics is now positive, its magnitude being particularly

w
-

Articles



132

BANCO DE PORTUGAL | ECONOMIC BULLETIN e Autumn 2011

large in the lower half of score distribution. The part of that variation relating to the coefficients has a
similar profile, and thus the combined effect is a more pronounced improvement in performance in that
segment of the distribution — which is in line with the decrease in the percentage of students at lower
proficiency levels (Charts 2A and 2B). The contribution of socio-economic variables was consistently
positive throughout the score distribution — as a result of the more favourable situation in PISA 2009
regarding these variables — but its magnitude is less important than that of student characteristics. The
impact of school regressors on the score variation is relatively small in absolute terms. The sign of this
impact is not uniform along the distribution of scores in the case of mathematics, while in the case of
reading it is negative. In particular, the increase in the proportion of private schools (by 5 p.p.) inferred
for the population in 2009, which, as noted, may have to do with the sampling process, has little influ-
ence on the variation of performance. Indeed, the coefficient of the indicator of private school for 2009,
used in the decomposition, is very small — especially at the mean (see the next section).

With the caveat that the period of time under consideration is not too long, evidence indicates an
improvement in conditional performance of students in the last two editions of PISA, which can be
attributed to the educational system. Among the factors that may, tentatively, be put forward to
explain such an evolution, the gradual introduction of national examinations? is likely to have played
an important role. Economics of education literature advocates that central exams, external to schools,
are a very effective way of setting the right incentives for academic success for the various agents. On
the one hand, they enhance accountability of schools, teachers and pupils and, at the same time, allow
informed decision-making. Empirical multi-country studies that have addressed this topic have found
a higher performance level in school systems with central exams, common to the various points of its
distribution and family contexts (see, for example, Woessmann, 2002).

5. Performance in public and private schools in PISA

PISA outcomes can be used to make a comparison of scores between public and private schools and,
indirectly, assess teaching quality in these institutions. In this context, the programme data have the
advantage of being accompanied by information on the socioeconomic status of students, which can
be taken into account in the analysis. At the same time, the availability of data for the three cycles
makes it possible to examine the issue on a sounder basis.

In this analysis attention is restricted to students in the 10" grade (which is the largest group) as a
way of ensuring that the conclusions are not affected by a different distribution by grades of students
in public and private schools. As a starting point, charts 3A and 3B present the difference for some
descriptive statistics of scores between the two types of institutions.

With regard to scores in mathematics, private schools have outperformed their public counterparts
throughout the PISA cycles, both at the mean and the quartiles. However, the marks in both types of
schools have drawn closer over time, primarily owing to the improvement in attainment in public schools.
In PISA 2009 the differential was already relatively small (around 2 per cent), and on the threshold of
statistical significance. This trend has been more marked for lower score levels, and reversed the profile
of inequality across the distribution from 2003 to 2009: while the difference in PISA 2003 was highest
at the bottom of the distribution, this happens at the top in PISA 2009. For reading, the differential
between private and public schools in the 2006 cycle was negative (but clearly non-significant in statis-
tical terms) and atypical relative to the 2003 and 2009 cycles. One possibility would be a particularly
unfavourable sample of private schools in that year (the average score inferred for the population falls
vis-a-vis 2003), but such a conjecture is not corroborated by the results in mathematics. Since in 2009
the difference is positive but relatively small, it may be concluded that there has been little disparity
in reading performance between public and private schools in the two most recent editions of PISA.

15 At the end of upper secondary education, in the nineties, and of lower secondary education, since 2005. There
have been national exams at the end of the 4% and 6™ grades as well, but which have no consequences in terms
of student assessment.



Chart 3A

PERFORMANCE IN MATHEMATICS IN PUBLIC
AND PRIVATE SCHOOLS (STUDENTS IN THE 10™
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Chart 3B

PERFORMANCE IN READING IN PUBLIC AND
PRIVATE SCHOOLS (STUDENTS IN THE 10™
GRADE) | SCORES IN PRIVATE SCHOOLS RELATIVE TO PUBLIC,
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Source: Author’s calculations.

Note: Coefficient of the indicator variable for private school
in (weighted) least squares and conditional quantile (Koenker
e Bassett, 1978) regressions, also including the constant as a
regressor.

Source: Author’s calculations.

Note: Coefficient of the indicator variable for private school
in (weighted) least squares and conditional quantile (Koenker
e Bassett, 1978) regressions, also including the constant as a
regressor.

The differential between private and public schools considering the same statistics for scores, but
conditional on family context, is now presented. Charts 4A and 4B show the coefficients of the binary
variable for private school in least squares and quantile regressions, also including family background
variables and the school location indicator. As expected, the differentials controlling for the socioeco-
nomic composition, more favourable in private schools, are smaller compared to those shown in charts
3A and 3B. Such a reduction is, however, not uniform over the three PISA cycles considered, being
more substantial in 2003 and 2009 than in 2006. Indeed, the aforementioned composition is more
homogeneous between the two groups of schools in this latest edition.

With regard to mathematics scores (Chart 4A), the gap between private and public institutions, after
controlling for family background, is similar in the 2003 and 2006 cycles, because the “correction” of
that background’s influence was more important in 2003. On the other hand, in 2009, the gap virtually
disappeared (and became, in addition, statistically not significant). The outcomes in reading (Chart 4B)
reinforce the interpretation that the classifications in public and private schools differed little in the last
two editions of the programme: the differences are, except for the third quartile in 2006, of a small
magnitude and statistically not significant.

In conclusion, some indication of a better performance of private schools in the older editions of PISA
has been fading. In the 2009 cycle, in particular, there was no relevant difference between scores in
public and private schools, whether in mathematics or reading, controlling for the socio-economic status
of students. A qualification applying to the whole analysis relates to the fact that the sample contains
a small number of private schools, and the findings may be disturbed by non-representativeness of
those selected. It may thus be problematic to extrapolate to the universe of students on this matter. In
addition, the outcome of national 9th grade exams indicates, even in recent years, larger differences
between the performance of students in the two types of schools than those presented in charts 3A

16 In this exercise quantile regressions of Koenker and Basset (1978) were used, as the aim is now to investigate
the effect of changes in regressors on the quantiles of the conditional distribution of scores.
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Chart 4A
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Chart 4B

PERFORMANCE IN READING IN PUBLIC AND
PRIVATE SCHOOLS (STUDENTS IN THE 10™
GRADE) — CONSTANT FAMILY BACKGROUND |
SCORES IN PRIVATE SCHOOLS RELATIVE TO PUBLIC, PERCENTAGE
DIFFERENCE AT THE 15" QUARTILE (IN RED), THE MEAN (IN BLUE)
AND THE 3% QUARTILE (IN GREEN)

2003

2006

2009

Per cent

Source: Author’s calculations.

Note: Coefficient of the indicator variable for private schools
in (weighted) least squares and conditional quantile (Koenker
e Bassett, 1978) regressions, also including the socioeconomic
variables, the school location indicators and the constant as
regressors.

Source: Author’s calculations.

Note: Coefficient of the indicator variable for private schools
in (weighted) least squares and conditional quantile (Koenker
e Bassett, 1978) regressions, also including the socioeconomic
variables, the school location indicators and the constant as
regressors.

and 3B. In the 2009 national exams, private schools outperformed public schools on average by about
9 and 16 per cent, respectively, in Portuguese and mathematics (Publico, 2009).

6. Conclusions

This study presents an analysis of the evolution of Portuguese students’ scores in the OECD PISA cycles
of 2003, 2006 and 2009. The main conclusions are as follows.

o Afterarelative stabilization between the 2003 and 2006 editions, Portuguese students’ marks improved
considerably in the 2009 edition, both in mathematics and reading. This allowed a progression towards
intermediate positions in the ranking of EU countries, especially in the latter subject.

e The variation in scores between PISA cycles has been substantially influenced by the changes in
determinants, particularly with regard to the family background of children and, more importantly, the
distribution of students by grades.'” Such changes in determinants have been partly caused by the use of
sampling methods for data collection.

e Keepingthestudent characteristics and family background constant, there has been asteady improvement
in scores over the considered PISA cycles, which can be attributed to the educational system. The positive
impact of the return on the variables was, in the cycle of 2006 compared to 2003, offset by unfavourable
changes in the distribution of students by grades and family context. On the contrary, between 2006 and
PISA 2009, the two components reinforced each other, resulting in a sharp increase in marks.

e An analysis of scores in public and private schools in PISA indicates a tendency for a fading of the
differences between both types of educational institutions. However, given the small number of private
schools in the sample, the extrapolation of these findings to the universe of students appears to be
problematic.

17 This suggests that a comparison between PISA results over various editions, even in descriptive terms, should be
made according to the student grade, as a simple way of controlling for such changes.
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Appendix 1: Definition of the explanatory variables calculated by the author

Educational resources athome. Index calculated from students’ answers to six questions about household

possession of the following items: a desk to study, a quiet place to study, a computer for schoolwork,
educational software, books to help with schoolwork and a dictionary.

Grade amplitude. Calculated as the difference between the minimum and maximum grades taught at
schools.

Autonomy of resources. Index computed from schools’ answers to six questions about who has the

responsibility for: teacher hiring, teacher firing, setting initial salaries, setting salary increases, formula-
tion of the overall school budget, and changing allocations inside the budget.

Autonomy of curriculum and assessment. Index computed from schools’ answers to four questions

about who has responsibility for: defining student assessment policies, choosing the textbooks used,
defining curricula, and choosing the courses offered.



THE QUARTERLY NATIONAL ACCOUNTS IN REAL-TIME: AN
ANALYSIS OF THE REVISIONS OVER THE LAST DECADE*

Fatima Cardoso** | Anténio Rua**

ABSTRACT

In this article, the revisions of the Portuguese Quarterly National Accounts over the
last decade are analyzed. We assess the real-time behaviour of GDP estimates and
corresponding expenditure and supply side components. In particular, we focus on the
revisions up to one year after the release of the first estimate as well as on the revisions
resulting from the inclusion of the Annual National Accounts. In the case of GDP, the
reliability of the flash estimate, more recently made available by INE, is also assessed.
The results for GDP suggest that the revisions up to one year are not significant
although the revisions can be larger when the Annual National Accounts are included.
The expenditure components related with external trade present the largest revisions
while the supply side estimates are more fragile than those from the expenditure side.

1. Introduction

The Quarterly National Accounts (QNA) constitutes one of the most important pieces of information
regarding the economic developments of a given country. It includes estimates for the major macro-
economic variables and represents the most updated overall picture concerning the economic situation,
which serves as basis for macroeconomic projections as well as for policy-making. However, the national
accounts are subject to revisions throughout time which reflect the arrival of new information as well
as methodological changes so as to improve its quality. The importance of the national accounts and
the need to be as timely as possible, lead inevitably to revisions as the first estimates will always have
a preliminary nature. Given its relevance in the economic short-term analysis, the evaluation of its real-
time reliability becomes crucial.

The assessment of reliability relates to the issue of measuring how close an initial estimate is to subse-
guent estimates and not to discuss the degree of approximation of this estimate to the reality that
intends to measure. The analysis of the revisions consists in comparing an estimate available at a given
point in time with the one which will be available afterwards for the same reference period. Note that
the revisions make part of the statistical production process and reflect not only the arrival of new infor-
mation as well as the revisions policy of the statistical authorities. Hence, one should not conclude that
an estimate subject to smaller revisions is necessarily better than other more revised. However, as the
presence of significant revisions may harm the economic situation assessment and the corresponding
forecasting exercise, it is important to quantify the revisions magnitude. According to Aruoba (2008), a
good initial estimate (“well-behaved” revisions) results in revisions that are not very significant (both in
size and volatility) and unpredictable, that is, the revisions should not present a systematic behaviour.

* The opinions expressed in the article are those of the authors and do not necessarily coincide with those of the
Banco de Portugal or the Eurosystem. Any errors and omissions are the sole responsibility of the authors.

** Banco de Portugal, Economics and Research Department.
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The analysis of revisions of macroeconomic data, in particular the main aggregates of QNA, has been
widely discussed in literature. In fact, there is a wide range of studies that look at various countries the
issue of revisions to GDP and its components. See, for example, Aruoba (2008) for the U.S., Meader
(2007) for the United Kingdom or Kholodim and Silivesstivs (2009) for Germany. In turn, Faust (2005)
analyzes the revisions to the first estimates of GDP for the G-7 countries. It should be noted that this
topic has also received attention from international institutions such as the OECD and the ECB. See for
example, Ahmad et al. (2004) and McKenzie (2006) for comparative analysis of GDP revisions for several
OECD countries and ECB (2009) for the euro area.

The existence of such revisions resulted in a growing interest in evaluating its impact on various areas of
macroeconomic analysis. For example, Orphanides (2001, 2003) discusses the importance of revisions
in the implementation and interpretation of monetary policy rules, in particular, the Taylor rule. In turn,
Orphanides and van Norden (2002) analyze the impact on estimating the output gap and Stark and
Croushore (2002) evaluate their relevance in the context of forecasting.! A recent overview of this strand
of literature can be found in Croushore (2011).

In the Portuguese case, the methodology used to compile the QNA, at least for part of the aggregates,
is indirect, that is, it is based on the relationship between the values of the Annual National Accounts
(ANA) already released and associated indicators, available quarterly. Whenever ANA are released, the
QNA are revised so as to be coherent with these annual values. Discarding substantial methodological
changes, revisions to the QNA are essentially of two types: revisions to the associated indicators that
underlie the estimation of the QNA and changes to the annual reference values (with the release of new
ANA). The inclusion of ANA (which are estimated with a greater degree of detail and information) may
lead to more substantial revisions in the quarterly values of a given year. Moreover, the arrival of annual
reference values may have an impact not only in the estimates of that year but in the whole series due
to potential adjustments in the estimated coefficients. Besides these two types of revisions, there may
be minor revisions due to seasonal adjustment.

In particular, José (2004) evaluated the revisions of the Portuguese QNA for the period between the
4th quarter of 1991 and the 1st quarter of 2004. However, the analysis of the revisions in that sample
period faces several problems including: the change of the European system of accounts from ESA79
to ESA95 in the 2nd quarter of 2000, implying a series break due to methodological and conceptual
changes; periods of interruption in the release of the QNA; the change in the release calendar with
the first estimate being released 70 days after the reference period instead of 120 days starting from
the 4th quarter of 2002. Therefore, this article intends to revisit the real-time reliability of the QNA by
considering a homogeneous sample period, i.e., unaffected by the above mentioned problems. Thus,
the period examined runs from the 4th quarter of 2002 up to the 1st quarter of 2011, corresponding to
the period of regular dissemination of the QNA with the current framework, that is, estimates according
to ESA 95 with the first estimate (i.e., detailed QNA) being released 70 days after the reference period.
Moreover, since the 1st quarter of 2007, the INE releases a flash estimate for GDP 45 days after the
end of the reference quarter, which justifies an assessment of this advance estimate for GDP. The flash
estimate will be analyzed separately. The analysis of revisions to the QNA will be performed resorting to
a set of descriptive statistics commonly used in such studies.

The article is organized as follows. In section 2, the data and methodology are described, that is, the
type of revisions and the measures used are discussed. In section 3, we analyze the revisions to the main
economic aggregate, that is, GDP. This section provides a more comprehensive analysis, including also
the analysis of the flash estimate revisions, as well as the revisions to the quarterly estimates due to the

1 For example, in the case of the UK, the fact that GDP is subject to revisions led the Bank of England, under the
release of its macroeconomic projections, to incorporate such information in the construction of the so-called
fan chart for GDP in order to reflect the uncertainty about the past (see Bank of England (2007)).



inclusion of the ANA. In addition, we analyze the revisions to the rates of change in volume of the main
aggregates of QNA, including the various components on the expenditure and supply sides, as well as
the deflators. Section 4 presents the main conclusions.

2. Data and methodology

The first estimate of the QNA for a given quarter (including expenditure and supply side disaggregation)
is currently released 70 days after the end of the reference period. This estimate may be revised in the
following publications which are released with a quarterly periodicity. Hence, simultaneously with the
release of the first estimate of quarter t, a second estimate for the quarter t-1, a third estimate for the
quarter t-2 and so on, are also released. In the current format, each publication includes a collection of
quarterly data? for the period from the 1st quarter of 1995 to the reference quarter.

The data to be analysed include GDP and its main expenditure components as well as Gross Value Added
(GVA) and corresponding breakdown by main branches of activity, available in 34 vintages for the period
between the 4th quarter of 2002 (released in March 2003) and the 1st quarter of 2011 (disclosed in
June 2011).

With such database it is possible to analyze several types of revisions. The first revision for a given quarter
is the difference between the second and the first estimates. For subsequent quarters, we can analyze
revisions vis-a-vis the previous quarter estimate or vis-a-vis the first estimate.

Since estimates are likely to be revised in each QNA release, the values for the most remote quarters
are subject to a longer period of revision. When considering the most recently published data (that is,
the latest estimate), it includes different revision horizons for each quarter vis-a-vis the first estimate.
Moreover, the last quarterly figures are not yet subject to any annual restriction imposed by the ANA
while the more remote quarterly figures already incorporate the corresponding ANA. Hence, only revisions
with the same horizon for all quarters will be analyzed and therefore the revision to the first estimate
vis-a-vis the currently available estimate will not be considered. In particular, we focus on the revisions
up to one year after the release of the first estimate. On one hand, within this time frame of revision,
the estimates have not yet been subject to the potentially more substantial revisions due to the inclusion
of the respective ANA. In fact, the ANA are usually released with a lag of more than one year after the
disclosure of the first estimate for the fourth quarter of the corresponding year. On the other hand, by
considering a limited time interval of revision (which also allows not to lose many observations in the
analysis), it minimizes the inclusion of revisions due to more significant methodological changes (as, for
example, base changes, which affect the whole series) and that do not reflect the regular revision process.

Concerning the flash estimate (which is released 45 days after the end of the respective quarter), since
it is only available for GDP and for a shorter sample period (from the 1st quarter of 2007 onwards) it is
analyzed separately. In this case, we evaluate the revisions to the flash estimate vis-a-vis the first estimate
(which is disclosed 70 days after the end of the quarter).

We also assess, for GDP, the impact of the inclusion of the ANA on the quarterly values of the corre-
sponding year. Although in this case, the revisions are less comparable, as annual figures have been
released with different time lags, it is important to have an idea of how much the quarterly figures may
change after the inclusion of the respective ANA. Therefore, the revisions to the GDP quarterly figures
of a given year, after the inclusion of the respective ANA, are presented. The analysis of the revisions
due to the inclusion of the ANA is also done, although more briefly, for the GDP main components as
well as for GVA and its breakdown by activity branches.

2 In real-time data analysis, the data collections corresponding to each publication are usually called vintages.
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The analysis of the revisions is conducted using a wide range of statistical measures commonly used in this
kind of studies. For ease of exposition, let us consider the revision as being the difference between the
rates of change (on year-on-year terms or on quarter-on-quarter terms) of the initial and final estimates
(here understood as the estimates before and after revision, respectively).

As a sign indicator, the mean revision is computed. The closer to zero is the mean, the less biased is the
initial estimate. To assess this, a test on the significance of the mean is performed, that is, we test whether
or not the mean is statistically different from zero. A statistically significant and positive (negative) mean
revision indicates that the variable was under(over)estimated in the initial estimate, suggesting a systematic
behaviour of the revisions. The proportion of positive revisions can also be seen as an indicator of the
sign of the revision of the initial estimate (a high percentage of positive or negative revisions suggests
a bias of the initial estimate).

Since revisions of opposite sign tend to cancel out, the main indicator used to measure the size of revi-
sions is the mean absolute revision, i.e. the average of the absolute value of the revisions. Alternatively, in
order to take into account the scale of the variable, we also calculate the relative mean absolute revision,
that is, the ratio between the absolute average of the revisions and the absolute average of the variable
(in this case, in terms of the rates of change) corresponding to the final estimate. This measure can be
interpreted as the average proportion of the estimate that is revised. Other measures are also calculated,
as the sign concordance for the rates of change (when comparing the initial and final estimates) as well
as the direction (acceleration/deceleration) concordance.

Besides a small mean, it is also desirable that the revisions have a low volatility. Thus, we calculate some
measures of volatility such as the standard deviation of the revisions and the noise-to-signal ratio, i.e.,
the ratio between the standard deviation of the revisions and the standard deviation of the final estimate,
which takes into account the volatility of the variable itself. In addition, we present the decomposition of
the mean squared revision (MSR), which is the average of the squared revisions (for a description of a set
of measures including this decomposition, see, for example, Di Fonzo (2005) and McKenzie (2006)). This
measure is decomposed into 3 components (UM, UR, and UD) such that UM+UR+UD=100. UM is the
proportion of MSR due to mean revision not being equal to zero, UR is the proportion that results from
the correlation between the initial and final estimates being different from 1 (in particular, UR is higher
the lower the correlation between the initial and final estimates) and UD is the residual component.
Reliable estimates imply small values for UM and UR and a high value for UD, that is, the proportion not
caused by systematic differences between the estimates before and after revision.

In the next section, revisions to both the year-on-year (yoy) and quarter-on-quarter (qoq) rates of change,
in volume terms as well as deflators, are analysed. It should be noted that, as the yoy relates to the
goq rates of change, there is a relationship between the revisions to the yoy and qoq rates of change
for a given release. A revision to the yoy rate of change roughly corresponds to a weighted sum of the
revisions to the four goq rates of change (between quarter t and quarter t-4) implicit in the vintage of
quarter t. Most of the analysis conducted in section 3 focuses on the rates of change in volume terms
but revisions to the deflators are also briefly discussed in subsection 3.4.



3. Revisions

3.1 GDP

3.1.1 First estimate and following estimates up to one year

Chart 1 shows the yoy and goq rates of change of GDP, in volume terms, implicit in the first estimate of
each quarter as well as in the following estimates up to one year after the first estimate. The chart also
includes the rates of change according to the latest release, that is, the last vintage used in this study.
One can see that the various estimates show a very similar evolution, which translates into a high correla-
tion coefficient between them. When comparing the latest version (current estimate) with the estimates
released up to one year after the first estimate, there are some noteworthy differences, particularly for
the period prior to 2007. However, it should be remembered that, as mentioned above, the differences
between the latest version and the first estimate reflect a revision time frame which is not comparable
across different quarters. In particular, the INE has conducted base changes® accompanied by revisions
of the entire series which may have had greater impact in more remote quarters, whereas the quarterly
estimates for the period after 2008 are still not subject to any annual constraint, as the latest year for
which there are ANA is 2008. Given the different nature of the revisions and in order to analyze relatively
comparable revisions, we have chosen to focus the analysis on the revisions up to one year. However,
GDP revisions due to the inclusion of the ANA will also be briefly discussed in subsection 3.1.3.

Table 1 presents the main measures concerning the revisions to the rates of change in volume (up to
one year after the first estimate) vis-a-vis the estimate released in the previous quarter, as well as the
accumulated revision after one year.

The mean revision to the first estimate of the yoy growth rate is zero and only marginally positive (0.02
p.p.) in the case of the qog growth rate. In the remaining revisions, the averages are also close to zero,
being after one year 0.08 p.p. in the case of the yoy rate of change and 0.01 p.p. in the case of the goq
rate of change. None of the values obtained for the mean revision is statistically different from zero,

Chart 1
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Source: INE.

3 The change to the 2000 base occurred with the release of the 2nd quarter of 2005 and the change to the 2006
base took place with the release of 1st quarter of 2010.
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which indicates that there is no bias in the different estimates. In absolute terms, the mean revision is
higher in the first revision than in the following revisions, being about 0.2 p.p. after one year for both
the yoy and qoq rates of change. The percentage of positive revisions after one year is around 50 percent
for both rates, so there is no predominance in terms of the sign of the revisions. Both in terms of sign
and acceleration/deceleration, the concordance between the various estimates is quite high, indicating
that the evolution is not significantly changed after each revision. From the results obtained for both the
standard deviation and the noise-to-signal ratio, one can conclude that the volatility of GDP revisions
is relatively low. Furthermore, the various revisions are, in general, weakly autocorrelated. The mean
squared revision is low in both cases and the revisions are “well behaved” given the high weight of the
UD component, indicating no systematic pattern. In summary, the revisions to the GDP quarterly growth
rates are not significant and do not present any undesirable properties based on the results obtained
with the measures commonly used in this type of analysis.

3.1.2 Flash estimate

In this section, we analyze the revisions to the flash estimate after the release of the first estimate of the
QNA. Note that the results presented for the flash estimate revisions are not strictly comparable with
those presented in the previous section, given the lower number of observations available for evaluation.
Moreover, since the sample period is relatively short, these results should be interpreted with additional
caution.

Chart 2 shows the GDP yoy and qoq rates of change, in volume, implicit in the flash estimate for each
quarter, and the subsequent estimate, i.e., the first estimate. There is a high correlation between the
two estimates, recording a correlation coefficient close to 1 both for the yoy and qoq rates of change.
The largest revision in both cases occurred in the 4th quarter of 2008 (around 0.3 and 0.4 p.p. for the
yoy and qoq rates of change, respectively) at the time of the revision of several short-term indicators as
result of a base change and the adoption of the new classification of economic activities (NACE rev. 3).
The mean revision is approximately zero in both cases and the absolute mean is about 0.1 p.p. (Table 2).
The revisions to the flash estimate present a standard deviation and a noise-to-signal ratio relatively low.
Overall, the results point to a high information content of the flash estimate concerning the first estimate.

Chart 2
FLASH ESTIMATE OF QUARTELY GDP, IN VOLUME
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Table 2
DESCRIPTIVE STATISTICS OF REVISIONS TO THE FLASH ESTIMATE

Mean -0.01 0.00
Mean absolute revision 0.09 0.10
Relative mean absolute revision 0.05 0.17
Minimum -0.19 -0.21
15t quartile -0.09 -0.08
Median -0.01 -0.01
3 quartile 0.03 0.06
Maximum 0.28 0.42
Standard deviation 0.12 0.14
Noise-to-signal 0.06 0.16
15t order autocorrelation coefficient -0.07 -0.22
Proportion of positive revisions 0.41 0.47
Sign concordance 1.00 0.82
Direction concordance 0.82 1.00
Mean squared revision 0.01 0.02
UM 0.87 0.00
UR 0.77 22.75
ub 98.36 77.25
Root mean squared revision 0.12 0.14

3.1.3 Revisions due to the inclusion of the ANA

When INE releases the first estimate for the last quarter of each year, it is implicitly provided the first esti-
mate for the annual GDP of the corresponding year (the annual preliminary estimate which results from
the aggregation of the quarterly values). With the publication of the ANA, the QNA are revised so as to
reflect these annual values. These revisions have a different nature from those resulting from the mere
update of the associated indicators because they reflect an information set substantially wider, resorting
to statistical sources only available on an annual frequency. We analyze the impact of the inclusion of
the ANA on the QNA estimates. The ANA for the period from 2002 up to 2008, which is the latest year
available at the time this article was done, were released with a lag of 4 to 10 quarters (Table 3) after
the release of the fourth quarter of the respective year (and corresponding annual preliminary estimate).

In Chart 3, we present the revisions to the yoy rate of change of the 4 quarters of each year due to the
inclusion of the ANA.# We analyze two types of revisions: i) vis-a-vis the immediately preceding publica-
tion and ii) vis-a-vis the first estimate of the last quarter of the respective year (and corresponding annual
preliminary estimate).

In general, the inclusion of the ANA implies larger revisions than those observed up to one year after the
first estimate. In the case of GDP, the years 2004, 2005 and 2007 were characterized by a substantial
revision of the rates of change of the QNA after the release of the respective annual accounts. It should
be noted that 2004 and 2007 correspond to years of base change, with several methodological changes
in the annual accounts, which may explain the larger impact in terms of revisions. For the average of the
quarters of 2007, the GDP growth rate was revised by around 0.5 p.p. with the inclusion of the ANA,
vis-a-vis both the previous release and the release by the first time of the fourth quarter of that year. For
2004 and 2005, the average revisions were about 0.5 and 0.6 p.p. respectively, when compared with
the yoy rates of change implicit in the annual preliminary estimate of the respective year and 0.2 p.p. in
both years vis-a-vis the release of the QNA immediately preceding the disclosure of the ANA. In general,
the revisions vis-a-vis the immediately preceding release are smaller than those recorded vis-a-vis the
annual preliminary estimate, which suggests a convergence of the QNA over time to the annual values
to be released under the ANA.

4 For the years 2002 and 2003, the ANA were published with a provisional nature due to the expected change to
the 2000 base.



Table 3
RELEASE CALENDAR OF ANNUAL NATIONAL ACCOUNTS (ANA)

=

2002 Q3 2004 7
2003 Q4 2004 4
2004 Q2 2007 10
2005 Q4 2007 8
2006 Q2 2008 6
2007 Q12010 9
2008 Q12011 9

Chart 3
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3.2 Expenditure components

For the sake of the exposition that follows and because the findings are qualitatively similar for the goq
rates of change, the discussion of the results concerning revisions will focus on the yoy rates of change,
most commonly used in the short-term economic analysis in Portugal. The results for the yoy and goq
rates of change, in volume, are shown in Tables 4 and 5, respectively. In these tables, we report the
statistical measures for the revisions to the first estimate, i.e., the first revision which the values of GDP
components are subject to and for the revisions accumulated after one year. It should be noted that the
findings are also similar for these two types of revision so no distinction will be done when analyzing
the results.

In general, GDP components present a positive mean revision although not statistically different from
zero.® However, the mean revision after one year is higher than that observed in the case of the first
revision indicating that the revisions do not cancel out over time. In terms of mean absolute revision,
most components record a higher value than that of GDP. Only private consumption and the contribu-
tion of changes in inventories to GDP growth have a slightly lower value. Among the components which

5 The case of the revisions accumulated after one year regarding imports is an exception, with a significance level
of 5 per cent.
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have a higher mean absolute revision, one should highlight the items related to external trade, with
imports being more revised than exports.® It should be noted that in terms of GFCF, the most revised
item is GFCF in transport equipment, probably reflecting the difficulty in estimating the GFCF non-auto
transport equipment (i.e., ships, railways and aircrafts), with the external trade statistics as the main
source of information.

In terms of the proportion of positive revisions, it should be mentioned the cases of both private and
public consumption as well as exports and imports with values clearly above 50 percent. For example,
the percentage of times that exports is revised upwards after a quarter is 67 per cent and rises to 83 per
cent after one year. All expenditure components present a rather high concordance (usually above 90
per cent) both in sign and direction (acceleration/deceleration).

Regarding the volatility of the revisions, the components that register the highest values in terms of
standard deviation are GFCF (especially transport equipment), exports and imports. However, considering
the noise-to-signal ratio, which takes into account the variability of the variables, these components
register relatively low values. It should be noted that in terms of the main aggregates, public consump-
tion is the variable that has a higher noise-to-signal ratio.

Concerning the decomposition of the MSR, this indicator suggests that revisions have a “good” behav-
iour, in terms of mean and correlation between the estimates, in most GDP components. The residual
component UD is clearly predominant, suggesting that the revisions do not present a systematic pattern.
In particular, imports have the lowest UD, that is, the “worst” performance.

Given that GDP is generally less revised than its components, it becomes interesting to analyze whether
the revisions between the various components are correlated or not. In fact, the existence of a significant
correlation between revisions may indicate common sources of revision. Table 6 presents the correlations
between the revisions to the first estimate of the main expenditure components, for both the yoy and
goq rates of change. We find the presence of significant and positive correlations (with a significance level
of 5 per cent) between the revisions of imports and those of the other expenditure components. In fact,
it is natural that a revision of imports is also reflected in other variables of the expenditure particularly
in those whose estimation is done using imports based indicators. For example, in the case of the revi-

Table 6

CORRELATION MATRIX BETWEEN REVISIONS TO FIRST ESTIMATES OF GDP COMPONENTS
| YEAR-ON-YEAR RATES OF CHANGE, IN VOLUME

Private consumption 1.00

Public consumption 0.03 1.00

GFCF 0.20 0.27 1.00

Change in inventories® 0.17 0.33* 0.36* 1.00

Exports 0.32* 0.33* 0.22 0.13 1.00

Imports 0.45** 0.56*** 0.71%** 0.34* 0.66*** 1.00

I QUARTER-ON-QUARTER RATES OF CHANGE, IN VOLUME

Private consumption 1.00

Public consumption 0.30 1.00

GFCF -0.09 0.28 1.00

Change in inventories® 0.04 0.09 -0.22 1.00

Exports 0.11 0.40** 0.00 0.30 1.00

Imports 0.37** 0.69*** 0.48 0.42** 0.62*** 1.00

Notes: (a) Contribution to GDP rate of change. ***, **, * correspond to a value statistically different from zero with a significance
level of 1%, 5% and 10%, respectively.

6 Cardoso and Duarte (2009) studied the revisions to nominal exports and imports of goods on a monthly basis,
concluding that imports are more revised than exports, being positive and statistically significant in both cases.



sions to the yoy rate of change, the GFCF is the component most highly correlated with imports (0.71).
Thus, in spite of imports being significantly revised this does not translate into substantial revisions of

GDP since part of these revisions is accommodated by revising the remaining expenditure components. 0
With regard to revisions arising from the inclusion of the ANA, one can conclude that the mean revision
for each expenditure component is positive, similar to what happens to GDP, vis-a-vis both the annual 149

preliminary estimate and the immediately preceding released estimate (Chart 4). In general, the mean
revision vis-a-vis the annual preliminary estimate is higher than that recorded over the preceding estimate.
In absolute average terms, the component that has the highest value vis-a-vis the annual preliminary
estimate is public consumption while GFCF is the most revised item vis-a-vis the immediately preceding
estimate.

Articles

Chart 4

REVISIONS TO GDP COMPONENTS DUE TO THE INCLUSION OF ANNUAL NATIONAL ACCOUNTS |
IN ANNUAL TERMS AND IN VOLUME
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3.3. GVA by branches of activity

In what concerns the GVA and its breakdown, the analysis of revisions is affected by some additional
problems. On the one hand, from the release of the 4th quarter of 2005 onwards, intermediate consump-
tion of FISIM is broken down by the different branches of activity, rather than being imputed to a single
fictitious branch (and being deducted from the sum of the value added of all sectors of activity). Natu-
rally, this change may have resulted in larger revisions in the quarter of the methodological change,
potentially affecting the results. However, it should be noted that this only influences one observation in
each series of revisions. On the other hand, the change to the 2006 base occurred simultaneously with
the adoption of the new classification of economic activities (CAE Rev. 3) which led to a reformulation
of the breakdown of the GVA by branch of activity in the QNA from the 1st quarter of 2010 onwards.
Although the designations do not always coincide exactly with those of previous series (the designations
herein presented refer to the current ones), we tried to ensure intertemporal comparability. As in the
previous case, this change only affects the value of the revisions for one quarter so the impact should
be relatively limited.

Regarding GVA as a whole, it is more revised than GDP, both in terms of mean and absolute mean
revisions (Table 4). In addition, the GVA also presents a worse behaviour according to most of the
other measures. In terms of breakdown of GVA, the components subject to larger revisions include the

[

branches “agriculture, forestry and fishing,” “energy, water supply and sewerage” and “financial and
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real estate activities”. Concerning the inclusion of the ANA, in terms of mean absolute revisions, the
magnitude of the revisions vis-a-vis the annual preliminary estimate is similar to that recorded vis-a-vis
the immediately preceding estimate which indicates that there is not a convergence to the ANA over
time, unlike the observed for the expenditure components (Chart 5). It should also be noted that the
size of the revisions is substantially larger for the supply side components than for expenditure items.
Overall, the results suggest that the statistics for the supply side are more fragile, in terms of revisions,
than those for the expenditure side.

Chart 5

REVISIONS TO GVA BY BRANCHES OF ACTIVITY DUE TO INCLUSION OF ANNUAL NATIONAL ACCOUNTS |
IN ANNUAL TERMS AND IN VOLUME
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3.4. Deflators

Tables 7 and 8 present the main statistical measures concerning revisions to the yoy and goq rates of
change of the QNA implicit deflators, respectively. In general, the mean revisions for GDP and expenditure
components are relatively small and not statistically different from zero. For GDP, the average of the first
revision to the yoy rate of change of the deflator is nil and the average revision after one year is 0.07
p.p. In terms of absolute revisions, the less revised component is private consumption, which is related
to the fact that CPI (which is the main source of information for calculating the private consumption
deflator) is not revised. The most revised components are public consumption and gross fixed capital
formation. In terms of GFCF components, the deflators of GFCF in machinery and transport equip-
ment are substantially more revised than that of GFCF in construction. One should note that the rates
of change of exports and imports deflators are less revised than the corresponding rates of change in
volume, suggesting that revisions to nominal values of external trade are reflected more in volume than
in prices. Concerning volatility, public consumption is the variable that has a larger noise-to-signal ratio.
GFCF also presents a relatively high volatility, particularly in the components of machinery and transport
equipment. In turn, the noise-to-signal ratio of exports and imports is very small (and even below the one
for GDP), i.e., taking into account the volatility of external trade deflators, the respective volatility of the
revisions is relatively low. Considering the decomposition of the mean squared revision, the percentage of
the residual component of the revisions is, in general, high, suggesting there is no systematic pattern of
revisions. The high percentage of concordance in terms of sign and direction of rates of change suggest
that the first estimate is informative about the evolution of the deflators.



By components of the GVA, “agriculture, forestry and fishing” is the one with the most significant
revisions both in terms of size and volatility. In contrast, the branch of activity less subject to revisions
is “trade, hotels and restaurants”, which probably relates to the fact of the calculation of the deflator
being very dependent on information associated to CPI.

4. Conclusions

In this article, we evaluated the real-time behavior of the QNA in Portugal over the last decade. In
particular, we analyzed the different estimates for the rate of change in volume of GDP, including the
flash estimate, as well as the impact of the inclusion of the ANA. It is possible to conclude that both
the flash and the first estimates of GDP are not subject to significant revisions in subsequent estimates,
although they may be subject to larger revisions when the ANA are released.

The analysis of the revisions to the rates of change in volume also comprises the main components of GDP
as well as the GVA and the corresponding breakdown by branches of activity. In terms of expenditure
components, we find that the items associated to external trade present larger revisions, with imports
being more revised than exports. However, the existence of significant and positive correlations between
imports and the remaining expenditure components mitigates the impact on GDP in terms of revisions.
Regarding the supply side, the GVA is more revised than GDP and the data by branches of activity presents
a more fragile nature than that of the expenditure side.
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