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THE PORTUGUESE ECONOMY IN 2004

1. INTRODUCTION

The Portuguese economy resumed positive

growth in 2004, albeit at a moderate pace. The esti-

mates of Banco de Portugal point to 1.1 per cent

real growth in Gross Domestic Product (GDP), af-

ter a fall of similar magnitude in the previous year.

In the year as a whole, the rebound in the economy

relied on the expansion of private domestic de-

mand. Exports behaved poorly, which translated

into market share losses. At the same time, imports

grew significantly, leading to an increase in the re-

spective rate of penetration in the domestic market.

Activity showed a pronounced intra-annual pat-

tern, characterised by a strong deceleration in the

second half of the year, which continued in the first

months of 2005. This reflected the deceleration in

corporate investment and especially exports, since

growth in private consumption remained broadly

unchanged from the first half of the year.

The world economy grew by 5.1 per cent in

2004, the highest rate of the past 25 years, along-

side a strong expansion of the world trade in goods

and services, which grew in volume by around 10

per cent, a broadly based improvement of condi-

tions in international financial markets and the

continued depreciating trend of the US dollar, no-

tably against the euro. The expansion of demand at

the global level contributed to a very significant in-

crease in oil and other commodity prices.

The additional improvement in the financing

conditions of the Portuguese economy — which

occurred despite the already high level of indebt-

edness — in parallel with growth in real wages

and the stabilisation of employment, contributed to

a recovery in confidence. These factors, together

with a virtual lack of fiscal consolidation, fostered

the expansion of domestic demand. In this context,

both private consumption and corporate invest-

ment recovered remarkably in 2004, in particular

growth in expenditure both on durable consumer

goods, including automobiles, and on investment

in machinery, metal products and commercial ve-

hicles. This composition of expenditure led to a

significant expansion of imports, which limited the

impact of the recovery in domestic demand on

GDP growth. Indeed, strong growth in demand for

imported goods reflects the increase of income, to-

gether with a reduction in relative prices of im-

ports, partly resulting from the appreciation of the

euro.

In contrast to the strong recovery in imports,

which after a slight fall in 2003, grew by almost 7.5

per cent in 2004, exports grew by around 5 per

cent, accelerating only slightly from the previous

year. Despite the remarkable recovery in exports of

services, exports of goods decelerated markedly,

growing below foreign demand, notably in the sec-

ond half of the year. The loss of market shares of

exports of goods also occurred in other euro area

countries and is likely to be partly related to the

cumulative appreciation of the euro in the past few

years. However, the poor performance of Portu-

guese exports also reflects the deterioration of the

competitive position of the economy, which be-

came apparent in the second half of the 1990s, and

is largely related to the higher cumulative growth

in unit labour costs in Portugal and to the speciali-

sation pattern of Portuguese exports. These factors

are particularly negative in a context of strengthen-

ing globalisation. The latter is translating into an

increasing participation of new players in interna-

tional markets — notably Asian developing econo-

mies, in particular China, and Central and Eastern

European countries that joined the European Un-

ion in May 2004 — reinforcing the difficulties of

the Portuguese export sector.

The acceleration in domestic demand and

wages contributed to the interruption of the down-

ward trend of the inflation rate in 2004 and the

widening of the differential between growth in

prices of goods and services. In the year as a
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whole, inflation measured by the annual average

change of the Consumer Price Index (CPI) stood at

2.4 per cent, close to the levels observed by the end

of 2003. Despite the strong increase in international

oil prices, pressures on prices of goods remained

contained, against a background of negative

changes in import prices of consumer goods and

an increase in the real rate of import penetration.

Growth in services prices remained high, as ser-

vices are less likely to be replaced by imports and

tipically have a higher share of labour inputs.

The growth pattern observed in 2004 translated

into a further increase in household indebtedness

and a considerable worsening in foreign accounts.

The net external borrowing requirements of the

Portuguese economy, measured by the joint deficit

of the current plus capital account, increased 2.6

percentage points (p.p.), to 5.9 per cent of GDP in

2004. This contrasts with the reduction in the exter-

nal deficit observed in the past two years and con-

stitutes an interruption of the adjustment process

of the macroeconomic imbalances of the Portu-

guese economy. The increase in the external financ-

ing needs reflected mainly a reduction in house-

hold and corporate savings. The financing needs of

the public sector remained broadly stable at a high

level. In a context of increasing financial integra-

tion and favourable financing conditions in inter-

national financial markets, the higher deficit of the

current plus capital account was financed by the

increasing recourse to the issuance of medium and

long-term securities in those markets by Portu-

guese banking groups, and also by an increase in

the issuance of securities abroad and the trade

credit obtained by non financial corporations.

2. MAIN INTERNATIONAL ECONOMIC

DEVELOPMENTS

The world economy grew by 5.1 per cent in

2004, the highest rate of the past 25 years (Table

2.1). The most important economic developments

in 2004 were the strong expansion of world trade,

the recovery in overall foreign investment flows,

the sharp increase in oil prices, the broadly based

improvement in financing conditions and the con-

tinued depreciating trend of the US dollar.

World trade of goods and services increased by

around 10 per cent, which is more than twice the

growth recorded in 2003. Overall flows of foreign

direct investment rose in 2004, after having fallen

for three consecutive years, mainly in emerging

market and developing economies, in particular

Asian economies. Indeed, foreign investment in

developed economies as a whole decreased further

in 2004, in particular in the euro area, while it re-

bounded in the US economy.

The expansion of world demand exerted up-

ward pressures on international commodity prices,

which increased significantly in 2004. Non-energy

commodity prices grew by around 22 per cent in

the year as a whole. The continued increase in iron

and steel prices is noteworthy. In the case of oil, the

demand pressure was exacerbated by unfavour-

able developments on the supply side, in particular

by political tensions in important producer coun-

tries and by the limited responsiveness of the pro-

duction chain, notably at the level of refinement in-

frastructures. In this context, oil prices reached a

historical high in nominal terms, 50 USD/barrel in

the case of Brent crude oil in late October, having

been subsequently revised downwards towards

the end of the year to values close to 40 USD/bar-

rel. In December 2004, the oil price per barrel stood

around 37 per cent above the value recorded at the

end of the previous year. However, the increase in

euro-denominated oil prices was less sharp - of

around 26 per cent – reflecting the appreciation of

the euro against the US dollar. In the first months

of 2005, against a background of persistent strong

dynamics of world demand driven by an unusu-

ally cold winter in Europe and North America, oil

prices resumed their upward trend and in

mid-March the price of Brent crude oil reached a

new historical high of 57 USD/barrel.

The behaviour of world trade, foreign invest-

ment flows and commodity prices reflect both the

continued cyclical recovery of the world economy

initiated in 2002, and the strengthening of global

economic integration. This phenomenon has been

reflected in the active participation of new players

in international trade, notably the Asian develop-

ing economies, in particular China, and the Central

and Eastern European countries that joined the Eu-

ropean Union in May 2004 (Chart 2.1). From the

perspective of the Portuguese economy, which is

still highly specialised in the production of goods

for which labour costs are a key determinant, these

trends have intensified competition, with conse-

quences for raising foreign investment and for ex-
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port markets, given the strong correlation between

these two variables. In parallel, increases in oil

prices account for an increase in corporate costs for

oil importing economies, with potential unfavour-

able effects on future developments in prices and

economic activity, aggravated in the Portuguese

case by the relatively intensive use of oil deriva-

tives in production(1).

The global economic recovery in 2004 was

broadly based across all geographical areas, while

it continued to be driven by the United States and

Asia. In the United States, GDP accelerated and ac-

tivity grew by 4.4 per cent, supported by both

strong growth in private consumption, in a context

of continued increase of employment in the course

of the year, and a significant increase in corporate

investment. In Japan, output grew by 2.6 per cent

in 2004, the highest rate since 1996. However, in

the course of the year the Japanese economy decel-

erated strongly, losing momentum both at the ex-

ternal level and the domestic demand level. In

Asian emerging market economies, economic ac-

tivity grew by 7.8 per cent, boosted by

intra-regional trade, notably with China. The Chi-

nese economy continued to grow by around 10 per
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Table 2.1

THE WORLD ECONOMY

Annual rate of change

2002 2003 2004

GDP
World economy . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.0 4.0 5.1

Advanced economies. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.6 2.0 3.4

USA . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.9 3.0 4.4

Euro area
(a)

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.9 0.5 1.8

Germany. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.1 -0.1 1.0

France . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.1 0.5 2.4

Italy . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.4 0.4 1.0

Spain . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.2 2.5 2.7

Portugal . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.4 -1.1 1.1

Japan . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -0.3 1.4 2.6

United Kingdom . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.8 2.2 3.1

Newly industrialised Asian economies
(b)

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.3 3.1 5.5

Emerging market and developing economies . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.7 6.4 7.2

Central and Eastern Europe
(c)

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . - 4.1 5.5

Developing Asia. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.5 8.1 8.2

China . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.3 9.3 9.5

India . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.4 7.5 7.3

ASEAN 4
(d)

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.6 5.4 5.8

Latin America . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -0.1 2.2 5.7

Memo: . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Emerging Asia
(e)

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . - 7.4 7.8

World trade volume of goods and services

International commodity prices in USD
Oil. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.2 13.8 33.3

Non-energy commodities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.5 14.3 21.7

Consumer prices
Advanced economies . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.5 1.8 2.0

Emerging market and developing economies. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.0 6.0 5.7

Sources: Banco de Portugal, International Monetary Fund, Eurostat, European Commission, HWWA and Thompson Financial Datastream.

Notes:

(a) Seasonally and working-day adjusted data for the euro area and the four major economies.

(b) Korea, Hong-Kong, Taiwan and Singapore.

(c) Ten countries that joined the EU in May 2004 (The Czech Republic, Estonia, Cyprus, Latvia, Lithuania, Hungary, Malta, Poland, Slovenia

and Slovakia ), Bulgaria and Romania.

(d) Indonesia, Malaysia, Philippines and Thailand.

(e) Includes developing Asia, newly industrialised Asian economies and Mongolia.

(1) See the article entitled “Oil prices and the economy”, by Paulo

Soares Esteves and Pedro Duarte Neves, in the December 2004

issue of the Economic Bulletin.



cent, mostly reflecting the continued buoyancy of

exports and investment.

In the euro area, the economic recovery initiated

in the second half of 2003 proceeded at a moderate

pace, and GDP recorded an annual average growth

of 1.8 per cent in 2004 (0.5 per cent in 2003). After

the first half of the year, during which activity was

quite buoyant, output decelerated, reflecting the

slowdown in exports, which was not sufficiently

offset by higher domestic demand growth. Never-

theless, domestic demand improved in the year as

a whole, as investment recovered somewhat,

showing a positive change, after having fallen for

three consecutive years. Private consumption con-

tinued to grow at a slow pace, in the absence of

significant improvements in employment and as

consumer confidence stabilised at low levels. With

regard to the largest euro area economies, it should

be noted that in France and Spain, economies that

grew above 2 per cent, activity was supported by

domestic demand. Conversely, in Italy and Ger-

many economic growth stood at values close to 1

per cent and recovery from 2003 relied on exports,

since domestic demand remained weak (Chart 2.2).

In the remaining Member States of the Euro-

pean Union, economic activity continued to ex-

pand at rates considerably above those of the euro

area. In the United Kingdom, GDP grew by 3.1 per

cent, fostered by domestic demand, in a context of

robust growth in wages and corporate profits. In

the ten new Member States, GDP grew above 5 per

cent in 2004, driven by investment. Imports and ex-

ports increased substantially as a result of acces-

sion to the European Union.

Although economic growth in the main coun-

tries of destination of Portuguese exports was con-

siderably below that recorded in other geograph-

ical areas, imports of goods from these countries

were quite buoyant, increasing by around 8 per

cent in volume. Therefore, foreign demand for Por-

tuguese goods and services developed favourably

(Table 2.2). However, Portuguese exports benefited

only partly from the expansion of foreign demand,

with a significant loss in the market share (see sec-

tion 4 “Output and expenditure”).

Inflation in the developed economies remained

subdued in 2004, at around 2 per cent. The pass-

through of the increase in oil prices to other prices

was limited, in a context in which existing spare ca-

pacity, increased international competition and the

higher credibility of monetary authorities contrib-

uted to low growth in wages in most economies. In

response to the emergence of some pressures on

prices and in a context of strong economic expan-

sion, the US and UK monetary authorities decided

to raise official interest rates several times in the

course of 2004. The Federal Reserve started to in-

crease interest rates in June, and by the end of the

year it had raised the target for the federal funds
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Chart 2.1

TRADE OF GOODS IN VOLUME
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Chart 2.2
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Source: Eurostat.



rate by a total of 1.25 percentage points (p.p.), to

2.25 per cent. The rise in the US official interest

rates continued in the first quarter of 2005, with

two further increases of 25 basis points (b.p.) in the

federal funds rate on 2 February and 22 March. In

the United Kingdom, after the first upward move-

ment of 25 b.p. by the end of 2003, official interest

rates were raised by 1 p.p. in 2004, to 4.75 per cent.

In the euro area official interest rates stayed un-

changed as domestic inflationary pressures re-

mained contained and the recovery proceeded at a

moderate pace. In Japan official interest rates also

remained unchanged, against a background of per-

sisting subdued deflationary pressures and a

weakening economy in the course of the year.

Developments in international financial markets

in 2004 were particularly favourable to the expan-

sion of economic activity. Stock markets rallied and

both government bond yields and yield spreads in

private debt markets of the main developed econo-

mies stood at very low levels, benefiting Portu-

guese issuers in such markets, notably banking

groups. In line with these developments, sovereign

debt spreads of emerging market economies

against US government securities narrowed to val-

ues close to historical lows (Table 2.3 and Charts

2.3 and 2.4). In parallel, implied volatilities in stock

and bond markets, which are traditional indicators

of financial market uncertainty, declined to levels

close to the lows seen in 1997/1998.

These developments reflected improved corpo-

rate financial conditions in developed economies,

in the context of economic recovery and consolida-

tion effort carried out in the past few years, as well

as investors’ greater appetite for risk, reflected in

the increased demand for investments with higher

potential profitability. This demand for profitabil-

ity occurred in the context of a protracted period of

accommodating monetary policies, notably in the

United States and in several Asian economies,

which was reflected in a situation of abundant li-

quidity worldwide. Indeed, the accumulation of

significant foreign reserves by Asian central banks,

reflecting foreign exchange interventions to pre-

vent or limit the appreciation of their respective

currencies vis à vis the US dollar, and the invest-

ment of these reserves in US Treasury securities,

contributed to maintain US long term interest rates

at particularly low levels, both in historical terms

and regarding US GDP growth prospects in the

long run. The increase in the demand for long-term

bonds by European and US pension funds and in-

surance companies, in a context of regulatory

changes calling for a better correspondence be-

tween the duration of their assets and liabilities, is

also likely to have contributed to maintain US

long-term yields at very low levels and to their ad-

ditional decrease in the euro area.

The depreciating trend of the US dollar con-

tinued to be the main development in foreign ex-
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Table 2.2.

EXTERNAL DEMAND FOR PORTUGUESE GOODS

Rate of change in volume, in percentage

Weights

2003

1999 2000 2001 2002 2003 2004

External demand
(a)

. . . . . . . . . . . . . . . . . . . . . . . . . . . 100.0 7.9 11.1 1.0 1.5 3.8 8.2

Intra euro area external demand . . . . . . . . . . . . . . 76.2 8.2 11.5 1.2 1.2 3.5 8.1

of which:

Spain . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 23.9 12.2 10.5 3.3 3.4 5.2 9.8

Germany . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20.1 7.7 11.1 -0.2 -1.5 5.8 7.8

France. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15.4 7.6 15.0 1.0 3.2 -0.2 8.1

Extra-euro area external demand . . . . . . . . . . . . . . 23.8 7.1 10.2 0.4 2.2 4.6 8.6

of which:

United Kingdom . . . . . . . . . . . . . . . . . . . . . . . . . . 11.8 6.7 8.9 3.1 1.7 5.5 7.5

USA . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.5 12.4 13.5 -3.2 3.7 4.7 10.8

Sources: European Commission (AMECO database) and United Kingdom’s Office for National Statistics.

Note:

(a) Calculated as weighted average of real growth in imports of goods of the 17 major trading partners. Each individual country was

weighted according to its share in Portuguese exports of goods in the previous year. The 17 selected countries are the destination of

around 90 per cent of total exports.



change markets, as the US currency depreciated by

around 5 per cent in nominal effective terms. De-

velopments in the US dollar continued to reflect in-

vestors’ concerns about the sustainability of the US

external deficit, against a background in which, de-

spite the cumulative depreciation since 2002 (of

around 16 per cent in nominal effective terms), the

current account deficit reached an unpreceded

level of 5.7 per cent of GDP (see Box “The imbalance

of US external accounts”) .

10 Banco de Portugal / Economic bulletin / Spring 2005

Economic policy and situation

Chart 2.3
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Chart 2.4

EMERGING MARKET DEBT SPREADS (a)

Source: JP Morgan.

Note:

(a) EMBI / EMBI+

Table 2.3

INTERNATIONAL FINANCIAL MARKETS

Daily data

Averages End of period

2002 2003 2004 2002 2003 2004

Stock market indices (change in percentage)

S&P 500 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -17 -3 17 -23 26 9

Nasdaq . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -24 7 21 -32 50 9

Nikkei 225. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -16 -8 20 -19 24 8

FTSE 100 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -17 -12 12 -24 14 8

MSCI Asia(excluding Japan) . . . . . . . . . . . . . . . . 4 1 29 -10 43 14

Dow Jones Euro Stoxx . . . . . . . . . . . . . . . . . . . . . . -23 -18 18 -35 18 10

10-year government bond yields (per cent)

United States . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.6 4.0 4.3 3.8 4.3 4.2

Japan . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.3 1.0 1.5 0.9 1.4 1.4

United Kingdom . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.9 4.5 4.9 4.4 4.8 4.5

Euro area. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.9 4.2 4.1 4.3 4.3 3.7

Nominal effective exchange rates (changes in percentage)

USD . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.6 -6.0 -4.6 -2.9 -8.9 -4.6

JPY . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -5.2 -0.1 1.9 1.8 2.2 -0.8

Sterling . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.5 -4.8 4.1 -2.7 -3.4 1.4

Euro . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.9 12.0 4.0 9.7 12.2 2.1

Sources: European Central Bank, Federal Reserve and Bloomberg.



3. MACROECONOMIC POLICIES

3.1 The monetary policy of the ECB and the monetary

and financial conditions of the Portuguese

economy

The monetary policy of the ECB

ECB interest rates remained unchanged at the

levels established in June 2003 (Table 3.1). The

minimum bid rate on the main refinancing opera-

tions remained unchanged at 2 per cent, reflecting

the assessment by the Governing Council of the

ECB that medium-term inflation prospects re-

mained in line with price stability and that, in this

context, the maintenance of the low level of interest

rates should continue to support the economic re-

covery in the euro area. Real short-term interest

rates thus remained close to zero over the year.

Price developments in 2004 were less favourable

than anticipated at the beginning of the year, as in-

flation measured by the year-on-year change in the

Harmonised Index of Consumer Prices (HICP) in-

creased from 1.7 per cent in the first quarter to

around 2.3 per cent in the three following quarters.

This was due to the impact of rising oil prices, as

well as increasing indirect taxes – notably on to-

bacco – and administered prices in some countries

(Chart 3.1). Developments in oil prices and possi-

ble further significant increases in indirect taxes

and administered prices, led the Governing Coun-

cil of the ECB to consider on May that the balance

of risks to price stability over the medium term

had become tilted to the upside. Nevertheless,

overall prospects remained consistent with price

stability in the medium term. Indeed, wage in-

creases were contained, while at the same time

subdued economic growth, the maintenance of

high unemployment rates and the impact of the cu-

mulative appreciation of the euro suggested that

this trend should continue. Around mid year, the

increase in long-term inflation expectations ex-

tracted from financial instruments recommended

special attention regarding developments in do-

mestic inflationary pressures(2).

Short-term money market interest rates re-

mained broadly stable in the course of the year, in

line with the behaviour of official interest rates. In

turn, government bond yields, after some fluctua-

tion in the first half of the year associated with de-

velopments in the US market, decreased sharply in

the second half of the year. The fact that yields on
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Table 3.1

INTEREST RATES OF THE EUROPEAN CENTRAL BANK

Per cent

Date of the decision Deposit

facility

Main refinancing

operations

Marginal lending

facility

5 Dec. 1998 . . . . . . . . . . . . . 2.00
(a)

3.00 4.50
(a)

8 Apr. 1999 . . . . . . . . . . . . . 1.50 2.50 3.50

4 Nov. 1999 . . . . . . . . . . . . . 2.00 3.00 4.00

3 Feb. 2000. . . . . . . . . . . . . . 2.25 3.25 4.25

16 Mar. 2000 . . . . . . . . . . . . 2.50 3.50 4.50

27 Apr. 2000 . . . . . . . . . . . . 2.75 3.75 4.75

8 Jun. 2000 . . . . . . . . . . . . . . 3.25 4.25 5.25

31 Aug. 2000 . . . . . . . . . . . 3.50 4.50
(b)

5.50

5 Oct. 2000 . . . . . . . . . . . . . . 3.75 4.75 5.75

10 May 2001 . . . . . . . . . . . . 3.50 4.50 5.50

30 Aug. 2001 . . . . . . . . . . . . 3.25 4.25 5.25

17 Sep. 2001. . . . . . . . . . . . . 2.75 3.75 4.75

8 Nov. 2001 . . . . . . . . . . . . . 2.25 3.25 4.25

5 Dec. 2002 . . . . . . . . . . . . . 1.75 2.75 3.75

6 Mar. 2003 . . . . . . . . . . . . . 1.50 2.50 3.50

5 Jun. 2003 . . . . . . . . . . . . . . 1.00 2.00 3.00

Source: European Central Bank.

Notes:

(a) In the period from 4 to 21 January 1999, the marginal lending facility and the deposit facility rates stood at 3.25 per cent and 2.75 per

cent respectively.

(b) As from this date, minimum bid rate in variable rate tenders.



index linked bonds (indexed to the euro area

HICP) have declined more sharply than yields on

ten-year nominal government bonds points to a

downward revision of medium-term growth ex-

pectations, which may reflect investors’ perception

that increases in oil prices and the appreciation of

the euro could have negative effects on the euro

area economic activity over a fairly extended pe-

riod of time.

Despite the decrease in long-term interest rates,

monetary conditions as measured by the monetary

conditions index for the euro area remained

broadly unchanged in the course of the year, due

to the effect of the appreciation of the exchange

rate of the euro (Chart 3.2). In nominal effective

terms, the appreciation of the euro stood at 4 per

cent in the year as a whole and at 2.1 per cent at

end of period values. The appreciation of the euro

was particularly significant vis à vis the US dollar,

the Japanese yen and the Chinese renminbi, cur-

rencies of economies having considerable shares in

trade with the euro area (Table 3.2).

The low opportunity costs of holding currency

contributed to persisting high growth rates of the

euro area monetary aggregate M3. After having

pursued over the first half of 2004 the moderation

trend initiated in the middle of the previous year,

monetary growth strengthened further in the sec-

ond half of the year. This trend continued in the be-

ginning of 2005. Although the robust growth in the

most liquid components continued to be the main

contributor to M3 growth in the course of 2004, the

strengthening of M3 in the second half of the year

was fuelled by an increase in the growth rate of the

remunerated components of this aggregate,

namely “other short term deposits” and “market-

able instruments”. This was probably associated
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Chart 3.1

EURO AREA
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(2) This measure of inflation expectations is derived as the differ-

ence between yields on nominal fixed income treasury bonds

and yields on French bonds linked to the euro area HICP (ex-

cluding tobacco). This indicator of inflation expectations

should be used with caution, due to several risk premia affect-

ing differently conventional bonds and index linked bonds,

namely liquidity and uncertainty premia relative to inflation de-

velopments in the medium and long term.

Chart 3.2
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with the flattening of the euro area yield curve ob-

served in the second half of the year, resulting

from the sharp decrease in long-term interest rates.

The low level of interest rates also contributed

to strengthen growth in loans to the private sector,

which benefited from improved credit conditions

offered by banks(3). Loans to households for house

purchase remained particularly buoyant, as their

respective year on year growth increased from 8.4

per cent at the end of the first quarter to 10 per cent

at the end of 2004. Bank loans to non-financial cor-

porations also accelerated remarkably in the course

of the year, going from a year-on-year change of

3.2 per cent at the end of the first quarter to 5.4 per

cent in December 2004. However, growth in bank

loans, the main debt component of the euro area

non-financial corporations, was partly offset by a

significant deceleration in debt securities financing,

which was revised downwards in the wake of

strong issuance activity in the previous year. The
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Table 3.2

EURO AREA

End-of-period data

2003 2004

I II III IV I II III IV

Exchange rates
ITCE-EUR

(a)
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 98.2 101.3 101.1 105.8 102.3 102.5 104.1 108.1

(percentage change against the previous quarter)
(b)

. . . . 4.1 3.1 -0.2 4.7 -3.3 0.2 1.5 3.9

EUR/USD . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.09 1.14 1.17 1.26 1.22 1.22 1.24 1.36

EUR/GBP . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.69 0.69 0.70 0.70 0.67 0.67 0.69 0.71

EUR/JPY . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 129.18 137.32 128.80 135.05 126.97 132.40 137.17 139.65

EUR/CNY
(c)

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.96 9.46 9.62 10.40 10.12 10.00 10.20 11.26

EUR/CHF . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.48 1.55 1.54 1.56 1.56 1.52 1.55 1.54

Interest rates
Overnight (EONIA) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.7 2.4 2.1 2.3 2.1 2.1 2.1 2.2

1-month Euribor . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.6 2.2 2.1 2.1 2.0 2.1 2.1 2.1

3-month Euribor . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.5 2.2 2.1 2.1 2.0 2.1 2.2 2.2

6-month Euribor . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.4 2.1 2.1 2.2 1.9 2.2 2.2 2.2

12- month Euribor . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.4 2.1 2.1 2.3 2.0 2.4 2.4 2.4

12-3 months (basis points) . . . . . . . . . . . . . . . . . . . . . . . . . -13 -9 0 19 2 31 24 20

10-year interest rate . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.1 3.9 4.1 4.3 4.0 4.4 4.1 3.7

Monetary and credit aggregates(d)

M1 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11.6 11.3 11.1 10.6 11.4 9.5 9.7 8.4

Currency in circulation . . . . . . . . . . . . . . . . . . . . . . . . . . . . 39.4 31.9 27.8 24.9 22.7 21.1 19.9 17.0

Overnight deposits . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.1 8.5 8.7 8.5 9.7 7.7 8.1 6.9

M2 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.1 8.4 8.2 7.6 6.7 5.6 6.3 6.5

Other short-term deposits (M2-M1) 4.8 5.7 5.4 4.7 2.1 1.7 2.7 4.5

M3 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.2 8.5 7.6 7.1 6.2 5.3 6.0 6.4

Marketable instruments (M3-M2) . . . . . . . . . . . . . . . . . . . 9.0 9.2 4.3 4.0 3.1 3.5 4.7 5.8

Credit
Credit to General Government

(d)
. . . . . . . . . . . . . . . . . . . 1.7 3.5 5.5 6.3 6.6 7.4 5.2 2.3

Credit to other euro area residents
(d)

. . . . . . . . . . . . . . . . 4.8 5.1 5.4 5.8 5.7 6.1 6.3 7.0

Loans to other euro area residents
(d)

. . . . . . . . . . . . . . . 4.7 4.6 4.9 5.5 5.3 6.0 6.5 7.0

Memo: sectoral breakdown of loans

Non-financial corporations . . . . . . . . . . . . . . . . . . . . . . . . 3.7 3.6 3.6 3.5 3.2 4.0 4.5 5.4

Households. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.9 5.5 5.8 6.4 6.6 7.3 7.8 7.8

Consumer credit. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.4 3.4 2.9 2.8 4.3 5.7 6.2 5.8

Lending for house purchase. . . . . . . . . . . . . . . . . . . . . . . . . 7.6 7.2 7.4 8.1 8.4 9.0 9.8 10.0

Sources: ECB and Bloomberg.

Notes:

(a) Weights in trade with the euro area (26.19 per cent), united Kingdom (19.18 per cent), Japan (11.45 per cent), China (6.93 per cent) e

Switzerland (6.31 per cent).

(b) A positive change corresponds to an appreciation of the euro.

(c) CNY: Chinese Renminbi.

(d) Seasonally adjusted. Year-on-year rates of change in the last month of the quarter.

(3) See “The results of the January 2005 bank lending survey for

the euro area”, in the February 2005 issue of the ECB Monthly

Bulletin.



overall recourse to debt financing by non-financial

corporations remained subdued in 2004, in line

with an improvement in corporate earnings and

subdued growth in the euro area corporate invest-

ment.

The monetary and financial conditions of the

Portuguese economy

The Portuguese economy continued to benefit

from favourable financing conditions, in line with

developments in international financial markets

and particularly in the euro area. Estimates based

on a monetary conditions index for Portugal sug-

gest that the low levels of money market interest

rates observed in the past few years had a cumula-

tive impact on output growth in 2004, partly offset

by trends in the effective exchange rate index for

Portugal. The same indicator also points to a signif-

icant cumulative contribution from monetary con-

ditions to the reduction in inflation in 2004 through

the exchange rate effect (Chart 3.3).

Average interest rates of bank loans to the

non-financial private sector declined further in

2004. In particular, the average interest rate of the

outstanding amounts of loans to non-financial cor-

porations declined by 30 b.p., to 4.4 per cent, while

the average interest rate of the outstanding

amounts of loans for house purchase decreased by

50 b.p., to 3.8 per cent (Table 3.3). In parallel, ac-

cording to five Portuguese banking groups in-

quired within the scope of the bank lending survey

for the euro area, criteria for the approval of loans

to enterprises and to households for house pur-

chase eased somewhat as from the second half of

2004(4).

In the capital market, significant valuations

were recorded. Long-term Portuguese Treasury

bond yields evolved in line with euro area bond

markets, having declined significantly particularly

considering end-of-year values. The stock market

followed the upward trend initiated in the second

half of 2003, and the PSI Geral index increased by

around 18 per cent from the end of the previous

year, compared with a valuation of 10 per cent in

the Dow Jones Eurostoxx index for the euro area.

As in major international markets, this valuation

took place against a background of continuing low

levels of volatility.
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Chart 3.3
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(4) The detailed results of the different surveys conducted are

available at the Banco de Portugal’s website

(www.bportugal.pt).
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Total indebtedness of non-financial corpora-

tions increased by 6.3 per cent in 2004 (Chart 3.4).

In contrast to developments in the euro area as a

whole, loans granted by resident credit institutions

decelerated. This was partly offset by an increased

recourse to the issuance of commercial paper, a

very close substitute of banking credit in the case

of larger enterprises. Recourse to other sources of

financing, including loans obtained from subsidiar-

ies located abroad and trade credit obtained from

foreign suppliers, also increased in 2004. In con-

trast, the issuance of bords has declined vis-a-vis

the previous year. Overall, the debt of

non-financial corporations debt as a percentage of

GDP increased slightly in 2004, remaining at very

high levels. The net issuance of shares by

non-financial corporations (quoted and unquoted)

remained subdued.

By contrast, loans granted by credit institutions

to households maintained a high growth rate, of

around 10 per cent, in the course of the year (Chart

3.5). Bank loans to house purchase remained par-

ticularly buoyant, driven by both historically low

interest rates and the diversification of contracts of-

fered by banks. The behaviour of credit supply in

this segment is associated with the fact of being

less costly in terms of own funds requirements and

provisions and being subject to strong competitive

pressures. Such pressures resulted in narrower

spreads, longer contractual delays and other mech-

anisms allowing to postpone the repayment of

mortgage debt. In parallel, and in line with the re-

covery in private consumption, loans for consump-

tion and other purposes other than house purchase

accelerated strongly. As a result, the indebtedness

of households as a percentage of disposable in-

come, which stands at a very high level in interna-

tional terms, increased further and is likely to reach

around 117 per cent by the end of 2004, 7 p.p.

above the value recorded at the end of 2003.

3.2. Fiscal policy

In 2004 the fiscal policy stance was only

moderatly tight despite the need to correct the

structural imbalances in public accounts. The small

improvement in the fiscal position continued to

rely on higher revenue, against a background of in-

creasing public pension expenditure. The public

debt ratio followed the upward trend initiated in

2001.

The general government deficit, on a National

Accounts basis, stood at 2.9 per cent of GDP in

2004, unchanged from the previous year(5) (Table

3.4 and Chart 3.6). In order to keep the deficit be-
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Chart 3.4

NON-FINANCIAL CORPORATION
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Source: Banco de Portugal.

Note:

(a) Includes loans granted by resident and non-resident

credit institutions; intra-group loans from abroad;

commercial paper; bonds and trade credit.

Chart 3.5

HOUSEHOLDS INDEBTEDNESS

Year-on-year rate of change
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low the 3 per cent of GDP reference value, it was

necessary, as in 2002 and 2003, to resort to a wide

range of one-off measures, with an impact of 2.3

per cent of GDP on the general government bal-

ance. This amount resulted from transfers from

state-owned enterprises to the civil servants pen-

sion system — Caixa Geral de Aposentações (CGA),

in exchange of the payment of future pensions of

employees covered by those enterprises pension

funds. These transfers have been recorded as capi-

tal revenue in general government accounts. The

general government deficit adjusted for the impact

of one-off measures stood at 5.2 per cent of GDP,

declining by around 0.2 percentage points (p.p.)

against the value recorded in 2003(6).

In 2004 the primary balance adjusted for the cy-

cle and the impact of one-off measures, an indica-

tor commonly used to measure fiscal consolida-

tion, increased by around 0.3 p.p. of GDP, since in-

terest expenditure remained broadly unchanged as

a percentage of GDP and the cyclical component of

fiscal balance decreased only slightly. Overall, the

slightly restrictive policy implemented as from

2002 corrected only one quarter of the imbalance

accumulated in the period that lies between the de-

cision to participate in Stage Three of Economic

and Monetary Union and 2001. In addition, im-

provement in the structural balance in the past

three years was mainly concentrated in 2002 and

has chiefly relied on increases in revenue and/or

one-off expenditure restraint measures, which

raises doubts about the sustainability of consolida-

tion. Indeed, the improvement in the fiscal position

in 2004 was mainly driven by an exceptionally fa-

vourable behaviour of tax revenue, in particular

revenue from taxes on corporate income, which

contributed to the improvement in the fiscal posi-

tion by around 0.5 p.p. of GDP, and by growth re-

straint of compensation of employees, which trans-

lated into a decrease of 0.3 p.p. in its ratio as a per-

centage of GDP. These two effects were counter-

acted by the strong increase in pension expendi-

ture, both in the social security system of the pri-

vate sector and in the civil servants system (0.5 p.p.

of GDP, as a whole).

Tax revenue as a percentage of GDP, adjusted

for the impact of one-off measures, increased by 1.1

p.p. in 2004, to which contributed the increase in

revenue from taxes on income and wealth and

from actual social contributions (0.5 and 0.4 p.p. of

GDP, respectively) and, to a lesser extent, growth

in revenue on indirect taxes (0.2 p.p. of GDP). With

regard to taxes on income and wealth, reference

should be made to the strong expansion of the cor-

porate income tax revenue (16.6 per cent in the

sub-sector State, on a public account basis and ex-

cluding the impact of one-off measures). This ex-

pansion mostly relied on: the reduced amount of

suspensions in the last prepayments of the year,

despite the corporate income tax rate cut from 30

to 25 per cent envisaged in the State Budget for

2004; the favourable outcome of self-payments re-

lating to 2003; the sharp increase in the collection

of special prepayments (since part of the last spe-

cial prepayment of 2003 was paid only in 2004);

and, finally, the effect of a larger than usual issu-

ance of collectibles in the second half of the year.

With regard to actual social contributions, the

change of 0.4 p.p. of GDP was mainly due to the in-

crease in State transfers to CGA, which grew by

22.2 per cent in 2004(7). Finally, the increase in the

revenue from taxes on production and imports was

determined by the good performance of revenue

from value added tax and car tax, in line with sig-

nificant growth in the private consumption. The

sharp growth in revenue from car tax (14.0 per

cent) is due to the increase in the number of cars

sold and the improvement in their average quality.
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(5) Value reported in the February 2005 Excessive Deficit Proce-

dure notification. The information provided by the Portuguese

authorities was validated by the Eurostat in the press release is-

sued on 18 March 2005, summarising information on previous

years resulting from notifications to all Member States. How-

ever, the Eurostat outlines that the analysis of the consistency

between information provided by Portugal on a cash basis and

on an accrual basis is under way, which may lead to subse-

quent data revision.

(6) In 2002 and 2003 one-off measures had an impact on the fiscal

balance of 1.4 and 2.5 per cent of GDP respectively. In 2004 the

extraordinary revenue totalled �3,051.5 million and specifically

corresponded to transfers from Caixa Geral de Depósitos

(�2,504.4 million), Navegação Aérea de Portugal (�235.7),

Aeroportos de Portugal (�173.6 million) and Imprensa Nacional

Casa da Moeda (�137.8 million). It should be noted that the men-

tioned amounts of one-off measures take only into account the

direct effects on the general government accounts of the differ-

ent operations conducted. Indeed, some of the transactions

mentioned are ‘self-reversing’, i.e. contribute to the narrowing

of the deficit in the year that they are conducted, but deterio-

rate fiscal results in the following years.



In 2004 primary current expenditure increased

by 0.7 p.p. of GDP, down from 1.4 p.p. of GDP in

2003. As in the previous year, developments in so-

cial payments in cash (0.6 p.p. of GDP), resulting

mainly from an increase in pension expenditure

well above nominal GDP, largely contributed to

this outcome. Pension expenditure in the private

sector social security system increased by 0.3 p.p.

of GDP, continuing to reflect the impact of struc-

tural factors related to population ageing and the

rise in the average pension, which resulted both

from pensions update and the fact that new pen-

sioners receive, on average, higher pensions than

those earned by the existing pensioners(8). In the

public sector social security system, the strong up-

ward trend in pension payments continued. The

latter increased by 0.2 p.p. as a ratio of GDP in

2004. In addition, it should be noted that the sta-

bilisation of the ratio of compensation of employ-

ees to GDP actually represents an effect of around

0.3 p.p. of GDP towards fiscal consolidation, ex-

cluding State transfers to CGA, whose develop-

ments were mentioned above. Behind this were ex-

penditure restraint measures, which translated into

a tight control on the hiring of civil servants and

into a quasi-freeze in government wages in 2004

(increases of 2.0 per cent for monthly wages below

�1,021 and the freeze of the remaining wages).

With regard to the capital balance, reference

should be made to the sharp decrease in capital

revenue, excluding the impact of one-off measures,

which was mostly related to the anticipated reduc-

tion in transfers from the European Union in the

context of the Third Community Support Frame-

work. On the capital expenditure side, investment

as a ratio of GDP remained unchanged. In addi-

tion, the reclassification of capital increases of RTP

(Portuguese public television) as capital transfers

should have contributed to the increase of around

0.15 p.p. of GDP in capital expenditure.

The government debt ratio pursued its upward

path, standing at 61.8 per cent by the end of 2004,

1.8 p.p. above the value observed a year earlier.

This resulted from the effect of the positive differ-

ential between the implicit interest rate paid on

public debt and the growth rate of nominal GDP

and also from deficit-debt adjustments, since the

primary balance, including the impact of one-off

measures, was almost nil (Chart 3.7). It should be

noted that part of the deficit-debt adjustments ob-

served in 2004 were related to the 2004 Supplemen-

tary Budget, to the extent that the latter predomi-

nantly comprised funds for the payment of expen-

diture made in previous years.
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Chart 3.6

TOTAL GENERAL GOVERNMENT BALANCE AND

FISCAL POLICY STANCE

Sources: INE, Ministério das Finanças and Banco de Portugal.

Note: The fiscal policy stance is measured by the change

in the cyclically adjusted primary balance exclud-

ing effects of one-off measures. For the detailed

methodology, see Pedro Duarte Neves and Luis

Morais Sarmento, “The use of cyclically adjusted

balances at Banco de Portugal”, Banco de Portugal

Economic Bulletin, September 2001.

(7) State transfers to CGA aim to ensure the financial balance of

the civil servants security system, and, when CGA does not re-

ceive extraordinary proceeds, they are more or less equal to the

difference between expenditure on social payments (mostly

pensions) and social contributions (from civil servants and oth-

ers). In general government accounts they are simultaneously

recorded as proceeds from social contributions and compensa-

tion of employees. The evolution in 2004 is, to a large extent,

explained by growth in pension expenditure and by the fact

that the value of transfers in 2003 is deducted of an amount re-

lating to the use of financial assets by CGA.

(8) Old-age and disability pensions of the private sector social se-

curity system were raised by at least 2.5 per cent in December

2003. On the same date, pensions from other systems were up-

dated from 5 to 6 per cent from the values set in December

2002. Subsequently, in June 2004, within the scope of the con-

vergence of minimum disability and old-age pensions of the

social security sub system to values indexed to the national

minimum wage, there were additional increases of around 2

per cent in social pensions and in pensions of both the special

and non-contributive systems.



In October 2004, the outlook on the sovereign

rating of the Portuguese Republic was changed to

negative by Standard and Poors. The significant

growth in primary expenditure and the large re-

course to one-off measures to contain government

deficit growth in the past few years were behind

this assessment.

4. OUTPUT AND EXPENDITURE

Banco de Portugal estimates point to 1.1 per

cent growth of the Portuguese economy in 2004,

following a similar contraction in the previous year

(Table 4.1). In spite of the rebound in economic ac-

tivity, GDP growth was below the euro area aver-

age for the third consecutive year (Chart 4.1). In

fact, Portugal was one of the European Union

countries with less favourable developments in

economic activity in the past few years, continuing

to show one of the lowest growth rates in 2004.

A buoyant behaviour of domestic demand

underlied Portuguese economic growth in 2004.

Contrary to the past two years, this largely re-

flected the expansion of private consumption and a

negative contribution from net external demand,

associated with a rather high increase in imports

(Chart 4.2). Exports of goods and services grew

slightly more than in 2003, as a result of the strong

recovery in services exports, since goods exports

decelerated markedly, showing significant market

share losses. The strong expansion of private do-

mestic demand caused a reduction in the house-

hold and corporate savings rates and an increase in

the external deficit, thereby interrupting the adjust-

ment of imbalances in the Portuguese economy.

The rebound in economic activity in 2004 is visi-

ble in the pattern of the monthly coincident indica-
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Chart 3.7

BREAKDOWN OF CHANGE IN GENERAL
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Table 4.1

GDP AND MAIN EXPENDITURE COMPONENTS(a)

Real percentage rate of change

1999 2000 2001 2002 2003 2004

GDP . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.8 3.4 1.7 0.4 -1.1 1.1

Private consumption . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.1 2.7 1.2 1.0 -0.1 2.5

Public consumption . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.6 3.8 3.9 1.7 0.3 0.8

Investment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.9 2.4 1.0 -5.3 -10.6 2.2

GFCF . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.4 3.8 0.8 -5.1 -9.9 1.3

Changes in inventories
(b)

. . . . . . . . . . . . . . . . . . . . . . . . . . . . -0.1 -0.4 0.1 -0.1 -0.2 0.2

Domestic demand . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.4 2.8 1.6 -0.5 -2.5 2.1

Contribution from domestic demand to GDP
(b)

. . . . . . . . 5.9 3.1 1.8 -0.5 -2.7 2.2

Exports. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.4 8.4 0.6 2.4 4.5 5.2

Goods . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.8 8.0 0.4 2.3 7.1 3.9

Services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9.8 9.7 1.3 2.7 -1.7 8.3

Imports. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9.3 5.6 0.7 -0.5 -0.4 7.4

Contribution from net external demand to GDP
(b)

. . . . . . -2.1 0.3 -0.1 0.9 1.6 -1.1

Sources: INE and Banco de Portugal.

Notes:

(a) Banco de Portugal estimates obtained from the INE national accounts for the years from 1995 to 2003 (ESA95).

(b) Contribution to the GDP rate of change in percentage points.

Sources: INE, Ministério das Finanças and Banco de Portu-

gal.



tor of Banco de Portugal (Chart 4.3). In

intra-annual terms this indicator suggests a de-

celeration in activity in the second half of the year,

and the information available points to similar de-

velopments in early 2005. The slowdown in activ-

ity in the second half of the year reflected a de-

celeration in investment and especially in exports,

since private consumption continued to grow as in

the first half of the year. In addition, imports

showed high growth over the whole year. The

intra-annual behaviour of GDP is similar to that of

the euro area as a whole in qualitative terms, and it

may partly be related to oil price developments

and the euro appreciation. However, the profile of

activity was more pronounced in Portugal, as GDP

was influenced by temporary factors in the second

quarter of 2004(9).

As for sectorial developments, the services sec-

tor continued to grow faster than GDP. By contrast,

activity in industry stagnated in the year as a

whole, and production even declined in the second

half year. Activity in the construction sector con-

tinued to fall in the year as a whole, albeit less

sharply than in 2003, while the agriculture, forestry

and fishing sector grew, following a contraction in

the previous year (Table 4.2).
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Chart 4.1
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Chart 4.2

BREAKDOWN OF THE REAL CHANGE IN GDP
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Table 4.2

GROSS VALUE ADDED BY BRANCH OF ACTIVITY (a)

Real rate of change, in per cent

1999 2000 2001 2002 2003 2004

GDP
(b)

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.8 3.4 1.7 0.4 -1.1 1.1

Agriculture, forestry and fishing . . . . . . . . . . . . . . . . . . 7.0 -3.9 -0.5 5.7 -3.0 2.0

Industry . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.6 2.2 1.2 -0.6 -1.0 0.0

Electricity, gas and water. . . . . . . . . . . . . . . . . . . . . . . . . 4.5 5.9 3.8 -2.9 10.7 5.2

Construction . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.9 4.9 2.6 -3.7 -13.2 -1.2

Services
(c)

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.6 3.7 2.3 1.3 0.5 1.6

Sources: INE and Banco de Portugal.

Notes:

(a) Banco de Portugal estimates obtained from the INE national accounts for the years from 1995 to 2003 (ESA95).

(b) GDP at market prices. The GDP value includes, in addition to sectoral GVAs, taxes and subsidies on products and taxes on imports.

(c) Less financial intermediation services indirectly measured that are considered intermediate consumption.



Private consumption grew by 2.5 per cent in

real terms in 2004, recovering from the slight fall

recorded in 2003. The recovery in private con-

sumption in 2004 extended to most of its classes,

although it was more intense in the purchase of

durable goods, traditionally more sensitive to the

business cycle and financing conditions. In particu-

lar, car purchases grew strongly in volume terms.

Current consumption recorded a real growth rate

of around 2 per cent, i.e. lower than that of total

private consumption of residents(10).

The recovery in private consumption was con-

sistent with similar developments in household

disposable income. In 2004 household disposable

income grew by around 1 per cent in real terms, af-

ter the slight decline in 2003. The recovery in dis-

posable income was chiefly based on a high

growth of compensation of employees, which re-

flected a positive change in real compensation per

employee, in contrast to the decline seen in 2003, as

well as more favourable developments in depend-

ent employment. Transfers to households con-

tinued to grow strongly in 2004, reflecting the sig-

nificant increase in social benefits paid by the gov-

ernment, in particular those referring to pensions,

similarly to previous years (Table 4.3).

Nevertheless, growth in private consumption

surpassed that in disposable income, leading to a

decline in the savings rate of around 1.5 p.p. On

the one hand, the perception that the deterioration

of the labour market situation would be less

marked than expected and that the fiscal consoli-

dation effort would be less intense than initially as-

sumed probably contributed to sustain the recov-

ery in private consumption. This assumption

seems to be consistent with the recovery of the con-

sumer confidence indicator, after the historical low

reached in the first quarter of 2003. On the other

hand, the maintenance of interest rates at very low

levels and the diversification of bank credit con-

tracts, to include the delayed repayment of mort-

gage loans, facilitated the expansion of consumer

expenditure. Indeed, the possibility of a lengthen-

ing of the residual maturity of loans may have con-

tributed to a reduction of the share of savings an-

nually allocated to the repayment of previous

debts, thus releasing resources that can be allo-

cated to consumption.

According to Banco de Portugal estimates, pub-

lic consumption seems to have continued to show

a positive change in volume terms in 2004 (0.8 per

cent), accelerating slightly from 2003. With regard

to staff costs in real terms, similarly to 2003, a sta-

bilisation of the number of civil servants was as-

sumed, in line with the information available on

developments in the number of subscribers to

CGA. Thus, the acceleration in real public con-

sumption mainly stemmed from the behaviour of

expenditure on goods and services, which seems to

have essentially resulted from strong growth of

transfers in kind to households.

Gross fixed capital formation (GFCF) grew by

1.3 per cent in real terms in 2004, after having de-

clined by 5 and 10 per cent respectively in 2002 and

2003. The improved demand prospects particularly

in the first half-year, as well as the very favourable
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Chart 4.3

COINCIDENT INDICATOR OF ACTIVITY
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(9) Among the temporary factors that fostered economic growth in

the second quarter of 2004, stress should be laid on the base ef-

fect caused by the strong real negative change in GDP in the

same quarter a year earlier, on the European Football Champi-

onship being held in Portugal, as well as on the higher number

of working days in this quarter.

(10)In 2004 there is some statistical uncertainty associated with the

holding of the European Football Championship, which may

have led to some overestimation, although of a small magni-

tude, of current consumption expenditure. For a more detailed

explanation, see Section 5. Expenditure and Output, in the Sep-

tember 2004 issue of the Economic Bulletin of Banco de Portugal.



financing conditions, positively influenced corpo-

rate investment. In turn, the need to correct imbal-

ances in general government accounts continued to

contain investment from this sector. In this context,

GFCF in machinery and metal products grew sig-

nificantly, while GFCF in construction recorded a

virtually nil change. Although investment in com-

mercial vehicles grew significantly, GFCF in trans-

port equipment continued to fall, as a reflection of

an important reduction of investment in other

transport equipment.

Real growth of exports of goods and services

was around 0.7 p.p. higher than that recorded in

the previous year. These developments resulted

from a different behaviour of exports of goods and

services. Goods exports slowed down substantially,

particularly in the second half of the year, while

services exports grew more than 8 per cent in real

terms. Exports of tourism services, which are

rather sensitive to developments in the interna-

tional economic environment, recovered markedly,

reinforced by the impact of the European Football

Championship.

The slowdown in goods exports in 2004 con-

trasts with favourable developments in external

demand and translated into a significant market

share loss, as opposed to the previous year (Chart

4.4). However, the high market share gains seen in

2003 may have been associated with the contrac-

tion of domestic demand, which created strong in-

centives for companies to re-orientate their sales to

external markets, albeit at the expense of a sharp

decline in profit margins (Chart 4.5). In 2004 the

competitive position of Portuguese exports did not

allow their market shares to be maintained, despite

a further contraction of profit margins. The relative

cost indicators usually computed by Banco de Por-

tugal point to a sharp deterioration in the competi-

tiveness of Portuguese exports in the past few

years, largely resulting from higher unit labour

costs growth in Portugal. This result is especially

adverse given the progressive liberalisation of in-

ternational markets and the consequent increase in

competition from third countries in export mar-

kets, particularly in a context of appreciation of the

euro.

Market share losses occurred in both intra and

extra-euro area trade, and they seem to have been

particularly significant in the German and British

markets, where competition with respectively cen-
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Table 4.3

HOUSEHOLD DISPOSABLE INCOME(a)

Nominal percentage rate of change

1999 2000 2001 2002 2003
(b)

2004

Household disposable income . . . . . . . . . . . . . . . . . . . . . 6.1 9.0 6.1 4.0 3.0 3.4

Compensation of employees
(c)

. . . . . . . . . . . . . . . . . . . . . . 7.8 9.5 7.1 5.0 2.1 4.6

Corporate and property income. . . . . . . . . . . . . . . . . . . . . 2.5 7.6 3.5 4.1 0.0 0.2

Current transfers . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.4 11.4 8.2 3.3 8.1 7.0

Domestic transfers . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.2 11.5 9.0 8.1 10.7 7.6

External transfers . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.4 11.2 3.9 -23.5 -12.6 0.5

Direct taxes (-) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.1 12.1 6.2 1.6 -0.5 4.6

Social contributions (-). . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.6 11.8 7.2 7.2 2.2 7.2

Adjustment for the change in the net equity of house-

holds in pension funds reserves . . . . . . . . . . . . . . . . . . . . -37.0 61.0 -24.8 -2.9 -63.1 2.3

Memo:
Private consumption . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7.3 6.2 5.1 4.4 3.1 5.0

Savings . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -4.7 37.8 13.4 1.3 2.5 -8.4

Savings rate (as a percentage of disposable income) . . . 9.0 11.4 12.2 11.8 11.8 10.4

Consumer price index . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.3 2.9 4.4 3.6 3.3 2.4

Sources: INE e Banco de Portugal.

Notes:

(a) Banco de Portugal estimates obtained from the INE national accounts for the years from 1995 to 2003 (ESA95).

(b) In 2003, figures adjusted for the direct effects of the sale of tax credits by the general government. For further details, see section II.2.

Fiscal Policy in the 2003 Annual Report of Banco de Portugal.

(c) Remuneration received by resident households. Includes social security contributions by employers and government transfers to CGA.
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tral and eastern European and Asian economies is

likely to be more intense (Table 4.4). Losses in mar-

ket share were broadly based across the various

types of product. The productive specialisation of

Portuguese exports, with a rather significant

weight of the so-called traditional products, which

are subject to increased competition from the new

international market participants and generally

benefit from lower trend growth of demand, tends

to negatively influence the behaviour of market

shares. In fact, Portuguese exports of this type of

products, which include textiles, clothing and foot-

wear, continued to perform unfavourably in 2004,

in some cases declining significantly. However, it

is important to note that exports of equipment

goods also decelerated sharply in 2004, despite the

recovery in the international demand for this type

of goods.

Imports of goods and services recovered rather

markedly in 2004, as a reflection of strong growth

in import-intensive expenditure components. The

significant cumulative appreciation of the euro in

the most recent period fostered the purchase of

goods and services in particular from ex-

tra-European Union origin. The downward trend

in the relative price of imports of consumer and

equipment goods led to a substantial rise in the

real rate of import penetration, showing that there

seems to be some replacement of domestic produc-

tion by imported goods at lower prices. This re-

flects the appreciation of the euro and the progres-

sive increase in international competition (Chart

4.6). Strong growth in Portuguese imports of goods

in 2004 was broadly based across most product cat-

egories, but particularly marked with regard to

goods characterized by a high income elasticity of

demand, such as motor vehicles, machinery, com-

puters and information processing equipment, ra-

dio and television equipment and telecommunica-

tion equipment.
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Chart 4.5

UNIT PROFIT MARGIN

IN THE EXPORTING SECTOR

Rate of change
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Sources: INE and Banco de Portugal.

Note:

(a) Unit labour costs (ULC) in manufacturing and inter-

mediate goods import deflator, aggregated according

to the wage and import content of exports of goods

and services obtained from supply and use tables of

the INE national accounts of 1999.

Chart 4.4

MARKET SHARE OF PORTUGUESE EXPORTS OF

GOODS(a)

Rate of change, in volume
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Sources: INE, European Commission (AMECO database)

and United Kingdom’s Office for National Statis-

tics.

Notes:

(a) Real growth of exports of goods from INE’s interna-

tional trade statistics (excluding repairs) versus real

growth of external demand. An increase means a gain

in market share of Portuguese exporters.

(b) Real growth of imports of goods of major trade part-

ners. The 17 selected countries are responsible for

around 90 per cent of total exports. Each country was

weighted according to its share in Portuguese exports

of goods in the previous year.



5. EMPLOYMENT AND WAGES

Employment in the Portuguese economy stabi-

lised in 2004, while the average unemployment

rate rose to 6.7 per cent, thus remaining above the

estimates available for the natural rate of unem-

ployment(11). The behaviour of employment con-

tinued to be generally consistent with develop-

ments in the cyclical position of the Portuguese

economy (Chart 5.1). The stabilisation of employ-

ment coupled with the rebound in economic activ-

ity translated into a 1.0 per cent increase in produc-

tivity per employee. Unit labour costs decelerated,

albeit maintaining a growth differential of around

1 p.p. vis-à-vis the euro area.

According to data from the Employment Survey

of the INE (National Statistical Institute), total em-

ployment increased by 0.1 per cent in 2004, com-

pared with a 0.4 per cent decline in the previous

year (Table 5.1). Employment developments were

similar in both semesters of 2004, in contrast with

developments in 2003 characterised by a more

marked decline in employment in the first half of

the year. The change in total employment in 2004

resulted from an increase in dependent employ-

ment (1.2 per cent), which offset the fall observed

in other types of employment (-3.0 per cent). This

behaviour is quite different from that seen in 2003,

when contributions from dependent employment

and other types of employment to total employ-

ment growth were both slightly negative. In line

with sectoral developments in activity, the behav-

iour of employment continued to benefit from the

positive contribution from the services sector,

which offset the negative contributions from the re-

maining sectors. Employment in manufacturing

continued the negative trend observed in recent

26 Banco de Portugal / Economic bulletin / Spring 2005

Economic policy and situation

Table 5.1

EMPLOYMENT, UNEMPLOYMENT AND WAGES

1999 2000 2001 2002 2003 2004

Total employment (y-o-y.r.c.) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.9 1.7 1.7 0.4 -0.4 0.1

Unemployment rate (as a per centage) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4.4 3.9 4.0 5.0 6.3 6.7

Long-term unemployment (as percentage of total employment) . . . . . . . . . . . . . . . 41.2 43.8 40.0 37.3 37.7 46.2

Compensation per employee – whole economy
(a)

(y-o-y.r.c.) . . . . . . . . . . . . . . . . . . 5.3 6.6 5.6 3.9 2.6 2.6

Compensation per employee – private sector (y-o-y.r.c.) . . . . . . . . . . . . . . . . . . . . . . 4.5 5.9 5.6 3.9 1.7 3.2

Unit labour costs in Portugal – whole economy
(a)

(y-o-y.r.c.) . . . . . . . . . . . . . . . . . . 3.4 4.9 5.6 3.9 3.3 1.6

Unit labour costs in the euro area
(b)

(y-o-y.r.c.) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.0 1.2 2.5 2.2 2.0 0.5

Sources: INE, European Central Bank and Banco de Portugal.

Notes:

(a) Gross compensations of contributions and taxes on income, adjusted for temporary measures effects and excluding government trans-

fers to CGA. See section 3.2 Fiscal Policy of this bulletin.

(b) The value for 2004 is an estimate up to the 3
rd

quarter.

Chart 4.6

PENETRATION OF IMPORTS OF GOODS AND

SERVICES FOR FINAL USE(a)

Rate of change
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Sources: INE and Banco de Portugal.

Note:

(a) Nominal (real) growth of imports of goods and ser-

vices for final use (excluding intermediate goods, fuel

and other business activities) versus nominal (real)

growth of domestic demand. An increase means a

higher penetration of foreign producers in the national

market.

(11)The natural rate of unemployment is compatible with

non-accelerating prices (NAIRU). According to Dias, F.,

Esteves, P. and Félix, R. (2004) in “Revisiting the NAIRU esti-

mates for the Portuguese economy”, in the June 2004 issue of

the Economic Bulletin of Banco de Portugal, the NAIRU for Por-

tugal is set at around 5.5 per cent.



years, which corresponds to a cumulative decline

of 8.6 per cent since 2002.

As previously mentioned, the unemployment

rate stood at 6.7 per cent, reflecting a 0.4 p.p. in-

crease from the average value in 2003, concentrated

in the second half of the year. The total number of

unemployed calculated by the INE‘s Employment

Survey increased by 6.6 per cent in 2004, while the

number of unemployed recorded in the employ-

ment offices of Instituto do Emprego e Formação

Profissional (Employment and Professional Training

Institute) grew by 7.9 per cent. Expenditure on un-

employment benefits grew by 11.8 per cent in 2004.

In addition, there was a significant increase in the

average unemployment duration, as a reflection of

an increase in long-term unemployment(12).

Productivity per employee in 2004 grew by 1.0

per cent, reversing the fall recorded in 2003 (Chart

5.2). Developments in productivity per hour

worked were similar to those of productivity per

employee. This contrasts with developments in

2003, when the number of hours worked declined

contributing to limit the contraction of employ-

ment. Growth of productivity per employee and

developments in compensation of employees had a

significant impact on unit labour costs (ULC) for

the total economy, which grew by 1.6 per cent in

2004, i.e. 1.7 p.p. less than in 2003. However, the

deceleration in ULC was much more moderate in

the private sector of the economy, reflecting higher

growth of compensation in this sector. In fact, ac-

cording to Banco de Portugal estimates, compensa-

tion per employee in the private sector increased

by around 3.2 per cent, in 2004 while in the econ-

omy as a whole, excluding government transfers to

CGA, the increase was 2.6 per cent.

6. PRICES

Inflation declined further in 2004, for the third

consecutive year. Measured by the annual average

rate of change in the Consumer Price Index (CPI),

inflation stood at 2.4 per cent, compared with 3.3

per cent in the previous year (Table 6.1). However,

the decline in average inflation reflected a strong

deceleration in prices in 2003, in a context of con-

traction of domestic demand, strong slowdown in

wages and sharp appreciation of the euro. In fact,

throughout 2004 the inflation rate remained rela-

tively stable around the levels recorded at the end

of the previous year (Chart 6.1). The interruption of

the downward trend of the inflation rate was asso-

ciated with the acceleration in domestic demand

and wages, which contributed to the maintenance

of high growth of prices in the services sector. De-

spite the strong increase in international oil prices,

pressures on goods prices remained contained,
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Chart 5.1
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Chart 5.2

RATES OF CHANGE IN HOURLY PRODUCTIVITY

AND IN PRODUCTIVITY PER WORKER
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against a background of a continuing decline in

import prices of consumer goods and a rise in the

real rate of import penetration.

The year-on-year rate of change in the CPI was,

in general terms, equal to or below 2.5 per cent in

the course of 2004, with the exception of June and

July, when it reached higher values (2.7 and 2.8 per

cent respectively). The most volatile components of

the CPI, i.e. unprocessed food and energy, showed

contrasting developments, which however bal-

anced each other out in the year as a whole. Thus,

the CPI excluding these components recorded an

annual average growth similar to the total index.

Energy prices accelerated almost continuously

from April onwards, in line with the rise in inter-

national oil prices, which led to an annual average

increase of the energy component of the CPI of 5.4

per cent. By contrast, unprocessed food prices, as

in the euro area as a whole, recorded rather low

changes in the course of the year, with negative

year-on-year rates of change from August on-

wards, which translated into a nil annual average

change in 2004.

Non-energy industrial goods prices increased

only modestly by 0.8 per cent on average over the

year. By contrast, services prices continued to show

high growth rates, which resulted in an average in-

crease of 3.8 per cent in 2004. The average growth

differential between the prices of both aggregates

stood at 3.0 p.p., i.e. increasing by 0.5 p.p. from

2003. The differential between the two aggregates

was particularly marked in the Summer months.

The holding of the European Football Champion-

ship in June and early July translated into a very

significant, but one-off, increase in the prices of

some services more sensitive to demand by

28 Banco de Portugal / Economic bulletin / Spring 2005

Economic policy and situation

Table 6.1

CPI – MAIN AGGREGATES(a)

Average and year-on-year rates of change, in percentage

Weights 1999 2000 2001 2002 2003 2004

Total. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100 2.3 2.9 4.4 3.6 3.3 2.4

Total excluding unprocessed food and energy. . . . . . . . . . . 79.8 2.7 2.5 3.6 4.4 3.2 2.4

Goods . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 65.3 1.7 2.2 4.2 2.4 2.7 1.6

Food. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 22.8 2.7 1.9 6.1 1.9 2.9 1.4

Unprocessed . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11.8 2.7 2.5 8.8 0.3 2.6 0.0

Processed. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11.0 2.8 1.4 3.1 3.8 3.1 2.9

Industrial . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 42.5 1.1 2.4 3.1 2.7 2.6 1.7

Non-energy . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 34.1 1.8 1.4 2.5 3.1 2.0 0.8

Energy . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8.4 -1.9 6.1 5.2 1.2 4.9 5.4

Services. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 34.7 3.7 4.2 4.8 6.0 4.5 3.8

Sources: INE and Banco de Portugal.

Note:

(a) Up to December 2002, rates of change were calculated using the CPI basis 1997. From January 2003, rates of change are calculated using

the CPI basis 2002.

Chart 6.1
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non-residents, especially accommodation services.

In addition, non-energy industrial goods prices de-

celerated strongly in July and August, associated

with an effect caused by sales and promotions

which was more marked than in the previous year

(Chart 6.2).

Domestic conditions in the Portuguese economy

contributed to the stabilisation of the inflation rate,

as well as to the widening of the differential be-

tween the growth of goods and services prices. In

the labour market, according to Banco de Portugal

estimates, nominal compensation per employee in

the private sector increased by 3.2 per cent in 2004,

after having grown by 1.7 per cent in the previous

year. The cyclical recovery in productivity, how-

ever, prevented the acceleration in wages to trans-

late into higher unit labour costs growth (Table

6.2). In parallel, despite low economic activity

growth, there was an acceleration in domestic de-

mand, especially in private consumption, which in-

creased clearly above GDP. As had been the case in

the second half of the 1990s, this acceleration in

private consumption led to a significant rise in the
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Chart 6.2

CPI — NON-ENERGY INDUSTRIAL GOODS AND

SERVICES

Year-on-year rates of change

0

1

2

3

4

5

6

7

8

1999 2000 2001 2002 2003 2004

P
e
r

c
e
n
t

Differential in p.p.
Non-energy industrial goods
Services

Sources: INE and Banco de Portugal.

Note: Up to December 2002, rates of change were calcu-

lated using the CPI basis 1997. From January 2003,

rates of change are calculated using the CPI basis

2002.

Table 6.2

PORTUGAL – MAIN PRICE AND COST INDICATORS

Percentage rates of change

1999 2000 2001 2002 2003 2004

Consumer price index
CPI – Total. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.3 2.9 4.4 3.6 3.3 2.4

HICP – Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.2 2.8 4.4 3.7 3.3 2.5

Unit labour costs(a)

Whole economy . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.4 4.9 5.6 3.9 3.3 1.6

Private sector . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.6 4.3 5.6 3.9 2.5 2.2

Goods import prices(b)

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -0.6 9.4 -0.3 -2.5 -2.2 2.1

Total excluding fuel . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -2.0 5.0 0.5 -2.0 -2.9 0.7

Consumer goods . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.5 4.0 3.4 -1.9 -2.9 -1.7

International commodities prices

Oil (Brent Blend), EUR . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 41.0 83.0 -9.8 -4.9 -5.0 21.4

Non-energy commodities, EUR . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -6.4 20.4 -8.0 -0.9 -4.6 10.8

Exchange rates
Nominal effective exchange rate index for Portugal

(c)
. . . . . . . . . . . . -1.2 -2.3 0.3 0.6 2.6 0.6

Sources: Eurostat, Thomson Financial Datastream, HWWA, INE and Banco de Portugal.

Notes:

(a) Compensation excluding government transfers to CGA. In 2003, figures are adjusted for the direct effects of the sale of tax credits by

the general government. For further details, see section II.2 Fiscal Policy in the 2003 Annual Report of Banco de Portugal.

(b) Calculations of Banco de Portugal based on information made available by INE. The classification by broad economic categories shown

in this table differs from that used by INE, given that light passenger vehicles are included in consumer goods rather than equipment

goods.

(c) A positive change corresponds to an appreciation of the index. Calculations are made vis-à-vis a group of 13 trading partners until

1999; from 1999 onwards, calculations are made vis-à-vis a group of 22 trading partners. For a detailed description of the methodology,

see Gouveia A.C. and Coimbra C. (2004), “New effective exchange rate index for the Portuguese economy” in the December 2004 issue

of the Economic Bulletin of Banco de Portugal.



real rate of import penetration, and there were thus

no significant pressures on goods prices. With re-

gard to services, which are less liable of being re-

placed with imports and where the weight of la-

bour costs is higher, price increases remained high.

In a small open economy, the exchange rate and

international prices are, in parallel with domestic

conditions, important variables to explain the be-

haviour of inflation. In the specific case of the Por-

tuguese economy, participation in the euro area

and the importance of trading with the remaining

euro area economies imply that imported inflation

is essentially determined by the behaviour of

prices in the euro area as a whole, as well as by

euro exchange rate developments. In 2004 average

inflation in the euro area remained close to 2 per

cent, reflecting the policy of maintaining price sta-

bility pursued by the European Central Bank. De-

velopments in the euro, with a significant cumula-

tive appreciation in the past three years, also con-

tinued to have a favourable effect on the behaviour

of inflation in Portugal. However, the dampening

effect of import prices was lower than in 2003, due

to strong growth in international prices of oil and

non-energy commodities. Banco de Portugal esti-

mates based on information made available by INE

point to 2.1 per cent increase in the price of im-

ported goods, following the declines recorded be-

tween 2001 and 2003. However, the pass-through

of the significant increase in the international price
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of oil to the remaining prices was relatively lim-

ited, given that, excluding fuel, the change in im-

port prices was 0.7 per cent in 2004. In addition,

imported consumer goods prices declined further

in 2004, for the third consecutive year, partly as a

reflection of the progressive increase in interna-

tional competition in these products, with the entry

of emerging market economies and developing

countries into world markets.

The inflation differential vis-à-vis euro area

countries as a whole in 2004 remained close to the

levels seen at end-2003 (Chart 6.3). However, the

decline in the average inflation rate in Portugal

translated into an equivalent narrowing of the dif-

ferential vis-à-vis the euro area given that average

inflation in the euro area remained stable in 2004.

Thus, considering the annual average change in the

HICP, the inflation differential narrowed from 1.2

to 0.4 p.p. in 2004. The goods inflation differential

was virtually nil, while in services it was similar to

that seen at the end of 2003, i.e. approximately 1

p.p. The increase of prices in the Portuguese ser-

vices sector in 2004 was the highest among the

countries comprising the euro area. This was par-

ticularly significant given that services prices in the

euro area were quite affected by temporary factors

associated with the significant growth in health

services prices, which did not happen in Portugal.

The inflation differential in the services sector has

always been quite high, which seems to largely re-

flect the fact that wage costs in Portugal record in-

creases that are systematically higher than those

observed in the euro area as a whole. This situation

was not altered in 2004, given that the growth dif-

ferential of unit labour costs between Portugal and

the euro area continued to exceed 1 p.p.

7. BALANCE OF PAYMENTS

7.1 Current and capital accounts

The net external borrowing requirements of the

Portuguese economy, as measured by the joint defi-

cit of the current plus capital account, increased to

5.9 per cent of GDP in 2004 (Table 7.1). These de-

velopments contrast with the reduction in the ex-

ternal deficit seen in the previous two years and in-

terrupt the process of adjustment of the Portuguese

economy’s macroeconomic imbalances. The in-

crease in the external borrowing requirements re-

flected the behaviour of the private sector, which

again showed net borrowing requirements, of

around 1 per cent of GDP, following a net financ-

ing capacity of around 2 per cent of GDP in

2003(13).

A significant part of the increase in the Portu-

guese external deficit reflected the behaviour of the

goods trade balance, which recorded a deficit

equivalent to 10.8 per cent of GDP in 2004. As can

be seen from Chart 7.1, the rise in the trade deficit

essentially resulted from a rather unfavourable vol-

ume effect, associated with the strong acceleration

in imported volumes and the lower real export

growth. In 2004 there was also a terms-of-trade

loss, largely resulting from the sharp increase in

imported fuel prices(14).

The services surplus increased by around 0.4

p.p. of GDP in 2004, continuing to be essentially

determined by the travel and tourism balance.

Nominal tourism receipts grew significantly, by 7.7

per cent, as a reflection not only of the improve-

ment in the international tourism market, but also

due to the European Football Championship being

held in Portugal. Tourism services imports also ac-

celerated strongly in 2004, reflecting the recovery

in disposable income and consumer confidence

and some replacement of travel and tourism in

Portugal by tourism services abroad, due to the ap-

preciation of the euro and the expansion of the

supply of package tours abroad.

The income deficit increased in 2004, as a result

of the deterioration of investment income in shares

and other equity(15), since the low level of interest

rates allowed a stabilisation of interest payments.

In 2004 the balance on emigrants’/immigrants’ re-

mittances, which is the main component of current

transfers, maintained a downward trend, declining

to 1.4 per cent of GDP. Moreover, there were less

public transfers inflows from the European Union,

both current and capital transfers, of which the re-

duction of almost 25 per cent in receipts associated

with FEDER is particularly relevant. Consequently,

the balance on current transfers and particularly on

the capital account, declined in comparison with

the previous year.
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(13)Values adjusted for temporary measures that affect the flows of

funds of the private and public sectors in 2003 and 2004. For

more details, see section 3.2 Fiscal Policy in this issue of the

Economic Bulletin and section II.2 Fiscal Policy in the 2003 An-

nual Report of Banco de Portugal.



7.2. Financial account

The widening of the joint deficit of the current

plus capital account in 2004 was financed by a

higher recourse to medium and long-term issuance

in international financial markets by branches of

Portuguese banking groups, who benefited from

the exceptionally favourable conditions prevailing

in those markets (Table 7.2). Indeed, banks are the

main intermediaries of the Portuguese economy,

channelling most financial flows between resident

sectors. The financial integration associated with

participation in the euro area, has stimulated finan-

cial innovation in several areas of banking busi-

ness, and the enlargement of investment and fi-

nancing possibilities of the resident sectors. Thus,

in 2004 there was also a greater financing of

non-financial corporations abroad, through both

the issuance of commercial paper and higher re-

course to trade credit. The placement of public

debt with non-residents continued to be high, al-

though close to that recorded in the previous year.

Financial account data have been affected by

end-of-year temporary operations, which, although

not affecting the overall financial account balance,

hamper the analysis of factors underlying its devel-

opments. Statistics for 2003 and 2004 are particu-

larly affected by these operations, which were only

reflected in the sectorisation of the external posi-

tion of the economy as regards “other investment”
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Chart 7.1
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crease) in the trade balance. For a detailed descrip-

tion of the methodology used in the breakdown of

the change in the trade balance, see the 2003 Annual

Report of Banco de Portugal, page 169.

Table 7.1

CURRENT ACCOUNT AND CAPITAL ACCOUNT

Balances as a percentage of GDP

1999 2000 2001 2002 2003 2004

Current Account. . . . . . . . . . . . . . . . . . . . . . . . . . . -8.5 -10.4 -10.1 -7.6 -5.4 -7.5

Goods . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -12.0 -13.0 -12.4 -10.5 -9.1 -10.8

Services . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.7 1.9 2.3 2.6 2.7 3.1

of which:

Travel and tourism . . . . . . . . . . . . . . . . . . . 2.6 2.9 3.1 3.0 2.8 3.0

Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -1.5 -2.4 -3.1 -2.0 -1.2 -1.8

Current transfers . . . . . . . . . . . . . . . . . . . . . . . 3.3 3.1 3.0 2.3 2.2 2.1

of which:

Emigrants/immigrants remittances . . . . . 2.8 2.8 2.7 1.9 1.5 1.4

Capital Account . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.2 1.4 1.0 1.6 2.0 1.6

Memo:

Current Account + Capital Account . . . . . -6.3 -8.9 -9.1 -6.0 -3.3 -5.9

Sources: INE and Banco de Portugal.

(14)According to the estimates of Banco de Portugal based on in-

formation provided by INE, the rates of change in goods export

and import prices were 0.5 and 2.1 per cent respectively, result-

ing in a terms-of-trade loss of 1.5 p.p. in 2004. Excluding fuel,

export and import price changes were 0.3 per cent and 0.7 per

cent respectively, and the terms-of-trade loss was 0.4 p.p.

(15)The balance on income from direct investment in shares and

other equity improved markedly in 2003, due to abnormally

high growth of receipts of dividends and distributed profits of

some companies located in the Madeira offshore.



of monetary authorities, vis-à-vis other monetary

financial institutions, essentially banks. Moreover,

in order to correctly assess the contribution of

banks to the financing of the current plus capital

account deficits, it is necessary to take into consid-

eration operations conducted to securitise credits

originally granted by banks (which translated into

increases in liabilities in the non-monetary finan-

cial institutions sector – non-MFI sector), and that

were then partly purchased by banks themselves.

Excluding these two effects, it is noticeable that

banks made a significant contribution to financing

the widening of the current plus capital account

deficits. This is consistent with the widening of the

gap between domestic credit and deposits of the

non-monetary sector, compensated with recourse

to funds abroad, which is visible from the banks’

balance sheet. As has been the case in previous

years, this was essentially associated with other in-

vestment flows. The latter reflect the channelling of

funds resulting from the issuance of medium and

long-term securities denominated in euro by for-

eign branches of Portuguese banking groups, given

that recourse to the euro area interbank money

market declined significantly.

In 2004 there was a net external inflow directly

to non-financial corporations, in contrast to the

rather significant outflow recorded in 2003. These

developments were essentially due to new issues

of commercial paper in 2004, partly bought by

non-residents, following net repayments of this in-

strument in the previous year. In addition, the in-

crease in other investment liabilities also contrib-

uted to the financing of corporations abroad, as

trade credits obtained with suppliers increased in

line with the acceleration in imports, and given

payment deadlines similar to those of the previous

year.

Similarly to 2003, a substantial part of portfolio

investment abroad by banks corresponded to the

repurchase of bonds associated with securitisation

operations conducted by banks themselves. These

investments in securities were counterbalanced by

equal purchases by non-residents of securitisation

units resulting from such operations in the

non-MFI sector. In turn, non-MFIs, particularly in-

surance companies and pension funds, continued

to invest very high amounts in securities issued by

non-residents.

Still with regard to portfolio investment, in 2004

as in previous years, non-residents purchased a

rather high amount of Portuguese public debt se-

curities. Similarly to 2003, such purchases were

higher than the net consolidated issues of general

government securities. This seems to be related to

the shortening of maturities of public debt issues,

and their consequent lower adequacy to institu-

tional investors’ portfolios such as insurance com-

panies and pension funds, which tend to privilege

medium and long-term securities.

In the analysis of foreign direct investment it is

important to make some adjustments to the infor-

mation so as to take into account the frequent and

high foreign direct investment operations con-

ducted in Portugal by companies that use the Ma-

deira and Santa Maria off shores to invest in third

countries. Excluding companies having their head

office in these off shores, in 2003 both Portuguese

direct investment abroad and foreign investment in

Portugal recorded virtually nil values (Chart 7.2).

In 2004, and in line with the recovery in investment

flows at the global level, both aggregates recorded

positive values, although corresponding to a net

outflow of 0.8 per cent of GDP.
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Chart 7.2
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Table 7.2

FINANCIAL ACCOUNT(a)

As a percentage of GDP

2002 2003 2004

Net

change

Change

in liabili-

ties

Change

in

assets

Net

change

Change

in liabili-

ties

Change

in

assets

Net

change

Current plus capital account. . . . . . . . . . . . . . . . . . . . . . . -6.0 -3.3 -5.9

Financial account . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5.4 21.8 -18.2 3.6 14.3 -7.3 7.0
Direct investment . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1.3 4.4 -5.0 -0.5 0.7 -3.7 -3.0

Excluding Madeira and Azores off-shores . . . . . . . -1.2 -0.1 0.0 -0.1 0.9 -1.7 -0.8
Portfolio investment . . . . . . . . . . . . . . . . . . . . . . . . . . 2.4 10.5 -14.4 -3.9 7.7 -6.8 0.9

Financial derivatives . . . . . . . . . . . . . . . . . . . . . . . . . . 0.0 -3.1 3.1 0.0 -2.4 2.4 0.0

Other investment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.6 9.9 -6.4 3.5 8.3 -0.3 8.0

Reserve assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -0.9 - 4.4 4.4 - 1.1 1.1

By resident institutional sector :

Monetary authorities(b)
. . . . . . . . . . . . . . . . . . . . . . . . . . . 0.1 -4.3(1.9) 0.8 -3.5(2.7) 4.4(0.9) 1.3 5.7(2.2)

Portfolio investment . . . . . . . . . . . . . . . . . . . . . . . . . . 0.4 - -3.9 -3.9 - 0.7 0.7

Financial derivatives . . . . . . . . . . . . . . . . . . . . . . . . . . 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Other investment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.6 -4.3(1.9) 0.3 -4.0(2.1) 4.4(0.9) -0.6 3.8(0.3)
Reserve assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -0.9 - 4.4 4.4 - 1.1 1.1

General government . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.1 3.7 0.2 3.9 4.1 0.3 4.4
Direct investment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Excluding Madeira and Azores off-shores . . . . . . . 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Portfolio investment . . . . . . . . . . . . . . . . . . . . . . . . . . 2.8 4.3 -0.2 4.0 4.1 -0.1 4.0

Financial derivatives . . . . . . . . . . . . . . . . . . . . . . . . . . 0.2 -0.5 0.5 -0.1 -0.2 0.2 0.0

Other investment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.1 0.0 0.0 0.0 0.3 0.1 0.4

Other monetary financial institutions(b)
. . . . . . . . . . . . 6.3 11.6 -8.3(-14.4) 3.4(-2.8) -1.9 -2.5(0.9) -4.4(-0.9)

Direct investment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.1 0.2 -0.2 0.0 -1.5 -0.2 -1.7

Excluding Madeira and Azores off-shores . . . . . . . 0.2 0.2 -0.2 0.0 -1.5 -0.2 -1.7
Portfolio investment . . . . . . . . . . . . . . . . . . . . . . . . . . -0.6 0.0 -4.2 -4.2 -0.8 -3.4 -4.2

Financial derivatives . . . . . . . . . . . . . . . . . . . . . . . . . . -0.1 -1.9 2.0 0.1 -1.5 1.5 0.0

Other investment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.9 13.4 -5.9(-12.1) 7.5 (1.4) 2.0 -0.5(3.0) 1.5(5.0)

Non-monetary financial institutions . . . . . . . . . . . . . . . -0.1 6.6 -2.9 3.7 5.2 -2.5 2.7
Direct investment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.3 -1.1 0.1 -1.1 1.6 0.0 1.6

Excluding Madeira and Azores off-shores . . . . . . . 0.2 -0.7 0.1 -0.6 1.5 0.0 1.6
Portfolio investment . . . . . . . . . . . . . . . . . . . . . . . . . . -1.2 8.0 -3.7 4.4 3.9 -3.0 1.0

Financial derivatives . . . . . . . . . . . . . . . . . . . . . . . . . . 0.0 -0.5 0.5 0.0 -0.5 0.5 0.0

Other investment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.7 0.2 0.2 0.4 0.2 -0.1 0.2

Non-financial corporations and households. . . . . . . . . -3.9 4.2 -8.1 -4.0 2.4 -3.8 -1.4
Direct investment. . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.9 5.4 -4.9 0.5 0.6 -3.5 -2.9

Excluding Madeira and Azores off-shores . . . . . . . -1.5 0.5 0.1 0.6 0.8 -1.5 -0.7
Portfolio investment . . . . . . . . . . . . . . . . . . . . . . . . . . 1.0 -1.8 -2.4 -4.1 0.5 -1.1 -0.6

Financial derivatives . . . . . . . . . . . . . . . . . . . . . . . . . . 0.0 -0.1 0.1 0.0 -0.1 0.1 0.0

Other investment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -5.7 0.7 -1.0 -0.4 1.4 0.7 2.1

Errors and omissions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.6 -0.3 -1.1

Sources INE and Banco de Portugal.

Notes:

(a) A (+) sign means an increase in external liabilities or a decrease in external assets, i.e. a financial inflow. A (-) sign means a decrease in

external liabilities or an increase in external assets, i.e., a financial outflow.

(b) Values in brackets for other investment of the monetary authorities and of the other monetary financial institutions are adjusted for

end-of-year operations among the two sectors, which were reversed at the beginning of the following year.



8. CONCLUSION

In 2004 there was an interruption in the adjust-

ment of the imbalances of the Portuguese economy.

In fact, in contrast to the past two years, devel-

opments in activity were characterised by a buoy-

ant behaviour of private domestic demand, in par-

ticular of private consumption, and by a negative

contribution from net external demand. The rise in

the rate of import penetration and the losses in ex-

port market shares should be analysed in the light

of the deterioration of the economy’s competitive

position observed since the mid-1990s, which

partly stemmed from cumulative growth in rela-

tive unit labour costs. This upward trend in relative

labour costs continued in 2004, highlighting the

difficulties of the tradable goods sector, particu-

larly in a context of increased competition from

new players in the world economy. Thus, notwith-

standing strong domestic demand growth, GDP

growth continued to be rather limited, indeed one

of the lowest in the EU. This demonstrates that in

the case of a small open economy such as Portugal,

maintaining international competitiveness is in-

strumental to ensure economic growth.

The current situation must be understood in the

light of the new regime under which the Portu-

guese economy operates. Portugal’s participation

in the euro area drastically reduced liquidity re-

straints, so that it now seems possible to easily

maintain a gap between domestic demand growth

and income growth. Such gap translates into a

widening of the current plus capital account defi-

cit. The favourable financing conditions in interna-

tional financial markets made it easy to accommo-

date the higher borrowing requirements of the Por-

tuguese economy in 2004. However, solvency con-

ditions stemming from intertemporal budget con-

straints of economic agents continue to be relevant.

In other words, maintaining a persistent and

substantial gap between domestic demand and in-

come growth by increasing indebtedness, will tend

to translate in a need to contain expenditure

growth so as to meet increasing debt service costs.

This situation will have a negative impact on

growth, which is likely to be exacerbated in a con-

text of interest rate increases.

From a medium-term perspective, resuming a

real convergence path inevitably implies the imple-

mentation of a consistent structural reform

programme that supports productivity growth and

facilitates the adjustment of the goods and services

markets in the current context of participation in

the euro area and intensification of international

competition. The correction of the significant struc-

tural imbalance in public accounts is also a neces-

sary condition for sustained economic growth.

This, by reducing pressure on domestic demand,

tends to foster the allocation of resources to the

tradable sector. On the other hand, fiscal consolida-

tion may also have positive effects on the econ-

omy’s efficiency and thus on medium-term growth.

Thus, compliance with the requirements of the Sta-

bility and Growth Pact through the implementa-

tion of a coherent fiscal consolidation strategy is

particularly relevant at the current juncture.
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Box: THE IMBALANCE OF US EXTERNAL ACCOUNTS

In 2004 current account imbalances widened further at the global level. In particular, the US external cur-

rent account deficit reached an unprecedented level of 5.7 per cent of GDP, maintaining the upward trend seen in

recent years. This deficit was the counterpart of current account surpluses in Asian economies, including Japan,

in oil-producing countries in the Middle East and the Commonwealth of Independent States and, to a lesser ex-

tent, in the euro area. The accumulation of external deficits in the US implies that the international investment

position of this economy has become increasingly negative. At the end of 2003 US assets held by foreigners al-

ready exceeded external assets held by the US residents, to an amount equivalent to 22 per cent of GDP. How-

ever, the balance on the income account continued to show a small surplus in 2004, as a reflection of the higher

relative profitability of external assets held by the US residents (see Chart 1). This partly results from the fact that

the US external investment consists of equity, while a substantial part of net capital inflows consists of US public

debt.

Up to 2001 the sharp increase in the US external borrowing requirements essentially reflected growing pri-

vate sector borrowing requirements, associated with a strong expansion of investment and household consump-

tion. Subsequently, in the context of a slowdown in economic activity, private sector borrowing requirements de-

clined, as a reflection of a significant improvement in corporate saving and, up to 2003, also of a decline in the

weight of corporate investment in GDP. However, at the household level, borrowing requirements increased fur-

ther, essentially reflecting a continuing decline in the household saving rate, as private consumption continued

to grow strongly. In parallel, the balance on public accounts recorded a strong deterioration – largely of a struc-

tural nature -, which more than offset the behaviour of the private sector as a whole. Thus, the external deficit con-

tinued to widen in the last three years (see Chart 2).

In the second half of the 1990s, the US current account deficit was largely financed by private financial net in-

flows. In 2003 and 2004, however, these net inflows declined, whereas inflows associated with financial flows

from external official entities increased. In 2004 the non-resident official sector was responsible for more than half

of external net inflows in the US (see Chart 3). These developments are associated with foreign exchange inter-

ventions led by Asian central banks, targeted at preventing the appreciation of their currencies against the US

dollar. This was seen not only in China, which maintains a fixed exchange rate policy vis-à-vis the US dollar, but

also in other countries with more flexible exchange

rate regimes (particularly in Japan, up to March

2004). These foreign exchange interventions caused a

significant increase in Asian economies’ foreign re-

serves in recent years (see Chart 4). However, it

should be noted that developments in net flows and in

gross flows showed a different behaviour throughout

the period. Between 2001 and 2003 the amounts in-

vested by non-resident private entities in US assets

decreased, although in 2004 they increased strongly.

On the other hand, in 2001 and 2002 investment by

US private entities abroad also declined, albeit recov-

ering in the last two years.

The fact that the external deficit in the most recent

period reflects a high public deficit combined with a

historically low household saving rate seems to have

contributed to increase the perception of its

unsustainability, and can thus help explain the weak-

ening of the US dollar since 2002(1). Between Febru-

ary 2002 and December 2004, the real effective depre-

-6

-5

-4

-3

-2

-1

0

1

2

3

4

1
9

8
0

1
9

8
2

1
9

8
4

1
9

8
6

1
9

8
8

1
9

9
0

1
9

9
2

1
9

9
4

1
9

9
6

1
9

9
8

2
0

0
0

2
0

0
2

2
0

0
4

A
s

a
p

e
rc

e
n

ta
g

e
o

f
G

D
P

-24

-20

-16

-12

-8

-4

0

4

8

12

16

A
s

a
p

e
rc

e
n

ta
g

e
o

f
G

D
P

Current account

balance

(left-hand scale)

International investment

position

(right-hand scale)
Income account

balance

(left-hand scale)

Chart 1

USA – CURRENT AND INCOME ACCOUNTS AND

INTERNATIONAL

INVESTMENT POSITION

Source: Thomson Financial Datastream.



Banco de Portugal / Economic bulletin / Spring 2005 37

Economic policy and situation

ciation of the US dollar amounted to around 16 per cent, considering the broad index of the Federal Reserve Board

(see Chart 5). The depreciation of the US dollar was particularly strong against the currencies of industrialised

economies, and namely the euro, as can be seen from the comparison with developments in the index that only

considers currencies of these economies. This partly resulted from the fact that the overall weakening trend of the

US dollar was countered by the above-mentioned intervention of the Asian central banks.

Chart 2

USA – NET LENDING(+)/ NET BORROWING(-) OF INSTITUTIONAL SECTORS OF THE ECONOMY

Total Economy Net lending/borrowing of the internal sectors
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Note:

(1) The net lending (+)/ net borrowing (-) of economy equals the combined balance of current and capital accounts.

Chart 3

USA – CAPITAL AND CURRENT ACCOUNT

DEFICIT AND FINANCING

Source: Thomson Financial Datastream.
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(1) By contrast, the external deficit during the second half of the 1990s seems to have been of a more “virtuous” nature: recourse to external saving

reflected the need to finance productive investment, with a positive impact on future growth of the economy and the generation of resources to

ensure future external debt service payment. This framework can help interpret the strong appreciation of the US dollar seen during the period.
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In spite of the depreciation of the US dollar, the

US current account continued to deteriorate. On the

one hand, this reflects a quite moderate response of

international trade volumes to changes in the ex-

change rate. This moderate response appears to be as-

sociated with both the reduction of the degree of

transmission of exchange rate changes to import

prices in the US over the most recent period, and the

fact that in the short term the impact of the deprecia-

tion will tend to especially affect international trade

prices, with amounts traded adjusting with a longer

lag. The latter implies that the trade balance tends to

record an initial deterioration associated with the de-

terioration in the terms of trade, followed by a me-

dium-term improvement as a result of a greater net

external demand. This is usually known in literature

as the “J-curve effect”. On the other hand, domestic

demand in the US remained quite buoyant in recent

years – partly fostered by an expansionary fiscal pol-

icy -, thereby implying economic activity growth at a faster pace than that of the major trading partners (notably

the euro area and Japan).

The growth pace of US net external liabilities in recent years is not indefinitely sustainable. However, the ad-

justment of current account imbalances can take place in a relatively long time span. In fact, the growing integra-

tion and innovation of international financial markets and the specific features of the US economy, with special

emphasis on the role of the US dollar as a major international reserve currency, result in an easier financing of the

US external deficit in comparison with the past and vis-à-vis other economies. The adjustment will include a

rebalancing of the growth of domestic production vis-à-vis global demand in the United States. The effects of this

adjustment on the world economy and in particular on the US economy will largely depend on how this

rebalancing is achieved. Maintaining a strong buoyancy of US domestic demand raises the probability of the ad-

justment being triggered by participants in international financial markets, via the increase in the risk premium

of assets denominated in US dollars, leading to abrupt movements in exchange rates and long-term interest rates.

This is the riskiest scenario for the world economy, particularly the euro area.

Chart 5

USA – REAL EFFECTIVE EXCHANGE RATES
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THE MONETARY TRANSMISSION MECHANISM: IS IT RELEVANT FOR POLICY?*

Bernardino Adão**
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Pedro Teles**

1. INTRODUCTION

Central banks implement policy changes by

setting their policy instruments. Short term inter-

est rates have recently become the most common

monetary instruments, but a monetary or some

credit aggregate could be and has been used.

The monetary transmission mechanisms de-

scribe the channels through which these instru-

ments affect the final objectives of the policy

maker. There is a large literature, theoretical and

empirical, that attempts to describe these different

channels and the most relevant variables and mar-

kets for the monetary transmission mechanism. In

this note we try to analyse how important that un-

derstanding is for the conduct of monetary policy.

How differently should monetary policy be con-

ducted in economies characterized by different

transmission mechanisms? The answer to this

question is even more relevant when comparing

countries that belong to the same monetary union.

In this case the answer is a first step towards un-

derstanding the costs that a single monetary policy

can impose on countries that don’t share a single

monetary transmission mechanism.

If the economy has no frictions, the way the

monetary shock is transmitted to the economy is

quite well known. An increase in the money sup-

ply will induce an increase of prices and wages.

Without persistence, money would be neutral in

the economy. When the shock is persistent, the re-

duction in the interest rate would lead to a slight

increase in output, consumption and labour. The

recent literature on monetary policy has intro-

duced mechanisms through which monetary pol-

icy can have important short-run real effects in the

economy. Most deviations from frictionless econ-

omy come by moving from an environment where

prices and wages are flexible, or in other words

are set with the whole information including the

monetary shock, to others where price and wage

setting are subjects to some type of restrictions. In

those environments, prices or wages respectively

are set by firm or workers acting in monopolistic

competitive markets from which they can extract

some mark-up. Restrictions on the set of

prices/wages are rationalized as a result of menu

costs, information costs, decisions costs or others.

Other branch of the literature assumes that mar-

kets are segmented and the heterogeneity created

across agents that have access to the market and

those who have not, creates a channel through

which monetary policy can have real effects.

In dynamic general equilibrium macro models,

these three frictions, nominal rigidities of prices or

wages and limited participation, are those most

frequently used to explain the transmission mech-

anisms of monetary policy. Although the paper in

which this note is based on treats all those type of

frictions, we will limit this note to an environment

where prices are sticky. The argument is very simi-

lar in models with other type of frictions.

The most widespread price setting model is the

Calvo model, where for every period every firm
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have a positive probability of resetting prices. This

probability is common across firms and therefore

constant over time, that is it does not depend on

the last resetting of prices by a particular firm.

This probability is a measure of the degree of price

stickiness. The lower the probability the stickier

are prices in this economy. And the lower the

probability, the higher the real effects on the econ-

omy. This probability, which can also be measured

by the share of firms that have the option to

change the price, measure the strength of the

transmission mechanism. In this note we will

show the circumstances under which that share of

firms that reset prices is relevant to how monetary

policy is conducted.

For the same positive monetary shock, the

higher the degree of stickiness of the economy the

larger would be the effect on output and later on

inflation. Then if the policy maker’s objective is to

achieve a certain level of output (or inflation), the

higher the degree of stickiness the lower should be

the monetary shock to achieve that level. At first

sight one could think that economies with differ-

ent degrees of monetary transmission should also

follow different monetary policy rules. This is the

conventional wisdom and the reason for the con-

jecture that a common monetary policy would im-

poses a cost on economies characterized by differ-

ent degrees of rigidity.

The use of stabilization monetary policy has

been under suspicion since the works of Lucas and

Barro, which show that these shocks could not be

used systematically with agents that have rational

expectations, but could improve the economic per-

formance when taken as one time event. In this

case the repeated use of this type of policy would

simply create more volatility in the economy.

The use of short-run or cyclical monetary pol-

icy has recently been rehabilitated. This fact is

clearly a corollary of the success of real business

cycle models as a fundamental device to explain

the high frequency characteristics of the economy.

Using that paradigm in a world without frictions

and without money, the cyclical characteristics are

derived from exogenous real shocks to the econ-

omy, plus the transmission of these shocks

through the no-friction environment. The intro-

duction of money and the introduction of frictions

lead to two different consequences: first the one

usually explored, which we described above, that

an additional role is given to monetary policy

since those frictions affect the transmission mecha-

nism of a monetary policy change; and second that

the way real shocks are transmitted through the

economy is also affected by the existence of the

same frictions that nowadays characterize most

monetary dynamic general equilibrium models. It

is the change in the transmission of these real

shocks to the economy, due to the existence of fric-

tions in comparison with the frictionless world,

that rehabilitates the role of money as a short-run

policy instrument. The argument is the following:

the frictions interact with real shocks so that the

equilibrium deviates from the one which results

from the shock in an environment without fric-

tions. This deviation is what is currently called a

gap. That gap is usually measured through the

output but we could have it measured in any other

real variable. Suppose that prices are flexible and

the economy suffers a negative technological

shock. This shock leads, under normal circum-

stances to a decline of labour in the equilibrium,

this reinforces the negative effects of technology,

and output and consumption declines. If we ana-

lyse the same shock in an economy where prices

are sticky, for example set one period in advance,

and if monetary policy, either the interest rate or

the quantity of money, does not react to the tech-

nological shock, transactions cannot change, either

in nominal or real terms, and consumption and

output cannot react to the technological shock.

Equilibrium would imply that labour increases to

allow the same level of output with a lower level

of technology. It is easy to see that output, as well

as consumption and labour, is lower in flexible

prices than in sticky prices. The gap is positive in

this case, since output in the environment with

sticky prices is higher than output with flexible

prices. Consider now that the flexible price equi-

librium is desirable from the point of view of the

decision maker. In that case, the objective can be

expressed as to “close ” the gaps that occur in the

economy due to the realization of fundamental

shocks. Suppose that the Central Bank uses the

monetary aggregate, in the environment of sticky

prices, to close the gap. As monetary policy, given

the frictions, has real effects, in this case a

contractionist monetary policy could replicate the

flexible price allocation. That is, with sticky prices

the effect of the technological shock plus the mon-

42 Banco de Portugal / Economic bulletin / December 2004

Articles



etary policy reaction to this shock determine the

equilibrium. This equilibrium would be the same

that results in flexible prices due to the technologi-

cal shock. In this case, what is identified as a mon-

etary policy shock it is not an exogenous shock to

a rule, but is a reaction to a fundamental shock, be-

ing therefore endogenous and defining the rule. If

the technology follows a stochastic process, the

policy instruments will also follow a stochastic

process, and even when the rule is transparent,

when the realization of fundamental shocks is not

part of the information set of a group of economic

agents, the instruments realizations will also not

belong to that set.

The results of this work are that, contrary to

conventional wisdom, the monetary rule that con-

nects policy instruments with fundamental shocks

does not depend on the degree of stickiness in the

economy. This results from a general principle

that monetary policy is most effective when it is

most necessary. When we apply this principle we

have an explanation as to the conditions in which

the strength of the monetary transmission mecha-

nism is irrelevant for the conduct of the optimal

monetary policy. These conditions coincide with

the ones that make the optimum of flexible prices

feasible and also optimum in economies with fric-

tions. We will illustrate these conditions in a very

simple model, both in relation to the way the mon-

etary economy is built in the model and in relation

to the proposed nominal rigidity. Money demand

is derived from a cash-in-advance condition and

frictions are due to Calvo price setting.

The note proceeds in the following way: In Sec-

tion 2 the allocations in an economy where prices

are perfectly flexible are identified. It is shown

also that there exist policies that include prices in-

dependent from contemporaneous information, or

even constant over time. In section 3 the following

step is derived from that result: the condition that

with Calvo pricing it is possible to decentralize

flexible price allocations. It is also explained why

the optimum with flexible prices coincides with

the optimum with sticky prices. Section 4 con-

cludes and discusses the robustness of the result of

irrelevance of the transmission mechanism.

2. FLEXIBLE PRICES ECONOMY

Our model economy is very similar to the one

in Adão, Correia and Teles (2003) with flexible

prices. The economy consists of a large number of

identical households, a continuum of firms, each

producing a distinct good and a government. This

government is understood in the broad sense be-

cause it can use monetary and fiscal policy instru-

ments. In the simple environment described in this

note, those instruments are the nominal interest

rate, Rt the quantity of money, Mt , the tax rate on

profits, �
�

t and the tax rate on labour in-

come,� t
n (1).The demand for money by the house-

holds results from a cash-in-advance restriction on

the transactions of consumption goods. The econ-

omy is subject to fundamental shocks. The shocks

under consideration are technological shocks, At

and public consumption shocks, Gt . The vector of

shocks at t is � �s A Gt t t� , . The set of every shock at

t is St , and the state at t is denominated by

� �s s s st
t�

0 1
, , ... , . All variables in this economy are

a function of the state history, but to simplify nota-

tion instead of writing � �X s t
for the generic vari-

able X we will simply write Xt�
(2).

2.1. Equilibrium Characterization:

An equilibrium in this environment is a feasible

allocation sequence, a price system, and a govern-

ment policy such that: (i) given the price system

and the government policy, the allocation solves:

a) the problem of the households. Households

maximize expected utility which depends on se-

quences of consumption and labour. Consumption

of goods produced by different firms have con-

stant marginal rates of substitution; and b) the

problem of the firms. Every firm produces a differ-

ent good with an identical technology, linear in la-

bour, and operates in a monopolistic competitive

market for these products; and (ii) the allocation

sequence satisfies the market clearing conditions.
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(1) The government has also debt state contingent as a policy in-

strument.

(2) For an example of the type of terminology used in this note see

the article published in Economic Bulletin, June 2004, “Instru-

ments of Monetary Policy”.



We assume that the government chooses a pol-

icy that solves the standard Ramsey(3) problem. In

other words the government chooses the policy as-

sociated with the equilibrium allocation that gives

the highest value of households life time utility.

Such a government policy implies �
�

t �1, since the

tax on profits is like a lump-sum tax.

The equilibrium sequence that determines the

level of utility for the households is � �C Nt t t
,

�

�

0
. In

equilibrium, the sequence can be summarized by

two conditions for each date and state.

The first one comes from intratemporal house-

holds’ decisions that equate the marginal rate of

substitution between consumption and labour,

u t u tL C( ) ( ), to the net real wage, � �1� � t
n W

P
t

t
, dis-

counted by the gross nominal interest rate, Rt

since to consume it is necessary to hold money,

u t u tL C( ) ( )� � �	 
1� � t
n

t t tR W P . It is also obtained

from the condition that determines the pricing of

firms, which equal the price, Pt to the mark-up

over the marginal cost, W At t where Wt is the

gross nominal wage, W P At t t� �[( ) ]� �1 . These

two conditions together imply that,

u t

u t
AL

C

t

( )

( )
,�

��

�

�

1

were (2.1)
� �

�

�

t

t
n

tR
�

�1

where ( )� ��1 is the inverse of the constant

mark-up, which depends on the elasticity of sub-

stitution across goods. The second one is the feasi-

bility condition,

C G A Nt t t t
 �
�

(2.2)

and this simply tell us that the resources produced

with labour are represented by A Nt t because the

technology is linear, and that those resources have

to be used for private and public consumption.

Given a trajectory for At and the policy instru-

ments Gt , Rt and � t
n

these two equations determine

the equilibrium trajectories of Ct and Nt�. Changes

in the policy set that change � t lead to a different

sequence of allocations. From those there is a

unique equilibrium real allocation � �C Nt t t

* *
,

�

�

0
, that

maximizes utility. This optimal equilibrium devi-

ates from the first best equilibrium due to the

wedge between the marginal rate of substitution

and the marginal rate of transformation, that is by

[ ) ]
*

�� � ��1 t . It is easy to check that this wedge can-

not be eliminated in every state: ( )� ��1 is lower

than one. It is possible to see that if

� �	 
1 1� �� t
n

tR in every state, and of magnitude

sufficient to offset the mark-up, the economy can-

not finance a positive Gt even using the total taxa-

tion of profits. As Rt �1 it would be necessary that

� t
n

� 0, that is that in every state labour would get a

subsidy. In this case, revenues from the inflation

tax � �Rt �1 added to the amount of profit taxes

would satisfy government budget constraints only

where G� 0 This means that the optimal solution

is always a second best one. This optimal, or

Ramsey allocation, will depend uniquely on the

value of � �� t t

*

�

�

0
. That is, there is not a unique se-

quence of interest rates and taxes on labour in-

come that decentralize the optimal sequence of

consumption and labour. If the monetary author-

ity chooses a certain trajectory for Rt , given � t
*

there is a unique trajectory for the tax on labour in-

come.

However, given Rt and � t
*

there is nominal in-

determinacy, that is the variables Pt , Wt and Mt are

not uniquely determined in the optimum. The rel-

evant equilibrium conditions to determine these

variables are(4):

W

P
A tt

t

t�

�

�

�

�

1
0, (2.3)

� �u t

P
R E

u t

P
tC

t

t t
C

t

* *
( )

, ,
�

�

�

�
�

�

�
� �

�

� �

1
1

1

1 1

�

(2.4)

and

M PC tt t t� �
*
, 0 (2.5)

The first type of condition is the firms’ pricing

conditions, described above, the second represents

the intertemporal decision between consumption
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(3) A Ramsey problem is the problem regarding the choice made

by a government that has the same preferences as the represen-

tative household and that has policy instruments to affect the

market equilibrium of the economy.

(4) In addition to these conditions, the transversality condition

must also be satisfied. The transversality condition is satisfied

if both the government budget constraint and the

intertemporal government budget constraint are satisfied. The

budget constraint is satisfied each period and state because

there are contingent government securities. The intertemporal

budget constraint is satisfied because it can be written, using

households first order conditions, as an infinite sum of terms

that depend exclusively of real variables.



today and saving in non-contingent bonds with re-

turn Rt�1
, where u tC

*
( ) represents the marginal util-

ity of consumption at t, and the third one repre-

sents the aggregate cash-in-advance condition.

The real wage is uniquely determined by the

first set of equations. However given the optimal

trajectory of consumption and labour and the se-

quence of the nominal interest rate Rt the

intertemporal equations just determine the ex-

pected inflation rate, or given the initial price, the

expected price level for every state. Given the in-

determinacy of the price level in every state, the

nominal wage rate and the money are also indeter-

minate in every state. This result is summarized in

the following proposition(5).

Proposition 1: Given a sequence � �� t t t
R*

,
�

�

0
the

optimal equilibrium allocation is determined but

there is nominal indeterminacy. There are multiple

sequences for the money supply, the price level

and the nominal wage associated with that real al-

location.

The similar indeterminacy result was first

stressed in Sargent and Wallace (1975), where it is

shown that the price level is indeterminate when

the monetary authority picks only the interest rate.

Remember that to show the nominal indetermi-

nacy we choose a path for the nominal interest rate

but that the real optimal allocation of consumption

and labour are compatible with a multiplicity of

those trajectories that satisfy � t
*
. Since there are

many equilibrium sequences of nominal variables,

P W Mt t t, ,
�

�

0
, compatible with the same equilibrium

sequences of real variables, � �C Nt t t

* *
,

�

�

0
we investi-

gate whether it is possible to have an equilibrium

sequence for the price level that is state independ-

ent or even independent of the whole history. In

the first case the price level today is independent

of the state, that is of the realization of At and Gt ,

and depends just on the state of yesterday. The

second case is a stronger one, where the price to-

day not only does not depend on the realization of

At and Gt but also does not depend on the whole

history. In this case, the price level would be con-

stant over time.

The answer is affirmative and easy to reach.

The structure of the proof is as follows. First we

prove that any trajectory for the price level can be

an equilibrium, and in particular trajectories with

the price level independent of the state history are

equilibrium trajectories. Once the sequence of the

price level is fixed, the remaining nominal vari-

ables and policy instruments are uniquely deter-

mined. Propose a certain trajectory for the price

level. Given � �C Nt t t

* *
,

�

�

0
cash-in-advance condi-

tions determine uniquely the sequence of money

supply in the economy. Pricing equations deter-

mine the nominal wages and the substitution of

the price level trajectory in (2.4) determines the se-

quence of the nominal interest rate. Given this se-

quence of the nominal interest rate, the � t
*

deter-

mines the optimal tax rate on labour income that

can decentralize the optimal sequence of con-

sumption and labour.

We have just proved the result that we restate

in the following proposition:

Proposition 2: The instruments � �� t
n

t t t
R M, ,

�

�

0
-

can be chosen in such a way that � �Pt t

*

�

�

0
does not

depend on the state history and implements the

optimal real allocation � �C Nt t t

* *
,

� �

�

0

Lucas and Stokey (1983) confirmed in a dy-

namic general equilibrium model the result of

Sargent and Wallace (1975). They have shown that

there are many equilibrium price levels compati-

ble with the same equilibrium real allocation and

equilibrium interest rate. Building on this,

Carlstrom and Fuerst (1998) showed that inside

this set of equilibrium prices there is a subset of

prices that are pre-determined in the sense that

they do not depend on the contemporaneous state

of the economy.

In Adão, Correia and Teles (2004), we extend

this result since we show that there are govern-

ment policies able to make at least one of the nom-

inal variables, prices, wages or deposits, independ-

ent of the history.

3. TRANSMISSION MECHANISMS

The model contained in the previous section is

not the model that is usually used to study mone-

tary policy. The type of models used contain fric-
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(5) In order to establish the result it must show that there are less

equations than unknowns. Let there be one state at date 0 and

� ��t
ts � 1

states at date t for the history st� 1
, with t �1. At t �0,

there is one equation of the type (2.3) and one equation of the

type (2.5). At t �1 there are � ��t
ts � 1

equations of the type (2.3),

� ��t
ts � 1

equations of the type (2.5), but only one equation of

the type (2.4). Thus, there are � �2 1
1

�t
ts �


 equations to deter-

mine � �3 1
1

�t
ts �


 variables. There are � ��t
ts �

�
1

1 degrees of

freedom for setting these nominal variables.



tions that allow the monetary policy to have real

effects in the short-run. We consider here the most

popular type of friction in the literature, rigidities

in setting prices.

The most popular way of formalizing a friction

by setting prices is the so-called Calvo model. In

this environment, just some firms can decide the

price in a given time period. We use � to define

the probability that a particular firm can deter-

mine the price in a given period, and also to the

share of firms that are allowed to review its price.

The remaining firms have to maintain the price

that they decided sometime in the past. Each firm

has the same probability � of being able to decide

the price. As a result, in general in a given period

there will be different prices for the goods pro-

duced. This difference creates a heterogeneity

across firms that did not exist in the model de-

scribed in the last section. In this case � is an indi-

cator of the degree of rigidity of the economy

When, for example, there is a monetary injection

in the economy, because some individual prices

are already set and cannot be revised, prices will

not increase fully in order to compensate the addi-

tional money supply; consumption and employ-

ment will increase. The value of the � determines

the strength of that monetary shock in the econ-

omy. The smaller is � less firms will increase their

prices, and therefore for a shock of identical mag-

nitude the more will consumption, employment

and output increase. This monetary injection will

increase the real wage. Due to this increase, mar-

ginal costs increase, and ex-post mark-up for the

firms that cannot decide the price will be lower

than it would be if prices were flexible. This reduc-

tion in the mark-up is in itself beneficial. However,

there will also be a relative price distortion, be-

cause the flexible prices will adjust in order to par-

tially absorb the shock. Obviously, even if the

gains offset the losses, this policy cannot be used

systematically. As described in the introduction, a

stochastic monetary policy, independent of the

state of the economy, is not useful.

In the presence of price rigidity, shocks on gov-

ernment expenditures, taxes or technology will

also have effects on ex-post mark-ups and relative

prices. As we saw, the usual way of describing

these effects is to measure the gaps that will de-

pend on the type of shock and on the degree of ri-

gidity of the economy, that is on the transmission

mechanism. The first question to be answered is if,

given the policy instruments, the flexible price

equilibrium, � �C Nt t t

* *
,

�

�

0
, it is possible to replicate

for any �. That is, whether it is feasible to “close”

the gaps and to reproduce in a sticky price envi-

ronment the optimal solution that was obtained

when prices were flexible. The answer is the fol-

lowing:

Proposition 3: In an economy with sticky prices,

for example with Calvo´s pricing, whatever the

value of � it is possible to decentralize one equilib-

rium identical to the optimal of flexible prices.

That allocation can be decentralized with the same

vector of policies whatever the value of �, that is

whatever the strength of the transmission mecha-

nism.

The proof for this proposition can be seen as a

corollary to Proposition 2. As we show that there

is a price vector constant over time that can decen-

tralize the sequence � �C Nt t t

* *
,

�

�

0
this implies that,

for every period, the restrictions to price changing

are not bidding, and that the set of firms which

can choose their prices will set exactly the same

price as every other which had the option to de-

cide on the whole past history of the economy.

Then the mark-up is constant and identical across

firms and there are no relative price distortions.

As a result of the last proposition, the monetary

transmission mechanism which results from a par-

ticular nominal rigidity, in the case described

prices, it is irrelevant when the allocation chosen

by the policy maker is � �C Nt t t

* *
,

�

�

0
. It is irrelevant

in the sense that the magnitude of the policy in-

struments, including the monetary instruments, is

independent of the transmission mechanism of an

isolated monetary shock.

Will it be desirable in an environment with

sticky prices to replicate the optimal flexible price

allocation? That is, should we formalize the policy

maker’s objective as a minimization of gaps? If the

answer is affirmative, it means that the optimal de-

cision, when the optimal sequence of flexible

prices, � �C Nt t t

* *
,

�

�

0
belong to the feasible set, it is

that same allocation. The literature on this ques-

tion concludes that the answer depends on the

policy instruments available. Let us quote two ex-

amples that illustrate this point in the second best

literature of sticky prices. In the first one prices are

set one period in advance. In Adao, Correia and

Teles (2003) it is shown that, even when the mone-
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tary policy is decided independently of the fiscal

policy, under quite strict conditions the flexible

price allocation is the optimal one. This result is re-

visited in Correia, Nicolini and Teles (2001), the

second example. There, fiscal instruments are ex-

tended and decided simultaneously with mone-

tary instruments and the work concludes that it is

always optimal to replicate the flexible price allo-

cation. This result is summarized in the following

proposition:

Proposition 4: When prices are sticky, the opti-

mal monetary policy� �M Rt t t
,

�

�

0
is independent of

the value of �.

The following corollary highlights the main

policy conclusion of this note:

Corollary: Economies characterized by different

�s, that is, with different transmission mecha-

nisms, but with the same type of friction, share the

same optimal policy reaction to aggregate shocks.

Empirically it would be impossible to estimate the

degree of rigidity, �, with aggregate data.

The intuition behind the first part of this result

is related with three facts. First, that monetary in-

struments should react to fundamental shocks.

Second, that the effects of the fundamental shocks

over the economy give rise to larger gaps (the ab-

solute difference with respect to the flexible econ-

omy allocation) the more rigid is the economy.

And third that the real effects of the monetary

shocks on the economy are larger the more rigid

the economy is. Thus, a fundamental shock on two

economies with two different transmission mecha-

nisms will have different effects. If we compare an

economy which is more flexible, with a higher �

to a more rigid economy, where � is smaller, we

know that a given monetary shock has higher real

effects in the more rigid economy. However, it is

also in this economy that the gaps created by fun-

damental shocks are larger. On the contrary the

same monetary shock will have a smaller real ef-

fects in the more flexible economy but it is also in

this economy that the gap will be smaller. Since

the monetary policy should replicate the flexible

allocation, or close the gap, it would have to have

a bigger impact in the more rigid economy. And

that is precisely the case, since the same monetary

policy has more efficacy when it is more necessary.

Then, for a given fundamental shock, a monetary

shock of identical magnitude is able to replicate

the same equilibrium in economies with very dif-

ferent degrees of rigidity, and this equilibrium is

the optimum.

Another way to look at our results is in the pos-

itive analysis or in the contribution of monetary

policy to explain the cyclical behaviour of the

economy. As the equilibrium does not depend on

the degree of rigidity of the economy, this cannot

be identified. Without the identification of the de-

gree of rigidity it is not possible to identify the

transmission mechanism of a pure monetary

shock, the one that is not a reaction to a funda-

mental shock. One reason why the quantitative

contribution of the monetary shocks for the expla-

nation of the cycles has turned out to be relatively

insignificant may be due to the fact described in

the corollary. In the environment described, if the

monetary policy is optimal, it is not possible to

separate the fundamental shock from the mone-

tary shock that reacts to the first one. Therefore, a

full flexible economy model can replicate the main

real business cycles of actual economies, but can-

not be used to assess the efficacy of monetary pol-

icy.

4. CONCLUSION

In monetary economies with frictions, money

shocks will have very different effects depending

on the strength of the monetary transmission

mechanism. A monetary policy conducted with a

stochastic component that does not react to the

state of the economy is not, however, the way

monetary policy is, or should be, run. This does

not show that when it is feasible and optimal to

conduct monetary policy so that the allocation un-

der full flexibility is replicated the transmission

mechanism is irrelevant.

This result is a benchmark against which we

should measure what happens in actual econo-

mies. It would be on the distance of reality from

this paradigm that the monetary transmission

mechanism would differ across countries with dif-

ferent strengths of frictions. One reason why real-

ity could differ from the simple environment used

in this note is because it may not be feasible to rep-

licate the full flexibility allocation. In general,

monetary policy cannot undo the effects of more

than one source of friction. The monetary policy

that makes the price non-state contingent is differ-

ent from the monetary policy that makes the wage
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(or deposits) non-state contingent. In this case, the

monetary transmission mechanism is relevant for

monetary policy. But is it really the case that there

is such a vast menu of transmission mechanisms

as we commonly see in the policy oriented surveys

on this issue? It seems that recent work on cyclical

behaviour of economies are converging toward

the conclusion that there is a major distortion in

the formalization: this distortion can be inter-

preted as a nominal wage rigidity. In favour of

this point we could conjecture that the reason why

the monetary policy shocks do not play a role in

the early real business cycle literature may be be-

cause the monetary policy followed was the one

able to replicate the flexible price allocation which

would mean that there was not more than one fric-

tion in the economy. Another case in which it is

not feasible to replicate the full flexibility alloca-

tion is when the technological shocks are idiosyn-

cratic across firms. To replicate flexible prices, the

relative prices would have to change according to

the shocks. It is not reasonable to think that an ag-

gregate policy could be the instrument to use in

that case. Even when it is feasible to decentralize

the flexible price allocation, the choice made by

policy makers could be a different one: either be-

cause it is not optimal in the Ramsey sense, or be-

cause policy makers have different objectives.

The existence of different transmission mecha-

nisms has influenced the discussion on the costs of

a common monetary policy. The first step towards

understanding these costs is to identify whether

economies with different transmission mecha-

nisms should follow different monetary policies.

We conclude in this paper that this may not be the

case.
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SIMPLE GUIDELINES FOR INTEREST RATE POLICY*

José Maria Brandão de Brito**

Pedro Teles***

1. INTRODUCTION

Those of us working at research departments in

central banks are regularly questioned on the right

target for the interest rate in the inter-bank market.

For many of us this is not an easy question, since

the models are not unanimous and the informa-

tion on the true model of the economy is insuffi-

cient. In this note we describe simple guidelines

for interest rate policy compromising on the un-

derlying model as well as on other more practical

issues.

In an environment with multiple distortions

where fiscal and monetary policy are decided opti-

mally, such as Correia, Nicolini and Teles (2002),

the interest rate policy is the Friedman rule, of a

zero nominal interest rate. The distortions that are

taken into account arise from the need to raise rev-

enues with distortionary taxes, the inability of the

government in issuing state-contingent debt, a mo-

nopolistic competitive structure, as well as nomi-

nal rigidities in the form of price setting restric-

tions. The application of optimal principles of tax-

ation implies the Friedman rule. This simple pol-

icy recommendation obtained in a complex envi-

ronment is nevertheless foreign to the policy dis-

cussion where the question is whether to raise or

lower rates around an average rate that is low but

different from zero. In this note we describe an al-

ternative framework where the optimal recom-

mendation is closer to the policy discussion. The

recommendation can also be followed in a simple

fashion with a number of practical shortcuts.

The alternative framework abstracts from im-

portant aspects of the more complete environ-

ment, including the need to raise revenue with

distortionary taxes and the potential distortions re-

sulting from the need to use money for transac-

tions. It is a first best world where all the distor-

tions can be eliminated. Lump sum taxes can be

raised to finance government expenditures. They

also finance a subsidy to production that elimi-

nates the mark up distortion arising from monop-

olistic competition. In order to eliminate the dis-

tortions resulting from sticky prices, it is enough

that the price level be constant over time. In this

case the firms that are restricted not to change

prices will charge the same price as the firms that

are free to set them. Since the price level is con-

stant over time, then the nominal interest rate fluc-

tuates with the real interest rate around a positive

average rate. The distortion caused by a positive

and variable nominal interest rate is eliminated by

assumption as if transactions could be performed

without money.

Since the distortions associated with sticky

prices are eliminated, the real interest rate in the

model with sticky prices coincides with the one

under flexible prices. This is the optimal target for

the nominal interest rate, the real interest rate un-

der flexible prices that moves in response to

shocks, i.e. the natural rate of interest.

There are two main difficulties in conducting

interest rate policy, targeting the natural rate of in-

terest. One is to compute the target, i.e. the real in-

terest rate that would hold under flexible prices in

Banco de Portugal / Economic bulletin / Spring 2005 49

Articles

* The opinions of this paper represent the views of the authors,

and are not necessarily those of the Banco de Portugal the Fed-

eral Reserve Bank of Chicago or the Federal Reserve System.

** Economic Research Department.

*** Economic Research Department. Universidade Católica

Portuguesa, Federal Reserve Bank of Chicago and CEPR.



response to the shocks that hit the economy. In or-

der to infer the behaviour of the natural rate of in-

terest we look at the behaviour of the real interest

rate on short term bonds in periods where, in the

U.S., inflation was low and stable. The rationale is,

as mentioned above, that in a model with sticky

prices where the price level is constant over time,

the price setting restrictions on firms are not bind-

ing. The equilibrium quantities and prices will be

the same as under flexible prices and, therefore, so

will the real interest rate.

The second difficulty is that it is well known

that interest rate policy is not sufficient to pin

down a single equilibrium. For each interest rate

policy there are multiple equilibria. Even if global

multiplicity cannot in general be excluded it is

possible to use policy to generate local uniqueness.

Under certain conditions, there is therefore a

unique equilibrium close to a particular steady

state. The conditions for local uniqueness are

model dependent but there is a class of models

where a sufficient condition is that the nominal in-

terest rate respond to inflation in a particularly

strong fashion.

In summary, the ingredients to conduct mone-

tary policy in the simplified, and unfortunately

not very satisfactory, framework are the estimation

of the flexible price real interest rate and an active

response to variations in inflation. In the theoreti-

cal model, since the objective is precisely to elimi-

nate the distortions arising from sticky prices, in-

flation will not vary in equilibrium and therefore

all that policy will have to do is to follow the real

rate of interest under flexible prices in its move-

ments in response to shocks. This is the

Wicksellian policy named by Woodford (2003) af-

ter the Swedish economist of the turn of last cen-

tury Knut Wicksell.

The note proceeds as follows: In Section 2 we

describe the behaviour of a measure of the real in-

terest rate on short term bonds in the US for the

post war period. In particular we look at the corre-

lation with the growth rate of output and

detrended output. In periods of low inflation those

correlations are high, so that the inference on the

natural rate of interest will be based on the behav-

iour of those series. In Section 3 we address the is-

sue of local determinacy and therefore the need for

interest rate policy to react to inflation. In Box 1 we

discuss how interest rate policy should be con-

ducted in a model with less instruments and more

distortions, that takes into account the joint deci-

sion of fiscal and monetary policy when taxes are

distortionary.

2. THE NATURAL RATE OF INTEREST

In the theoretical model, the goal of interest

rate policy is to follow the movements of the real

rate of interest under flexible prices, the natural

rate of interest. This unobserved series moves with

shocks that are not observed, according to laws of

behaviour that are also unknown. Without the aid

of complex quantitative tools it would seem im-

possible to find a decision rule on the target for the

nominal rate. However, policy makers seem to be

able to take decisions based on a few indicators of

the state of the economy, such as fluctuations of

GDP around its trend and GDP growth.

In this section we describe the behaviour of a

measure of the real rate of interest for the post war

US economy. We compute this using as the fore-

cast for inflation, the previous four quarters PCE

inflation. We look at the correlations with the

growth rate of GDP, as well as detrended GDP.

We do this for both periods of low and stable in-

flation and periods where it was relatively high

and volatile. We are not surprised to find out that

the correlations are high in the periods where in-

flation was low and stable.

Charts 1 and 2 plot the real interest rate at quar-

terly frequency against, respectively, the annual-

ized GDP growth rate, and deviations of GDP

from trend, for the post war period, 1948-2004, for

the US(1). The shaded bars are the NBER reces-

sions. If we take for instance the 1990-91 recession,

the real interest rate fell down with output from a
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(1) All data are in quarterly frequency. The annualized GDP

growth series was computed as year-on-year rates of change of

real GDP. The GDP deviations from trend series was computed

in reference to a Hodrick-Prescott (HP) filter with a smoothing

parameter of 1600. The real interest rate series was computed

as the difference between the nominal yield on secondary mar-

ket three-month Treasury Bill, and the lagged year-on-year rate

of change of the Personal Consumption Expenditure (PCE) de-

flator. The real GDP and the PCE deflator series were extracted

from the NIPA Tables of the Bureau of Economic Analysis. The

nominal yield of the three-month Treasury Bill was extracted

from the Board of Governors of the Federal Reserve System.

This series comes in monthly frequency and so was converted

into quarterly frequency through averaging.



level of around 4% to a level close to zero after the

trough to go back up with output to a level again

close to 4%, and down again with the 2001 reces-

sion (Chart 2). Other cycles exhibit the same pat-

tern. However, as illustrated in Tables 1 and 2, the

correlation between the real rate of interest and

the measures of economic activity for the whole

period is zero.

Instead, the correlations are positive and high

in periods of low and stable inflation, when we

trust the behaviour of the real rate of interest to be

close to the object of interest, the natural rate of in-

terest. We divide the whole sample, 1948-2004, in a

somewhat arbitrary way as shown in Chart 3. The

shaded areas are the periods considered of low

and stable inflation. In the periods 1953-1973 and

1983-2002 the correlations between the real interest

rate and the measures of economic activity, is high

(around 60%), when we take GDP growth and

somewhat lower for deviations of GDP from trend

(around 50%)(2). The average real rate is 1.2% for

the period 1953-1973 and 2.4% for the second

subperiod of low inflation. For the periods of high

and volatile inflation the averages are -1.7% and

0.6%, respectively, for 1948-1952 and 1974-1982.

The high historical correlation recorded be-

tween the real interest rate and GDP growth in pe-

riods of low and stable inflation justifies an inter-

est rate policy that targets the natural rate of inter-

est by reacting to changes in output growth, rais-

ing the interest rate in phases of accelerating activ-

ity and lowering it otherwise. For the period

1983-2002 the correlation is higher with lagged

output growth, meaning also that the interest rate

is increasing while growth is decreasing before the

peak of the boom. Focusing on Chart 2, it is appar-

ent that in the later period of low and stable infla-
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Chart 1

GDP GROWTH AND THE REAL INTEREST RATE
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Sources:Bureau of Economic Analysis, Board of Governors

of the Federal Reserve System.

Chart 2

GDP DEVIATIONS FROM HP TREND AND THE

REAL INTEREST RATE
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Table 1

CORRELATION BETWEEN GDP GROWTH AND

THE REAL INTEREST RATE

Contemporaneous dy(t),r(t+1) dy(t),r(t+2)

1948-2004 . . . . . . . . 0.03 0.00 -0.02

1948-1958 . . . . . . . . -0.34 -0.50 -0.58

1959-1968 . . . . . . . . 0.61 0.52 0.44

1969-1978 . . . . . . . . 0.45 0.51 0.48

1979-1988 . . . . . . . . 0.28 0.22 0.18

1989-1998 . . . . . . . . 0.32 0.40 0.48

1994-2002 . . . . . . . . 0.61 0.74 0.84

1953-1973 . . . . . . . . 0.60 0.57 0.40

1983-2002 . . . . . . . . 0.61 0.68 0.72

1983-2004 . . . . . . . . 0.44 0.52 0.56

Source: Bureau of Economic Analysis, Board of Governors of the

Federal Reserve System.

Sources:Bureau of Economic Analysis, Board of Governors

of the Federal Reserve System.

(2) It is interesting to note that the correlation in the calibrated real

business cycle model of Prescott (1986) is 60%.



tion, the typical behaviour of the targeted natural

rate of interest rate along the cycle is to be lowered

with output to the point where it is close to zero,

after the trough of the recession, followed by a rise

to a level of 3 or 4% at the peak of the boom.

In the introduction we mentioned that there

were two difficulties in conducting optimal inter-

est rate policy within our framework. The first

stemmed from the need to find series that can

track the movements of the natural rate of interest.

The GDP growth rate, or detrended output seem

to fare well on that criteria. The second difficulty is

related to finding a policy design that ensures a

unique equilibrium. Since global uniqueness is not

achievable, we will take comfort in local unique-

ness. We now turn to the discussion of this latter

issue and will see that it is in guaranteeing local

uniqueness that there is a role for inflation in the

interest rate feedback rule.

3. TARGETING THE NATURAL RATE OF

INTEREST: LOCAL UNIQUENESS

In the simplified framework all that interest

rate policy has to do in equilibrium is to track the

natural rate of interest. Without knowledge of the

underlying shocks and the true model of the econ-

omy that would reveal the equilibrium rate associ-

ated with a particular history of shocks, the

knowledge of the historic correlations between

output and the real interest rate can be useful. In

the previous section we have documented that in

periods of low and stable inflation, and thus in pe-

riods, where we trust, the real rate of interest was

the natural rate, the one under flexible prices, the

correlation is positive and high.

Tracking the real interest rate in this manner is

a necessary condition to confirm a path of low and

stable inflation which is the optimal equilibrium

path in this set up. It is not sufficient. Every inter-

est rate policy generates multiple paths, possibly

converging to a steady state. When there is a sin-

gle path converging to a steady state, while all the

other equilibrium paths do not, we say that there

is local determinacy. It is little comfort that, within

a multiplicity of equilibrium paths, there may be a

single path converging to a steady state. Still there

is a huge literature on conditions for local determi-

nacy. In a class of models, those conditions are that

the response of the nominal interest rate to infla-

tion be positive and high. Out of equilibrium vari-

ations in inflation require a response in the nomi-

nal interest rate that has to be higher than the vari-

ation itself. The intuition is straightforward. Let us

consider the following linear approximation to the

Fisherian equation in a deterministic model

i rt t t� � �
� �

1 1 1
�
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Table 2

CORRELATION BETWEEN DETRENDED GDP

AND THE REAL INTEREST RATE

Contemporaneous desv. y(t),desv.

r(t+1)

desv. y(t),desv.

r(t+2)

1948-2004 . . . . 0.04 0.02 -0.01

1948-1958 . . . . -0.35 -0.38 -0.34

1959-1968 . . . . 0.46 0.17 0.00

1969-1978 . . . . 0.47 0.42 0.26

1979-1988 . . . . -0.20 -0.26 -0.30

1989-1998 . . . . 0.54 0.52 0.48

1994-2002 . . . . 0.52 0.45 0.35

1953-1973 . . . . 0.46 0.25 0.00

1983-2002 . . . . 0.40 0.33 0.22

1983-2004 . . . . 0.33 0.33 0.28

Source: Bureau of Economic Analysis, Board of Governors of the

Federal Reserve System.

Chart 3

PCE DEFLATOR-BASED INFLATION RATE
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where it�1
is the nominal interest rate between pe-

riod t and t �1, rt�1
is the real interest rate and

� t�1
is the inflation rate. If interest rate policy is de-

scribed by the following rule

i rt t t� �
� �

1 1
��

where ��1, then the resulting equilibrium dy-

namic equation is

� ��t t�
�

1

There are two types of solution of this equation.

Either

� t � 0,

or � t is explosive when it starts from any other

point. In this case the equilibrium with zero infla-

tion is locally determinate. Notice that the policy

rule is such that the interest rate responds to real-

ized inflation rather than a forecast of inflation. If

that was the case the equilibrium equation would

be

� ��t t� �
�

1 1
,

so that, for ��1, the forecast of inflation would be

pinned down but not current inflation.

When � t � 0, in equilibrium, policy is con-

ducted so that

i rt t� �
�

1 1
,

implying that it is necessary to identify the real

rate of equilibrium under flexile prices in order to

be able to target zero inflation. For this reason we

looked at the behaviour of the real interest rate

when the frictions resulting from sticky prices

were made redundant by restricting attention to

periods of low and stable inflation.

4. CONCLUDING REMARKS

In a world with very low and stable inflation,

firms that are restricted in the setting of prices and

unrestricted firms charge the same prices. Sticky

price restrictions are not binding. In that world the

real interest rate is the natural rate of interest, the

one that would hold under flexible prices. In order

to infer the behaviour or the natural rate of interest

we identify time periods for the post-war US econ-

omy where inflation was low and stable and com-

pute the correlation of the nominal interest rate

with measures of economic activity.

We observe that the correlation between the

real interest rate and fluctuations in GDP is high

for periods of low inflation, contrary to the figure

for the whole period, where it is close to zero. If

the task of interest rate policy is to track the natu-

ral rate of interest, thus ensuring a stable price

level, then it is justifiable to follow the principle of

raising the interest rate with output in booms and

lowering it in recessions around a low average

positive rate. The interest rate should also react to

inflation as a means of guaranteeing local unique-

ness of equilibrium.

Unfortunately, in deriving the goal of policy to

be the target of the natural rate of interest we have

abstracted from important issues in what concerns

the underlying framework. In particular we have

ignored the need to raise revenue with

distortionary taxes and the welfare cost of the

money demand distortions. We have also followed

a simplistic approach to the estimation of the natu-

ral rate of interest. Also, local uniqueness of equi-

libria is little comfort when it may be associated

with global indeterminacy (see Benhabib,

Schmitt-Grohe and Uribe, 2001). Finally, we have

assumed that the nominal rigidity is due to sticky

prices and have not considered the possibility of

other sources of distortions, such as sticky wages

or segmented asset markets.
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Box: OPTIMAL FISCAL AND MONETARY POLICY

In this box we describe optimal policy in the environment in Correia, Nicolini and Teles (2004)(1). In this en-

vironment there is underlying uncertainty resulting from shocks to technology and public expenditure. The

agents are households, firms that are monopolistic competitive and set prices in a staggered manner as in Calvo

(1983), and a government. The households have preferences over final consumption goods and leisure. The con-

sumption goods are a composite of differentiated goods produced by the different firms with labour. Money is used

for transactions. The government must finance revenues with distortionary taxes on consumption and labor in-

come as well as a profit tax and is not able to issue state-contingent debt.

There are multiple sources of distortions in the economy. The unavailability of lump sum taxes makes it neces-

sary for the government to raise revenue with consumption and labour income taxes creating wedges in the mar-

ginal choice between consumption and leisure. Since the firms are monopolistic competitive, prices are set with a

mark up over marginal cost which is also a source of inefficiency. The fact that firms face different restrictions on

the timing of price changes may create a relative price distortion since firms that are otherwise identical may

charge different prices. This is a productive inefficiency since production would take place inside the production

possibilities frontier. A positive nominal interest rate distorts the demand for money inducing agents to spend

productive resources on transactions. Finally, the inability of the government to issue state-contingent debt may

also add to the welfare cost of distortionary taxation, since it may limit the capacity of the government to deal with

uncertainty in expenditure and revenue.

In this complex environment where there is a trade-off between different distortions, it is feasible and optimal

to eliminate every distortion except for the necessary wedges in the decision of consumption and leisure arising

from the absence of lump sum taxes. The mark up distortion is eliminated with the revenue from the profit tax.

The money demand distortion is eliminated with the Friedman rule. The distortions associated with price sticki-

ness are dealt with a policy that promotes the stability of the price level net of consumption taxes (producer price

level). The elimination of these distortions is consistent with the policy aim of achieving productive efficiency ac-

cording to the principle in Diamond and Mirrlees (1971) that even in a second best environment productive effi-

ciency is optimal. This is compatible with the Friedman rule since the optimal use of consumption taxes allows the

price level gross of consumption taxes (consumer price level) to change according to fluctuations in the real inter-

est rate. Consumption taxes also allow to replicate real state-contingent debt with ex-post volatility of the price

level gross of consumption taxes.

More precisely, the rationale for the optimality of the Friedman rule is the following: The nominal interest rate

is the price charged on the use of money. In case it is higher than the production cost of money then it includes a

tax on money. The usual assumption on the production cost is that it is negligible, so that whenever the nominal

interest rate is positive we say that money is being taxed. There are two good reasons to set the nominal interest

rate equal to zero. While final goods in general should be taxed that is not the case with intermediate goods. Taxa-

tion of intermediate goods creates inefficiencies in production that should be avoided. Money is obviously not a fi-

nal good but, rather, an intermediate good that is useful to perform transactions. For this reason money should

not be taxed. But there is an even stronger reason to charge a very low price on money. Money is a good that has a

very low cost of production. The cost in producing coins or bank notes is not zero but it is very low. Even if the

proportionate tax on money was positive and very high, when applied to a very low cost of production, the result-

ing price charged for the use of money would also be very low(2). This is the second reason not to tax money.

The policy of a zero nominal interest rate is consistent with the principles of optimal taxation from another an-

gle. In particular, it is consistent with no price dispersion across firms that only differ on the price setting restric-

(1) See also Siu (2004), Schmitt-Grohe and Uribe (2004), Benigno and Woodford (2003), Chari, Christiano and Kehoe (1991) and Lucas and Sto-

key (1983).

(2) Since the nominal interest rate (it ) is the price of money, it can be written as a function of the production cost of money (�) and the proportionate

tax rate on money (� t
m) as: 	 
it t

m
� �� �1 . For � arbitrarily close to zero, a positive itentails an arbitrarily large � t

m.
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tions. For this it is necessary that the producer price level be stable. If the price level is stable, then firms that are

not able to set prices will charge the same price as the unrestricted firms. A stable producer price level is optimal

according, again, to the principle that, even in a second best world, it is not desirable to create distortions in pro-

duction.

When the nominal interest rate is zero, since the real interest rate fluctuates around a positive average, and be-

cause the nominal interest rate is roughly equal to the real rate plus expected inflation (gross of taxes), it must be

the case that expected inflation is different from zero and fluctuates with the shocks. With consumption taxes the

movements in the inflation rate can be captured by policy movements in those taxes still keeping the producer

price level constant.



NEW EUROPEAN UNION MEMBER STATES

FACTS AND CHALLENGES *

Patrícia Silva**

1. INTRODUCTION

On 1 May 2004, the European Union (EU) wel-

comed ten new countries, in what represents the

largest enlargement in its history: the Czech Re-

public, Estonia, Cyprus, Latvia, Lithuania, Hun-

gary, Malta, Poland, Slovakia and Slovenia, thus

raising to 25 the total number of Member States

forming the EU. As a result of this enlargement,

the size of the EU in terms of the number of inhab-

itants increased by approximately 19 per cent, and

the EU market is now composed of around 456

million consumers. However, the impact of the ac-

cession of the new Member States on EU output

level was considerably lower, accounting for an in-

crease below 5 per cent of nominal Gross Domestic

Product (GDP), measured in current exchange

rates. The discrepancy between the effect of en-

largement on total population and on the aggre-

gate level of output of the EU reflects the differ-

ences between the average level of economic de-

velopment in old and new Member States.

In order to join the EU, the new Member States

had to comply with a number of political, eco-

nomic and institutional conditions, referred to as

Copenhagen Criteria. These criteria, agreed in

1993, consist of three requirements: the existence

of a stable democracy guaranteeing the respect for

human rights and the protection of minorities, a

market economy able to cope with competitive

pressures and market forces within the EU, and fi-

nally the ability to take on the obligations of EU

membership, including adherence to the aims of

political, economic and monetary union. In the

run-up to EU membership, the new Member

States made significant progress in the three areas

envisaged in the criteria. The changes were partic-

ularly pronounced in Central and Eastern Euro-

pean economies, which, in the late 1980s, started

the transition process from centralised economies

to market-oriented economies, in the wake of the

fall of the socialist regime. The transition process

involved significant economic adjustments, which

were reflected in the reorganisation of the produc-

tive structure, increasing openness of their econo-

mies vis-à-vis the rest of the world in terms of

trade and capital flows, and the restructuring of

the banking sector in tandem with the implemen-

tation of a new institutional framework of the

economy. Progress made by the new Member

States during this period benefited from the strong

boost of EU accession prospects, which have con-

tributed to generate strong national consensus in

these countries around the transformation process.

By joining the EU, the new Member States be-

came also members of Economic and Monetary

Union (EMU) with a derogation. This means that

they must take the necessary measures in order to

participate in the euro area in the future. Similarly

to other countries that are now part of the euro

area, the adoption of the single currency by the

new Member States will be subject to compliance

with the Maastricht Criteria. For this purpose, the

new EU Member States must carry on the macro-
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economic stabilisation effort pursued over recent

years, while simultaneously fostering the real con-

vergence process.

This article analyses the economic situation of

the new Member States as at the date of their inte-

gration into the EU and discusses the major chal-

lenges faced at this new stage. Section 2 reviews

progress made in terms of real and nominal con-

vergence by the new Member States vis-à-vis the

other EU countries (EU-15) and the degree of inte-

gration of the two groups of countries, in particu-

lar as regards trade and capital flows. Section 3 fo-

cuses on the major challenges faced by the new

Member States in the pursuit of macroeconomic

stability and real convergence, within the scope of

their integration into the EU. Section 4 draws con-

clusions.

2. THE ECONOMY OF THE NEW MEMBER

STATES
(1)

Over the past few years, the new Member

States made significant progress in terms of real

and nominal convergence vis-à-vis the EU-15 aver-

age. Overall, these countries maintained relatively

high economic growth rates and registered im-

provements in terms of the disinflation process. In

most EU Member States, however, the situation in

the public sector continues to be a source of mac-

roeconomic vulnerability, pointing to the need of

further budget consolidation efforts.

Accession to the EU was also preceded by

growing integration between the economies of the

new Member States and the other EU countries, in

terms of trade and direct investment flows.

2.1. REAL CONVERGENCE AND STRUCTURAL

ISSUES

Over the last decade, the annual average GDP

growth rate in the new Member States stood above

the average observed in EU-15 countries (Table 1).

Even in the most recent 2001-2003 period that was

marked by economic slowdown in the EU, eco-

nomic growth remained sustained in most new

Member States which, as a whole, continued to

grow at a faster pace than EU-15 countries. In

2004, GDP per capita in the new Member States,

measured in Purchasing Power Standards (PPS),

was equivalent to around 50 per cent of average

GDP per capita in EU-15, which corresponds to

approximately 10 percentage points more than in

1993 (Chart 1). Convergence vis-à-vis the EU-15 as

a whole was more marked, on average, in the

countries that were farther way from the EU-15

average, evincing a catching up phenomenon.

However, sharp differences continue to persist in

individual terms(2).
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(1) For a brief note on the economies of the new Member States see

Banco de Portugal (2003).

Table 1

ECONOMIC GROWTH

Gross Domestic Product

(Annual average growth rate, in volume)

1995-1997 1998-2000 2001-2003 2004

Poland . . . . . . . . . . . . 6.6 4.3 2.1 5.8

Czech Republic . . . . . 3.1 1.3 2.4 3.8

Hungary. . . . . . . . . . . 2.5 4.7 3.5 3.9

Slovakia . . . . . . . . . . . 5.5 2.6 4.1 4.9

Slovenia . . . . . . . . . . . 4.2 4.3 2.8 3.9

Lithuania . . . . . . . . . . 5.0 3.2 7.6 7.1

Cyprus . . . . . . . . . . . . 3.6 4.8 2.7 3.5

Latvia . . . . . . . . . . . . . 3.7 5.0 7.3 7.5

Estonia . . . . . . . . . . . . 6.5 4.3 6.3 5.9

Malta. . . . . . . . . . . . . . 5.0 4.7 -0.1 1.0

EU-15 . . . . . . . . . . . . . 2.2 3.1 1.2 2.3

Sources: European Commission and Eurostat.

Chart 1

GDP PER CAPITA

IN PURCHASING POWER STANDARDS:

CONVERGENCE VIS-À-VIS EU-15 AVERAGE

Source: European Commission.
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Economic reforms and changes in new Member

States have led the sectoral structure of economic

activity in these countries to become closer to that

of the other EU Member States, as the share of the

services sector increased to the detriment of the

shares of the agricultural and industrial sectors

(Table 2). However, the differences between the

two groups of countries are more marked in what

regards to the breakdown of employment by sec-

tor of activity, which points to a long lag between

both groups in terms of labour productivity, par-

ticularly in the agricultural sector.

Unemployment rates in most new Member

States stand at relatively high levels and are, on

average, higher than those observed in EU-15

countries, notwithstanding significant differences

in individual terms (Table 3). The high unemploy-

ment levels recorded in these countries are, in

part, the result of the sectoral restructuring pro-

cess of economic activity that occurred in recent

years and of the transition to market-oriented

economies, which may have contributed to create

a competence mismatch between labour supply

and demand that was not fully corrected by labour

market flexibility.

2.2. RECENT MACROECONOMIC

DEVELOPMENTS AND NOMINAL

CONVERGENCE

The macroeconomic stabilisation efforts carried

out by the new Member States in the run-up to EU

accession were also reflected in nominal conver-

gence vis-à-vis EU-15 countries.

In 2003, before the enlargement, average infla-

tion in the new Member States as a whole, mea-

sured by the Harmonised Index of Consumer

Prices, stood at a level similar to that of average in-

flation in EU-15 countries (Chart 2). In spite of the

increase in the inflation rates in some countries in

2004, current inflation levels in the new Member

States are rather low, particularly when compared

with the earlier years of the transition process,

when, in the wake of the gradual elimination of

administered prices and quantitative declines in

supply, prices underwent significant readjust-

ments. In the mid-1990s, excluding Cyprus and

Malta that did not went through the same transi-

tion process, most other new Member States still

recorded double-digit inflation rates. A determin-

ing factor behind the success of the disinflation
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(2) Among the new countries that joined the EU, only Cyprus and

Slovenia have levels of GDP per capita that stand within the

distribution range of the GDP per capita of the EU-15. At the

other extreme of the ranking is Latvia, with the lowest level of

GDP per capita among current EU Member States, accounting

for approximately one fifth of the highest GDP per capita re-

corded in Luxembourg.

Table 2

VALUE ADDED AND EMPLOYMENT BY SECTOR SECTOR OF ACTIVITY

(2003)

Value added(1) Employment(2)

(As a percentage of the total) (As a percentage of the total)

Agriculture Industry Services Agriculture Industry Services

Poland . . . . . . . . . . . . . . . . . . 3.0 30.7 66.4 18.4 28.6 53.0

Czech Republic . . . . . . . . . . 2.8 37.9 59.3 4.5 39.4 56.1

Hungary . . . . . . . . . . . . . . . . 3.7 30.2 66.1 5.8 31.9 62.3

Slovakia. . . . . . . . . . . . . . . . . 3.9 32.0 64.0 4.4 34.1 61.5

Slovenia. . . . . . . . . . . . . . . . . 2.6 35.8 61.6 10.9 36.9 52.3

Lithuania . . . . . . . . . . . . . . . 6.2 31.9 61.9 17.8 28.0 54.1

Cyprus . . . . . . . . . . . . . . . . . 4.3 20.2 75.6 9.1 20.7 70.2

Latvia . . . . . . . . . . . . . . . . . . 4.3 22.8 72.9 13.4 25.8 60.8

Estonia. . . . . . . . . . . . . . . . . . 4.4 28.1 67.5 6.1 32.3 61.5

Malta . . . . . . . . . . . . . . . . . . . 2.3 27.2 70.5 1.9 34.3 63.7

EU-15. . . . . . . . . . . . . . . . . . . 2.0 26.7 71.3 4.0 24.6 71.4

Sources: European Commission and Eurostat.

Notes:

(1) The latest available data for Hungary refer to 2002.

(2) The latest available data for Poland and Cyprus refer to 2000.



process in the new Member States was the authori-

ties’ steady commitment to reducing inflation,

within the scope of the new institutional frame-

work of monetary policy arising in the course of

the transition process(3). Another element that may

have also been relevant for the decline in inflation

was the increased financing capacity of the fiscal

deficit in these countries, made possible both by

the introduction of market-tradable Treasury debt

instruments and by privatisation proceeds, which

reduced the expectations of monetary financing of

deficits and, consequently, led to a decline in infla-

tion expectations(4). Currently, following the disin-

flation process observed in recent years, the new

Member States reveal different inflation levels,

which stem from country-specific factors(5).

Progress in terms of nominal convergence is

also evident in the evolution of interest rates. In re-

cent years, interest rates in the new Member States

have decreased from still relatively high levels at

the end of the 1990s to levels close to those seen in
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Table 3

MAIN ECONOMIC INDICATORS OF THE NEW MEMBER STATES

(2004)

GDP(1)

Unemployment

rate(1)
Inflation(3)

Fiscal

balance(2)

Public

debt(2)

Current

account(2)(Rate of change in

volume)

Poland. . . . . . . . . . . . . . . . . . . . . . 5.8 19.0 3.5 -5.6 47.7 -2.6

Czech Republic . . . . . . . . . . . . . . 3.8 8.3 2.8 -4.8 37.8 -6.1

Hungary . . . . . . . . . . . . . . . . . . . . 3.9 5.8 6.9 -5.5 59.7 -8.7

Slovakia . . . . . . . . . . . . . . . . . . . . 4.9 18.4 7.7 -4.0 44.5 -2.9

Slovenia . . . . . . . . . . . . . . . . . . . . 3.9 6.3 3.9 -2.3 30.8 -0.2

Lithuania . . . . . . . . . . . . . . . . . . . 7.1 11.4 1.2 -2.5 20.9 -8.7

Cyprus . . . . . . . . . . . . . . . . . . . . . 3.5 4.2 2.5 -5.3 73.6 -4.5

Latvia . . . . . . . . . . . . . . . . . . . . . . 7.5 9.9 6.8 -2.0 14.8 -9.9

Estonia . . . . . . . . . . . . . . . . . . . . . 5.9 9.7 3.4 0.5 4.8 -13.0

Malta . . . . . . . . . . . . . . . . . . . . . . . 1.0 8.6 3.7 -5.1 72.5 -4.0

EU-15. . . . . . . . . . . . . . . . . . . . . . . 2.3 8.1 1.9 -2.7 64.4 0.5

Source: European Commission.

Notes:

(1) In percentage.

(2) As a percentage of GDP.

(3) Inflation measured by the Harmonised Index of Consumer Prices.

(3) Poland and the Czech Republic followed an inflation-targeting

framework; Hungary, Slovenia and Slovakia had an explicit

price stability target; the other countries had pegs to other cur-

rencies or currency baskets with lower inflation rates.

(4) See Wachtel and Korhoen (2004) for a broader discussion on

the disinflation process in transition countries.

(5) In 2003, for example, Slovakia recorded the highest inflation

rate in EU-25, due to the effect of the liberalisation of adminis-

tered prices in the course of the year, while in Lithuania the

consumer price index fell, as a result of the appreciation of the

euro vis-à-vis the dollar.

Chart 2
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the other EU countries. This decline was observed

in both shorter and longer-terms (Charts 3 and 4).

From early 1999 to late 2003, the three-month in-

terest rate spread vis-à-vis the EU-15 average nar-

rowed by approximately 8 percentage points to

around 3 percentage points in the new Member

States as a whole, whereas the implicit spread of

ten-year Treasury bond yields recorded a down-

ward trend standing below 2 percentage points in

nearly every country in 2003. The evolution of in-

terest rates in recent years reflected, on the one

hand, the macroeconomic stabilisation achieved in

the new Member States, particularly the control of

inflation and the decline in inflationary expecta-

tions and, on the other hand, the expectations re-

garding the participation of these countries in the

EU. The combination of such factors has contrib-

uted to improve the assessment of these countries

by international investors (Chart 5), thus increas-

ing access to capital markets and reducing risk

premia.

Since the introduction of the euro on 1 January

1999, the currencies of the new Member States

have followed different trends vis-à-vis the single

European currency (Chart 6). In addition to coun-

try-specific political and macroeconomic develop-

ments, the diverse exchange-rate trends observed

vis-à-vis the euro have also been influenced by the

fact that the new Member States followed rather

different exchange-rate regimes, and by the ex-

change-rate changes introduced in each country

(see Box). After EU accession, Estonia, Lithuania

and Slovenia joined the Exchange Rate Mechanism

II (ERM II) on 27 June 2004. Therefore, the central

parity of the currencies in these countries is now

fixed against the euro, and the market rate may

fluctuate within a ±15 per cent fluctuation band

around the central parity. On 1 January 2005, Lat-

via pegged its currency to the euro, which re-

placed the SDR as the reference currency of the ex-

change rate regime, with a ±1 per cent fluctuation

margin around the central parity. The EU Treaty

establishes the compulsory adoption of the euro in

new Member States as soon as the required criteria

are complied with. It is therefore expected that all

new Member States will eventually participate in

ERM II, given that foreign exchange stability

within this system for a two-year period is one of

the relevant criteria.

Turning to public sector finances, the imbal-

ances observed in most new Member States point

to the need for further fiscal consolidation efforts.

In 2004, most new Member States recorded fiscal

deficits above the average deficit of the EU-15

countries as a whole (Table 3). In turn, average

public debt in these countries was lower than in

the other EU Member States. In individual terms,

nevertheless, there are considerably different reali-

ties in terms of the situation of public finances. In

2004, while the fiscal balance and the public debt

in the Baltic countries(6) and Slovenia were consis-

Banco de Portugal / Economic Bulletin / Spring 2005 61

Articles

Chart 3
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tent with the reference values established in the

EU Treaty, the European Council decided that ex-

cessive fiscal deficits existed in Poland, the Czech

Republic, Hungary, Slovakia, Cyprus and Malta.

Excluding Slovakia, all these countries posted a

strong deterioration of public accounts over the

last three years, which was reflected in the sharp

increase in the debt ratio and in the deterioration

of the fiscal deficit (Chart 7). The deterioration of

government fiscal positions in most new Member

States was related to the macroeconomic slow-

down, in some cases, but also to the adoption of

expansionary fiscal policies. On the other hand,

the decrease in interest rates made it possible to re-

duce government debt financing costs, wherefore,

in spite of the widening of the debt ratio in some

countries, interest expenditure in general was not

aggravated. Against this background, the increase

in government deficit was chiefly the result of the

deterioration in the primary fiscal balance.
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Chart 5
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Chart 7
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2.3. INTEGRATION WITH THE EUROPEAN UNION

Throughout the 1990s, there was an increasing

integration between the economies of the new

Member States and the other EU countries, fos-

tered by the strengthening of trade between the

two groups of countries and by the increased

flows of foreign direct investment from the EU to

the new Member States.

The EU gained an increasing weight in the ex-

ternal trade of the new Member States and became

the major trading partner of that group of coun-

tries. From 1993 to 2003, the share of EU-15 in

trade in goods of the new Member States in-

creased by approximately 7 percentage points to

around 63 per cent (Chart 8). According to data

available for 2003, the relevance of EU-15 in the ex-

ternal trade of the new Member States ranges be-

tween 37 per cent of total trade in goods in Cyprus

and 68 per cent in Slovenia and Poland. In turn,

during the same period, the new Member States

have also increased their share in EU-15’s external

trade. The share of the new Member States in ex-

tra-EU-15 imports increased from 5.6 per cent in

1993 to 11.6 per cent in 2003. In terms of EU-15’s

total trade in goods (imports and exports), exclud-

ing intra-EU trade, the share of the new Member

States went up from 6.4 per cent of the total in

1993 to 12.4 per cent in 2003.

Trade between the new Member States and the

EU-15 was boosted by the prospects of EU acces-

sion as well as by the gradual elimination of barri-

ers to trade between the two groups of countries

during the 1990s, through a number of trade

agreements - the so-called Europe Agreements -

that envisaged a gradual liberalisation of trade be-

tween the EU and candidate countries.

Liberalisation was first focused on manufactured

goods and involved a swifter reduction of barriers

by the EU than by the new Members(7).

Liberalisation in trade in agricultural products oc-

curred at later stage and at a more gradual space.

The full elimination of barriers to trade in these

products was only completed on the date of acces-

sion of the new Member States(8).

In the case of former central planned econo-

mies, the increase in trade with the EU was partic-

ularly significant during the first years of the tran-

sition process, as the adoption of market economy

rules and the changes in the political regime in-

creased the openness to trade in these countries(9)

and led to the reorientation of trade with the for-

mer Soviet Union towards EU-15 countries.

Taking into account total exports and imports of

goods and services in the eight new Member

States classified as transition economies, the aver-

age degree of openness to international trade(10)
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(7) See EBRD (2003).

(8) See De Nederlandsche Bank (2004).

Chart 8
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doubled, between 1993 and 2003, to approximately

64 per cent of GDP measured in PPS (Chart 9).

In the run-up to EU enlargement, the new

Member States also introduced a gradual

liberalisation of capital movements that was nearly

finished by the date of accession(11). The process of

liberalisation of capital movements in new Mem-

ber States was followed by a strong increase in di-

rect investment flows between these countries and

the rest of the world, in particular after the second

half of the 1990s. In 2002, total direct investment

flows had nearly tripled vis-à-vis 1995, reaching

approximately � 25.8 billion (Chart 10). In terms of

composition, and despite the significant two-way

increase in investment flows between the new

Member States and abroad, more than 90 per cent

of total flows correspond to foreign direct invest-

ment in the new Member States.

The new Member States proved to be rather at-

tractive countries for foreign direct investment.

Available data for the Inward Foreign Direct In-

vestment Performance Index of the United Nations

(Table 4) shows that these countries have suc-

ceeded in capturing relatively high levels of for-

eign direct investment flows relative to the size of

their economy, during the second half of the 1990s,

showing on average a better performance than the

EU-15 countries and other developing econo-

mies(12).

The sharp increase in the volume of direct in-

vestment flows to the new Member States, in the

course of the process of liberalisation of capital

movements, was the result of important unex-

plored investment opportunities in those coun-

tries. When compared with other developing

countries and emerging markets, the new Member

States, except Cyprus and Malta, recorded low

levels of foreign direct investment stocks in the

early 1990s (Chart 11) that rapidly caught-up to

levels close to those recorded in the other coun-

tries. Among the favourable conditions behind for-

eign direct investment in the new Member States,

it should be stressed the role of low labour costs(13)

(Chart 12), the relatively high education level of

the population vis-à-vis other economies in identi-

cal development stages, the privileged geograph-

ical location due to the vicinity if industrialised

economies, when compared with Asian and Latin

American economies, as well as the need for mod-
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(11)There are presently some limitations to the purchase of real es-

tate by non-residents, that will be in force during the transition

periods established for each country, within the scope of the

accession negotiations. For detailed information on restrictions

on capital flows see De Nederlandsche Bank (2004).

(12)See also United Nations (2003).

(13)In 2001, average unit labour costs for the new Member States as

a whole corresponded to approximately 22 per cent of the aver-

age cost in EU-15 countries.
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ernisation of productive structures inherent on the

transition process. In addition, the improvement

in the competitive environment, the progress

made in the creation of market economies in tran-

sition countries, together with the prospects of EU

membership and the stabilisation of macroeco-

nomic policies and conditions, have improved in-

ternational investors’ assessment of these coun-

tries, thus contributing to increase foreign direct

investment. The increasing openness to direct in-

vestment flows also resulted in a higher integra-

tion of the economies of the new Member States

with the EU-15 countries. According to the geo-

graphical breakdown of direct investment flows

received by the new Member States in 2002, EU-15

countries were the major investors in the region,

and accounted for around 84 per cent of total for-

eign investment in that year. In the same period,

the new Member States received approximately 12

per cent of total direct investment of EU-15 coun-

tries outside the EU.

3. CHALLENGES

Over more than a decade marked by changes

related to the process of transition to market econ-

omies, by increased trade with the rest of the

world and the subsequent liberalisation of capital

movements, the new Member States succeeded in

increasing the integration of their economies with

the other EU countries. EU membership does not

mark the culmination of this process but rather the

beginning of a new stage of integration of those
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Chart 11

FOREIGN DIRECT INVESTMENT STOCKS

IN THE NEW MEMBER STATES

Table 4

INWARD FOREIGN DIRECT INVESTMENT

PERFORMANCE INDEX(1)

1993-1995 1998-2000 2001-2003

Poland. . . . . . . . . . . . . . . . . . . . . . 2.2 1.4 1.2

Czech Republic . . . . . . . . . . . . . . 3.1 2.7 3.9

Hungary . . . . . . . . . . . . . . . . . . . . 6.8 1.2 2.3

Slovakia . . . . . . . . . . . . . . . . . . . . 1.5 1.4 4.0

Slovenia . . . . . . . . . . . . . . . . . . . . 0.8 0.2 1.6

Lithuania . . . . . . . . . . . . . . . . . . . 1.0 1.6 1.5

Cyprus . . . . . . . . . . . . . . . . . . . . . 1.0 1.9 3.2

Latvia . . . . . . . . . . . . . . . . . . . . . . 4.2 1.6 1.8

Estonia . . . . . . . . . . . . . . . . . . . . . 5.0 2.4 4.1

Malta . . . . . . . . . . . . . . . . . . . . . . . 4.1 4.6 1.0

Developed Countries . . . . . . . . . 0.8 1.0 0.9

EU-15 . . . . . . . . . . . . . . . . . . . . . 1.1 1.6 1.9

Developing Countries . . . . . . . . 2.0 1.0 1.3

Latin America . . . . . . . . . . . . . . 1.6 1.4 1.4

Asia . . . . . . . . . . . . . . . . . . . . . . 2.3 0.9 1.2

Source: United Nations.

Note:

(1) The Inward Foreign Direct Investment Performance Index is

calculated as the ratio of world flows of foreign direct invest-

ment received by each country to the contribution of that

country to world GDP. Thus, a figure above the unity means

that the country in question receives a share of direct invest-

ment flows that exceeds its economic size.
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Chart 12

HOURLY LABOUR COSTS

IN INDUSTRY AND SERVICES
(a)

(2002)
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changes in the exchange rate of national currencies
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countries into the European project. In this new

stage of European integration, the new Member

States are expected to step up their efforts to com-

ply with the Maastricht criteria, with a view to

their participation in the euro area, while pursuing

on a path of sustained economic growth and real

convergence vis-à-vis the other EU countries, in

order to consolidate the progress made in this

field. Against this background, the conduct of eco-

nomic policy in those countries faces a number of

challenges. In addition to the challenges associated

with the completion of the disinflation process and

with managing the deepening of monetary inte-

gration into the EU, these economies will have to

cope with the challenges resulting from the public

sector imbalances and the external financing re-

quirements of their economies.

3.1. EXTERNAL IMBALANCES

The new Member States record deficits in the

current account (Table 3), which are particularly

high in the Baltic countries, Hungary and the

Czech Republic. These imbalances tend to reflect

the real convergence process, since the more at-

tractive returns on investment projects in these

countries lead to a high level of investment, when

compared with domestic savings rates, and the

difference is offset by capital inflows under the

form of foreign direct investment or other forms of

financing from abroad.

The analysis of the recent trend of external im-

balances reveals that most new Member States

showed a widening trend of the current account

deficit during recent years, thus reversing the nar-

rowing trend of external imbalances observed in

the 1998-2000 period (Chart 13). The deterioration

of the current account in most countries was due

to the rapid growth of bank credit, associated with

the financial liberalisation process, and to the

adoption of expansionary fiscal policies that led to

an increase in imports.

In parallel with the deterioration of the current

account deficit, the composition of foreign capital

flows received by the new Member States

changed. The process of transition to market econ-

omies and the prospective EU membership made

it possible for new Member States to attract high

levels of capital inflows, in particular since the sec-

ond half of the 1990s, countering the general

downward trend of private capital flows to emerg-

ing market economies in the wake of the Asian cri-

sis in 1997. Foreign direct investment flows ac-

count for a significant share of total capital flows

received by the new Member States. From 1995 to

2000, net foreign direct investment flows received

by the new Member States increased by approxi-

mately � 9.0 billion to around � 18.7 billion in 2000,

reaching their peak in that year (Chart 14). In addi-

tion to structural factors that favoured foreign in-

vestment, described in section 2.3, the marked in-

crease in direct investment during this period was

also driven by the temporary effect of the

privatisation process in the new Member States, in

particular the banking sector privatisation, that

provided an opportunity for the establishment of

foreign banks in those countries. Recently, the

structure of capital flows received by the new

Member States has been changed towards an in-

crease in debt-generating flows, to the detriment

of net foreign investment inflows(14). This change

in the breakdown of capital flows was due, on the

one hand, to the fact that the banking sector

privatisation had already been concluded in the

previous period and, on the other hand, to the in-

crease in public sector borrowing requirements as-

sociated with the deterioration of the fiscal situa-

tion, which was reflected in the issue of debt secu-
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Chart 13

THE CURRENT ACCOUNT DEFICIT

IN THE NEW MEMBER STATES
(a)
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rities partly acquired by foreign investors. There-

fore, since 2001, foreign investment flows to the

new Member States have been on a downward

path, to stand in 2003 at approximately � 8.0 bil-

lion, whereas the volume of other capital flows

have been on the upside.

Against the background of persisting high defi-

cits in the current account and an upward trend in

the share of external financing through short- and

medium-term capital flows, concerns may emerge

as to the sustainability of the current account in

the medium-term and the increased exposure to fi-

nancial market volatility.

In the case of the new Member States, these

risks are mitigated by the fact that a significant

share of those capital flows correspond to banking

sector flows, since the financial system in those

countries is controlled by banks predominantly

held by financial institutions having their head of-

fice in EU-15 countries. Thus, the volatility of debt

flows associated with the banking sector is ex-

pected to be lower than in the case of flows per-

taining to the other sectors of the economy. In turn,

in spite of the decrease in the volume of foreign di-

rect investment flows recorded over past years,

presently, the current account deficit continues to

be mostly offset by that type of flows (Chart 15).

Therefore, as long as the new Member States are

able to attract further foreign direct investment

flows, maintain an upward trend in terms of po-

tential output growth of their economies and, si-

multaneously, control the public sector borrowing

requirements, the risks arising from external im-

balances will remain under control.

Since foreign direct investment flows are driven

by real investment opportunities, they tend to pro-

vide a higher degree of protection of the econo-

mies against financial markets volatility, when

compared with the other capital flows. Due to

their nature, direct investment flows are based on

a long-term investment perspective, and are there-

fore less reversible than other flows, thus provid-

ing more stability. On the other hand, foreign di-

rect investment flows also have some advantages

vis-à-vis external-debt generating flows, as re-

gards to the evolution of their value and profitabil-

ity throughout the economic cycle. Whereas for-

eign direct investment profitability depends on

real investment profitability and is therefore

pro-cyclical and contingent on the performance of

the economy, the external debt service and the

debt value, in turn, tend to increase in crisis peri-

ods usually characterised by a decline in output

and devaluation of the exchange rate. Therefore,
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Chart 14

CAPITAL FLOWS RECEIVED BY

THE NEW MEMBER STATES(a)
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FOREIGN DIRECT INVESTMENT FLOWS

AS A SHARE OF THE CURRENT ACCOUNT

DEFICIT IN THE NEW MEMBER STATES

(14)For a more detailed analysis of the breakdown of capital flows

received by the new Member States see Baudino et al. (2004).

Source: International Monetary Fund.



financing the current account through foreign di-

rect investment flows tends to reduce the vulnera-

bility of the economy to financial account crisis. In

addition, foreign direct investment flows have an

important contribution to the sustainability of eco-

nomic growth and to the real convergence process,

since they allow to import and spread the use of

new technologies and management techniques,

with positive impacts on productivity, and give

rise to dynamic effects on activity that feed

through the rest of the economy. This advantage

of direct investment flows is particularly relevant

for the new Member States, given that investment

levels in these countries are still low when com-

pared with other OECD countries(15) and there is

the need to replace obsolete capital and update

technologies.

3.2. FISCAL DISCIPLINE

Another major challenge that lies ahead in the

new Member States is related to the imbalance of

public sector accounts, given that, in addition to

the recent deterioration of public finances, these

countries will also have to cope with a number of

factors liable to generate additional pressures on

the fiscal situation in the coming years. Some of

these factors are also shared by other Member

States. In effect, the new Member States, despite

standing at a different development stage from

that of the EU-15 countries, present similar levels

of public expenditure as a percentage of GDP and

face identical fiscal challenges in terms of the ef-

fects of population ageing on health expenditure

and pension system expenditure. However, in the

case of the new Member States, there are also

other factors that may lead to increased tensions

on the fiscal situation, such as the expected decline

in privatisation proceeds during forthcoming

years and important contingent responsibilities in

the public sector that are not reflected in official

statistics. On the other hand, accession to the EU is

also likely to have additional effects that may be

felt in the course of forthcoming years, since it will

involve the participation of the new Member

States in the community budget, the national

co-financing of investment projects supported by

the EU, the implementation of the acquis

communautaire related to fiscal harmonisation is-

sues and compliance with several rules and regu-

lations that may have an impact on public sector

finances(16).

Controlling government finances is particularly

relevant not only on account of macroeconomic

stabilisation and sustainability of public debt, but

also because it constrains compliance with two of

the relevant criteria for the future adoption of the

euro by the new Member States. In effect, main-

taining a deterioration trend of public finances,

such as that recently observed, would tend to limit

the use of fiscal policy as an instrument of macro-

economic stabilisation and could lead to a sus-

tained increase in the public debt ratio as a per-

centage of GDP, with the corresponding costs in

terms of public sector financing. In addition, per-

sistently high budget deficits could also give rise

to adverse effects on inflation and exchange rate

stability.

In this context, the implementation of further

budget consolidation efforts is expected to be one

of the major priorities in the coming years, particu-

larly in the new Member States that are in an ex-

cessive deficit situation. It should be stressed that

some countries have already taken some measures

in that direction, and have started the pension sys-

tem reform process.

3.3. INFLATION

In the wake of the disinflation process, most

new Member States have succeeded in reaching

inflation levels close to those recorded in devel-

oped countries overall. However, there are several

upward pressures on prices in the new Member

States that may lead to a widening of the inflation

differential between those countries and the EU-15

countries and pose challenges to the conduct of

economic policy.

Upward effects over the price level are ex-

pected in the new Member States during the first

years of EU membership, as a result of fiscal har-

monisation in matters for which these countries

benefit from transition periods established within
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on the fiscal balance of the new Member States see CESifo

(2004).



the scope of accession negotiations. Among these

are measures such as the levelling off of customs

duties vis-à-vis those levied in the other EU coun-

tries, the harmonisation of the Value Added Tax

with the levels established in the acquis

communautaire and the introduction of the inter-

vention system in prices of agricultural products

defined in the Common Agricultural Policy(17).

On the other hand, the increase in administered

prices associated with the conclusion of the price

liberalisation process in sectors where prices were

significantly below production costs, such as in the

case of heating services, is likely to be reflected in

a positive effect on inflation in the new Member

States.

Another possible source of inflation risks in the

new Member States could be the absence of fiscal

consolidation in the coming years, particularly in

countries that are currently registering high public

sector deficits. The possible persistence or deepen-

ing of imbalances in public accounts could be re-

flected in a deterioration of investors confidence

and, thus, lead to an increase in inflationary pres-

sures and exchange rate volatility in those coun-

tries, hindering the management of monetary pol-

icy in the new Member States.

The new Member States are also subject to

pressures on the price level that are due to the

Balassa-Samuelson effect, associated with the real

convergence and structural adjustment process in

which they are involved. Transition to market

economy rules and the growing openness in terms

of trade and foreign direct investment have led to

an increasing exposure of the tradable goods sec-

tor of the new Member States to international com-

petition. Under these conditions, as a result of the

Balassa-Samuelson effect(18), the real convergence

process tends to bring the price levels in the new

Member States closer to the levels recorded in the

EU-15 countries, leading to a real appreciation of

the currency. Taking into account that the impact

on inflation implied by the Balassa-Samuelson ef-

fect depends on the degree of adjustment of the

nominal exchange rate in each country, the objec-

tive of price stability may eventually not be com-

patible with exchange rate stability.

3.4. MONETARY INTEGRATION

The deepening of monetary integration with

the EU also poses challenges to the new Member

States in terms of the pace of integration and the

management of monetary policy during the transi-

tion period.

In the context of high capital mobility, capital

flows into the new Member States may rise

sharply during the economic convergence process

and the preparation for the adoption of the euro,

especially shorter-term capital associated with

profit opportunities triggered by speculative activ-

ities, within the scope of the so-called convergence

plays. In these circumstances, by increasing de-

mand for domestic assets, excess capital inflows

could lead to increases in asset prices at a rate well

above the pace of growth of the economy and thus

to speculative bubbles, thereby contributing to the

weakness of the financial system. Likewise, a

sharp increase in domestic credit, by triggering a

fast expansion of domestic demand for consumer

and investment goods, could lead to the overheat-

ing of the economy, with a marked increase in in-

flation.

Macroeconomic stabilisation under these condi-

tions may create serious difficulties to pol-

icy-makers during the run-up to the adoption of

the euro. If, on the one hand, increasing the inter-

est rate could contribute to reduce the overheating

of the economy, on the other hand, it would foster

higher short-term capital inflows associated with

convergence plays, in a context of high capital mo-

bility.

The deepening of monetary integration with

the EU also poses challenges to the new Member

States as to changing the exchange rate regimes

with a view to comply with the exchange rate cri-

terion and with regard to the pace of integration.

On the one hand, premature participation in the

ERM II may impose an excessive limitation to ex-

change rate flexibility in the new Member States.

In overheating situations, nominal and real appre-
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(17)For further information on the implementation of Common

Agricultural Policy in the new Member States see European

Commission (2004).

(18)The price level increase described by the Balassa-Samuelson ef-

fect results from the fact that the rise in productivity in the

tradable goods sector during the catching up process leads to

wage growth in this sector that, due to labour mobility be-

tween both sectors, also triggers higher wages in the

non-tradable goods sector, where the differential in productiv-

ity growth vis-à-vis other countries is narrower.



ciation of the exchange rate may be important for

macroeconomic stabilisation purposes in the new

Member States, considering the difficulties raised

by the use of interest rates previously mentioned.

Exchange rate flexibility is also necessary to har-

monise the compliance with the Maastricht infla-

tion criterion in the new Member States with the

upward pressures on the price level expected to

take place in these countries. On the other hand,

participation of the new Member States in the

ERM II without a prior adequate synchronisation

of the economic cycles with the euro area may trig-

ger difficulties in the management of exchange

rates, if there are no other economic policy instru-

ments that can be effectively used for macroeco-

nomic stabilisation purposes in the new Member

States, with special emphasis to the stabilisation

role of fiscal policy. Finally, it is worth mentioning

that exchange rate stability during participation in

the ERM II also depends on the appropriate choice

of the central parity for the exchange rate. This

choice should reflect the economic fundamentals

and an appropriate assessment of the factors that

may cause predictable pressures on the exchange

rate in the new Member States, such as the catch-

ing-up process and the sustainability of external

imbalances.

4. CONCLUSIONS

EU accession was preceded by a number of sig-

nificant changes in the economies of the ten new

Member States, largely associated with the process

of transition to market economies. The changes

that took place in these countries allowed substan-

tial progress to be made in terms of structural re-

forms and macroeconomic stabilisation, resulting

in nominal and real convergence vis-à-vis the

other EU countries. During this period, there was

an increasing integration of the new Member

States with the EU through the strengthening of

trade and foreign direct investment flows from the

EU to those countries.

Although this process made it possible to bring

the economies of both groups of countries closer

by the date of accession, the group of new Member

States still showed diverse characteristics from the

EU-15, and even significant differences amongst

individual countries. Therefore, heterogeneity

within the EU increased following the enlarge-

ment.

Despite the subsisting differences among coun-

tries, the major challenges posed to the new Mem-

ber States seem to stem, on the one hand, from the

need to consolidate progress made in terms of

nominal convergence and, on the other hand, from

the high public sector deficits. In addition, the

deepening of monetary integration with the EU, in

a context of high capital mobility, poses important

challenges to the management of economic policy

in the new Member States.

In order to overcome such challenges and pur-

sue a sustained trend of real convergence vis-à-vis

the other EU countries, it will be essential that the

new Member States safeguard the overall consis-

tency of their stabilisation policies and strengthen

fiscal, financial and monetary institutions.
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Box: RECENT EVOLUTION OF FOREIGN EXCHANGE REGIMES IN THE NEW MEMBER STATES

According to the de facto(1) classification of the exchange rate regimes adopted by the International Monetary

Fund (IMF), and taking the year 2003 as a reference, the most rigid exchange rate policies were followed in Esto-

nia and Lithuania, that adopted a currency board regime against to the euro, the former since the creation of the

European currency and the latter since February 2002, when the euro replaced the dollar as reference currency of

the exchange rate regime. In turn, the most flexible exchange rate policy was followed in Poland, that adopted a

free-floating regime in April 2000, after abandoning a crawling band regime with 0.3 per cent monthly devalua-

tion rate vis-à-vis a basket of currencies composed by the euro and by the dollar and with a ±15 per cent fluctua-

tion margin of around central parity(2). In 2003, the other countries followed intermediate exchange rate regimes

with different degrees of exchange rate flexibility. Latvia and Malta had pegs to currency baskets: Latvia to the

SDR since February 1994, and Malta to a currency basket made of the euro, the dollar and the pound sterling

since 1999. Hungary and Cyprus adopted more flexible exchange rate regimes. The central parity of their curren-

cies was pegged to the euro, and the market exchange rate fluctuated within a horizontal margin of ±15 per cent.

This regime was followed in Cyprus since January 1992, with a central parity defined vis-à-vis the ECU, prior to

1999, and a narrower fluctuation margin(3), while in Hungary it was introduced later, in October 2001, to re-

place the crawling band regime against the euro implemented in January 2001(4). In 2003, Slovenia followed a

crawling band regime in which the Slovene authorities maintained the exchange rate within a fluctuation mar-

gin around a depreciating trend. The width of the fluctuation margin and the depreciating trend are not known,

given that, since February 2002, the IMF’s de facto classification of the exchange rate regime ceased to correspond

to the managed floating official policy. Finally, the Czech Republic and Slovakia adopted managed float regimes,

in which the authorities influence the exchange rate movements of the respective currencies without a

pre-determined path for the exchange rate and without a specific exchange rate objective.

(1) The de facto classification of exchange rate regimes made by the IMF is based on the analysis of the information available on the actual operations

carried out by the countries within the scope of the exchange rate policy, and may therefore differ from the de jure classification based on the ex-

change rate policy officially announced by the authorities of each country.

(2) Up to March 1999, the monthly devaluation rate followed in Poland stood at 0.5 per cent and the fluctuation band around central parity was

±12.5 per cent.

(3) The horizontal fluctuation margin around central parity was widened in January 2001 from ±2.5 per cent to the present ±15 per cent.

(4) The exchange rate policy in Hungary underwent a number of changes in recent years. Since early 1999 and up to the end of 2000, Hungary fol-

lowed a crawling band regime against a currency basket composed of the euro and the US dollar, with an intervention margin of ± 2.25 per cent

around the central parity. The crawling-peg rate stood at 0.6 per cent per month, and was subsequently reduced to 0.5 per cent in July 1999, to

0.4 per cent in October 1999 and to 0.3 per cent in April 2000. As of early 2001, the central parity was defined vis-à-vis the euro alone and the

monthly devaluation rate was set at 0.2 per cent in April de 2001. In May 2001, still within the scope of the crawling band regime, the fluctua-

tion margin around the central parity was widened to ±15 per cent. Finally, as of October 2001, the crawling peg of the central parity against the

euro was eliminated, leading to the present regime.



INFLATION AND MONETARY POLICY IN PORTUGAL BEFORE THE EURO

Marta Abreu*

1. INTRODUCTION

This article reviews inflation developments in

Portugal in the 25-year period from the collapse of

the Bretton Woods system to the adoption of the

euro(1). The emphasis is placed on the interaction

between the behaviour of prices and the evolution

of the monetary policy strategy, reflecting the

monetary origins of inflation from a medium to

long-run perspective. Against this background,

section 2 provides an overview of inflation behav-

iour in the post-Bretton Woods era, and section 3

describes the evolution of monetary and exchange

rate policy strategy over the same period. Section 4

concludes. A set of chronologies completes the

present review: Table I provides relevant informa-

tion on the computation of inflation statistics; Ta-

ble II covers relevant changes in taxation; and Ta-

ble III sets out the changes to the monetary and ex-

change rate policy objectives and to the Statutes of

the Banco de Portugal.

2. OVERVIEW OF INFLATION

DEVELOPMENTS IN THE POST BRETTON

WOODS ERA

The Portuguese inflation experience since the

fall of the Bretton Woods system can be divided

into two major sub-periods: a period of very high

and volatile inflation up to the mid-1980s, fol-

lowed by a period of disinflation from the

mid-1980s to the late-1990s(2) (Table 1 and Chart 1).

In the 1970s, the Portuguese economy had to

cope with a series of severe negative shocks. The

domestic political and social turmoil that followed

the April 1974 revolution magnified the impact of

the first oil shock. Substantial wage increases were

enacted, and a large part of the productive sector

was nationalised in 1975 (in particular the whole

financial sector became state-run). In addition, the

country had to absorb a significant increase in its

population (about 7 per cent in 1974-76), as Portu-

guese citizens returned from the ex-colonies in Af-

rica. As a result, a big recession occurred – GDP

declined 4.5 per cent in 1975 (Chart 2) –, and un-

employment increased substantially. Inflation,

which had shown a slight upward trend since the

early 1960s, rose sharply, to about 30 per cent in

1974.

In spite of a relative normalization of the politi-

cal situation in the late 1970s, significant macro-

economic instability prevailed until the mid-1980s,

reflecting the combined impact of the two world

oil price shocks and the unsound macro policies

pursued for most of the period. Substantial public

sector deficits, essentially financed by the central

bank, fuelled inflation; the resulting loss of com-

petitiveness forced devaluation of the nominal ex-

change rate, which in turn added to price pres-

sures: the country was caught in a vicious circle of

inflation and devaluation. In the period 1973-1985,
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CPI inflation averaged 22 per cent, and fluctuated

between 17 and 29 per cent.

When Portugal joined the European Commu-

nity (EC) in January 1986, it had the second high-

est inflation rate amongst EC Member-States (only

surpassed by Greece), and the differential against

the EC average stood at about 14 percentage

points. At this time, disinflation became a major

goal of economic policy. To ensure a sustained de-

cline of inflation, exchange rate policy became pro-

gressively less accommodating, so as to break the

vicious circle of inflation and devaluation (see sec-

tion 3). In addition, economic agents were encour-

aged to set nominal wages on the basis of expected

(rather than past) price increases. Inflation, which

was close to 30 per cent in 1984, declined to levels

broadly compatible with price stability by the end

of the 1990s.

Chart 3 shows the contributions to the change

in the private consumption deflator during the

disinflation period(3). In the early years, disinfla-

tion benefited from favourable international price

developments (including oil prices) and significant

productivity gains, both of which contributed to

the steep deceleration of prices in a context of

strong GDP growth. In the late 1980s and early

1990s, as the Portuguese economy began to over-

heat and international price developments turned

less favourable, the inflation rate temporarily re-

sumed an upward trend and the pursuit of disin-

flation had to rely on a less accommodative stance

of exchange rate policy. In the mid-1990s, the de-

celeration of unit labour costs following the 1993

recession also gave an important contribution to

the decline of inflation.
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(3) The figures were obtained from the relevant equations of an

annual macroeconomic model currently used in the projection

exercises carried out by the Banco de Portugal.

Table 1

PORTUGAL – INFLATION DEVELOPMENTS

1973-1998

Average(a) Volatility(b)

1973-1998 . . . . . . . . . 14.8 3.5

1973-1985 . . . . . . . . . 21.8 4.7

1986-1998 . . . . . . . . . 7.7 1.7

Notes:

(a) Inflation measured by the annual percentage change of the

CPI;

(b) Volatility corresponds to the standard deviation of the differ-

ences between actual and trend inflation (measured as a

five-year centred-moving average).
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3. MONETARY AND EXCHANGE RATE POLICY

FROM THE COLLAPSE OF THE BRETTON

WOODS SYSTEM TO EMU

The collapse of the Bretton Woods system, the

first oil shock and the 1974 Revolution brought

profound changes to the conduct of macroeco-

nomic policies in Portugal. In 1974-75, the priority

of economic policy was to cope with the recession

and the increase in unemployment. The money

supply was adjusted to finance a widening public

sector deficit, and a selective rediscount policy was

put in place to promote activities linked to agricul-

ture, exports and investment. Interest rates, which

were subject to limits set by the central bank, were

increased only slightly, resulting in significantly

negative real rates (Chart 4)(4).

Although the escudo had been formally float-

ing since March 1973, the effective exchange rate

was kept broadly stable in 1974-75 so as to contain

the inflationary pressures resulting from the in-

crease in oil prices and steep wage acceleration(5).

However, as from 1976, the rapid decline of for-

eign exchange reserves (Chart 5) and the need to

restore the competitiveness lost in the previous

years led to a policy of gradual devaluation of the

escudo. In 1977, severe balance of payments diffi-

culties imposed a shift of priorities in economic

policy. On 25 February 1977, the escudo suffered a

15 per cent devaluation, and six months later a

crawling-peg regime was established (Chart 6).

The crawling-peg consisted of a pre-announced

monthly depreciation rate of the escudo vis-à-vis a

basket of 13 currencies. The monthly rate of depre-

ciation was initially set at 1 per cent. In 1978, a sta-

bilisation programme had to be negotiated with

the IMF. The package provided for a discrete de-

valuation of the escudo (6.1 per cent on 5 May), an

increase of the pre-announced monthly rate of de-

preciation to 1.25 per cent, and the introduction of

quantitative limits for bank credit, as a way of con-

trolling the money supply. The package set a limit
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(4) Following the 1974 Revolution, the Banco de Portugal was na-

tionalised. The new Statutes of the Bank, approved in November

1975 (Decree-Law No.664/75 of 15 November), provided that

the issue of money should be planned in order to coordinate

“the management of foreign exchange reserves and the credit

to be granted by the Bank with the economy’s needs for stabili-

sation and development” (Article 13). This provision put an

end to the close link between the monetary base and the level

of foreign exchange reserves that had prevailed under the

Bretton Woods system. The Statutes also provided for the pos-

sibility of extensive credit to be granted by the Bank to the pub-

lic sector (Article 23 and 25). Finally, the Statutes conferred

upon the Bank the power to determine the interest rate regime

applying to the banking sector, as well as to set the conditions

governing the banks’ credit operations (Article 27).

(5) Extensive capital controls made it possible for the authorities to

simultaneously control domestic interest rates and the ex-

change rate.

Chart 3
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for the balance of payments deficit (i.e. for the

change in the consolidated banking sector net ex-

ternal assets) and a corresponding target for the

expansion of total domestic credit. In practice,

given the behaviour of the general government

deficit, credit to the private sector was adjusted to

ensure compliance with the limit set for the

growth of total credit.

In the early 1980s, as the world economy was

hit by the second oil shock, an expansionary mac-

roeconomic policy was put in place in Portugal.

On 12 February 1980, the escudo was revalued by

6 per cent, and in June of the same year the crawl-

ing-peg monthly devaluation rate was reduced to

0.5 per cent. At the same time, credit controls were

eased and no fiscal consolidation took place. The

expansionary policy stance, which was clearly mo-

tivated by the political calendar (general elections

were to be held in October), aggravated the impact

of the second oil shock and external accounts

again went out of control. As the current account

deficit (including capital transfers) reached 13 per

cent of GDP in 1982, a second stabilisation package

had to be negotiated with the IMF. Credit controls

were tightened and the depreciation of the escudo

was intensified. Like the previous package, the

second IMF programme was quite successful in re-

storing balance of payments equilibrium. This

came however, at the cost of a new recession (after

stagnating in 1983, GDP fell by 2 per cent in 1984),

and a renewed increase of inflation, which again

came close to 30 per cent.

In short, monetary policy in Portugal in the

mid-1980s was still based on credit ceilings and

administered interest rates. Extensive capital con-

trols were in place, and the exchange rate followed

a crawling peg regime aimed at preserving the

competitiveness of Portuguese exporters in a con-

text of high inflation, chronic budget deficits and

recurrent payments crises. The poor economic per-

formance of the previous period made it clear that

a regime shift on macroeconomic stability and

structural reform would be needed to put the

economy on a sustainable growth path. Accord-

ingly, in the mid-1980s, an ambitious economic

programme aimed at sustained disinflation, bud-

getary consolidation and wide-ranging structural

reform was put in place(6). The country’s integra-

tion in the European Community in 1986 provided

the catalyst for implementation of the reform

programme. The exchange rate was chosen as the

central piece in the disinflation strategy, a natural
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(6) See the 10th Constitutional Government Programme, dated

November 1985 (Diário da Assembleia da República, II série, N.4,

16/11/1985).

Chart 5
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choice for a small open economy, where import

prices play a key role in the inflation process. The

monthly rate of depreciation was gradually cut

back from 1986, and no more discrete devaluations

were carried out. As seen previously, inflation de-

clined very rapidly up to 1987, but resumed an up-

ward trend in 1988-90. Since the monthly rate of

devaluation of the escudo continued to be cut

back, the inflation differential against Portugal’s

main trading partners was no longer fully offset,

and the escudo started appreciating in real terms

(Chart 6).

In the late 1980s, in the context of the gradual

liberalisation of the capital account, the monetary

authorities experienced significant difficulties in

controlling domestic liquidity. The decline in the

country’s risk premium after EC accession at-

tracted significant amounts of foreign direct in-

vestment to Portugal. In addition, a large interest

rate differential vis-à-vis the core European cur-

rencies, coupled with a tightly managed (and thus

highly predictable) exchange rate in the context of

the crawling-peg regime, fostered massive inflows

of short-term capital. The central bank was caught

in a vicious circle, as it tried to simultaneously

control domestic interest rates and the exchange

rate. Foreign exchange interventions to contain the

pressure towards the appreciation of the escudo

increased domestic liquidity, impairing the effec-

tiveness of credit ceilings.

The interruption of the disinflation process in

the late 1980s and the difficulties in controlling do-

mestic liquidity prompted radical changes in the

conduct of monetary and exchange rate policies in

the early 1990s. New Banco de Portugal Statutes

were adopted in October 1990, imposing strict lim-

its to the financing of the public sector by the cen-

tral bank. Credit ceilings were abolished and mar-

ket-based liquidity management was put in place

(most interest rate controls had already been elimi-

nated during the second half of the 1980s). In addi-

tion, controls to short-term capital inflows were

temporarily re-imposed and the crawling-peg re-

gime had to be abandoned. As from October 1990,

the escudo was allowed to fluctuate within an un-

disclosed band against a basket composed of the

five main ERM currencies. The authorities wished

to introduce some short-term unpredictability in

the exchange rate of the escudo, so as to discour-

age short-term capital inflows. The new exchange

rate policy was also aimed at preparing the coun-

try for future participation in the ERM.

The new regime failed to discourage capital in-

flows since, as before, the Banco de Portugal con-

tinued to impose high domestic interest rates to

fight inflation, while at the same time intervening

in the foreign exchange market to contain the pres-

sure towards the appreciation of the escudo. In an

environment characterised by strong optimism re-

garding the prospects for the creation of a mone-

tary union in Europe, and by favourable prospects

for the Portuguese economy, investors saw the

Portuguese currency as a “one-way bet”. In spite

of the massive sales of escudos by the Banco de

Portugal - the central bank’s net foreign assets

stood at around 30 per cent of GDP in 1989-1991

(Chart 5) - the nominal effective exchange rate ap-

preciated by almost 3 per cent in the 18 months

that followed the abolition of the crawling-peg.

Given that the inflation differential against the EU

average was still significant, this translated into a

substantial real appreciation of the currency. The

conduct of monetary policy in this period was fur-

ther complicated by the expansionary stance of fis-

cal policy(7), which added to the strong growth of

private sector expenditure, giving rise to an in-

creasingly unbalanced policy-mix. In spite of the

difficulties in running monetary policy, inflation

resumed a downward path in 1991, as high do-

mestic real interest rates and the appreciation of

the currency helped contain price pressures

(Charts 4 and 6).

In April 1992, the Portuguese currency joined

the exchange rate mechanism (ERM) of the Euro-

pean Monetary System(8). From an operational

point of view, participation in the ERM was not

radically different from the exchange rate policy

that was actually being followed from October

1990. However, the formal commitment to keeping

the escudo within a pre-established band was ex-

pected to reinforce the medium-term credibility of

the Portuguese authorities’ anti-inflation stance,

and to have a favourable impact on inflation ex-

pectations. Exchange rate stability vis-à-vis a set of

currencies characterised by a high degree of nomi-
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(7) For an account of fiscal policy in the period 1986-1994, see

Cunha and Neves (1995).

(8) Abreu (2003) provides a detailed account of the experience of

the Portuguese escudo in the ERM.



nal stability should provide a powerful anchor to

reach and maintain price stability over the me-

dium-run. ERM membership was also a necessary

step to ensure that the country would be a candi-

date for participation in Economic and Monetary

Union (EMU).

The escudo joined what was then called the

wide band, which allowed for a �6 per cent fluctu-

ation of the market rate around the bilateral cen-

tral rates against the other ERM currencies. The

central rate against the German currency, which

was effectively the anchor of the system, was set at

86.9393 escudos per German mark. The entry rate

was broadly in line with available estimates for the

escudo’s equilibrium real exchange rate. The

strong performance of the external sector since the

mid-1980s, as evidenced by the market share gains

of Portuguese exporters and a broadly balanced

current account, suggested that the steep real ap-

preciation of the currency in the previous years

had been, at least to a large extent, an equilibrium

phenomenon(9).

In the early months of participation in the sys-

tem, foreign capital continued to be attracted by

the high interest rate differentials, putting upward

pressure on the escudo. However, the situation

changed radically in the summer of 1992, with the

onset of the ERM crisis, which ultimately led to a

widening of the fluctuation bands to �15 per cent

in August 1993. During the ERM crisis, the central

rate of the escudo was devalued twice, and the

Portuguese currency depreciated by about 10 per

cent in effective terms, and by twice as much

against the German mark. The ERM crisis and the

related depreciation the Portuguese escudo did

not prevent a steady decline of the inflation rate in

the period of ERM membership. Consistent with

the announced strategy, the authorities did not

make use of the enlarged room for manoeuvre

provided by the wider ERM bands: official interest

rates were adjusted and substantial interventions

were carried out whenever necessary to preserve

exchange rate stability. The period from the en-

largement of the ERM bands to the end of 1998

was thus one of increasing stability of the escudo,

as attested by the fact that, in spite of a third re-

alignment in March 1995, the escudo’s conversion

rate into the euro was very close to the market ex-

change rate vis-à-vis the German mark prevailing

in August 1993 (Chart 7).

As shown in section 2 above, average CPI infla-

tion declined from double-digit levels in the early

1990s to a range of 2-3 per cent in 1997-98. The

transmission of the exchange rate depreciation of

1992-93 to CPI inflation was rather limited, and

did not show up in the overall index. The signifi-
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(9) Manteu and Mello (1992) provide an estimate for the path of

the fundamental real equilibrium exchange rate of the Portu-

guese escudo in the period 1980-1992. Later studies reported

similar results (see, for instance, Costa (1998)). For a survey of

the arguments pointing to an equilibrium appreciation of the

Portuguese escudo, see Manteu and Neves (1998).
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cant deterioration of the cyclical position in

1992-1993, and the fact that the realignments of the

Portuguese escudo were not perceived as a regime

shift(10) helped contain the transmission of the de-

preciation to domestic prices. When the Portu-

guese economy re-bounded from 1994 onwards,

the successful preservation of exchange rate stabil-

ity since the enlargement of the bands anchored

inflation expectations and allowed for continued

disinflation. From the mid-1990s onwards, the

country benefited from a virtuous circle: improved

nominal convergence increased the prospects of

meeting the criteria for euro adoption, while at the

same time enhanced prospects for EMU participa-

tion facilitated exchange rate stability, the decline

of interest rate differentials and the improvement

of the budget balance.

4. CONCLUSION

The history of Portuguese inflation from the

collapse of the Bretton Woods system to the adop-

tion of the euro contains two very distinct chap-

ters.

From the mid-1970s to the mid-1980s, inflation

was high and volatile, reflecting a monetary and

exchange rate policy that was primarily designed

to finance huge public sector deficits and to con-

tain the large external deficits that emerged as a

result of the economy’s overall economic imbal-

ances. The significantly negative real interest rates

and the continuous depreciation of the Portuguese

escudo illustrate the highly accommodative stance

of monetary and exchange rate policy throughout

the decade.

In the mid-1980s, coinciding with the country’s

accession to the European Community, control of

inflation became the main objective of monetary

and exchange rate policy. As policy became pro-

gressively less accommodating, the escudo started

appreciating in real terms and real interest rates

turned clearly positive. In 1990, the crawling-peg

regime gave way to a new monetary policy strat-

egy, based on exchange rate stability as the inter-

mediate target to reach the final goal of price sta-

bility. The subsequent integration of the escudo in

the exchange rate mechanism of the European

Monetary System was a further step in the author-

ities’ attempt to gain anti-inflation credibility. The

commitment to the policy of exchange rate stabil-

ity anchored inflation expectations, and helped

prevent a re-emergence of inflation pressures after

the depreciation of the escudo in the context of the

ERM crisis, and during the economy’s upswing in

the second half of the 1990s.
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Articles

Table III (to be continued)

CHANGES TO THE MONETARY AND EXCHANGE RATE POLICY OBJECTIVES AND TO THE STATUTES

OF THE BANCO DE PORTUGAL

Date Event

19 March 1973 . . . . . . . . . . . . . . . . . . . . . . . . . . . . Collapse of the Bretton Woods system; Portuguese escudo (PTE) floats.

25 April 1974 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Revolution puts an end to a 48-year dictatorship.

13 September 1974 . . . . . . . . . . . . . . . . . . . . . . . . Banco de Portugal is nationalised (Decree-Law N.452/74 of 13 September).

Mid-1973 to mid 1975 . . . . . . . . . . . . . . . . . . . . . PTE officially floating, but stability of effective exchange rate is preserved.

March 1975 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Commercial Banks and insurance companies nationalised, except those that were for-

eign-owned (Decree-Law N. 132-A/75 of 14 March).

15 November 1975 . . . . . . . . . . . . . . . . . . . . . . . . New Statutes of the Banco de Portugal (Decree-Law N.644/75 of 15 November). Accord-

ing to Article 13, the Bank’s issue of money is to be planned so as to coordinate “the

management of foreign exchange reserves and the credit to be granted by the Bank

with the economy’s needs for stabilisation and development”. Articles 23 and 25 pro-

vide for the possibility of extensive credit to be granted by the Bank to public sector.

Article 27 confers upon the Bank the power to determine the interest rate regime apply-

ing to the banking sector, as well as to set the conditions governing the banks’ credit

operations.

1976. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Correction of external imbalance becomes the priority of economic policy; exchange

rate becomes the key instrument to correct the external imbalance; depreciating trend

of the PTE against the major currencies.

25 February 1977. . . . . . . . . . . . . . . . . . . . . . . . . . PTE is devalued by 15 per cent vis-à-vis the currencies quoted by the Banco de Portu-

gal. The aim of keeping the PTE stable in effective terms as from this date is an-

nounced.

25 August 1977 . . . . . . . . . . . . . . . . . . . . . . . . . . . A crawling-peg regime is adopted. The crawling-peg consisted of a pre-announced

monthly depreciation rate of the escudo vis-à-vis a basket of 13 currencies. The

monthly rate of depreciation was initially set at 1 per cent.

August 1977. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Portuguese inter-bank money market is set up (D-L N.353-R/77 of 29 August and

Banco de Portugal Circular N.72-21/77/DSOC of 31 August).

February 1978 . . . . . . . . . . . . . . . . . . . . . . . . . . . . Portuguese Inter-bank securities market is set-up (Circular N.30-6/78/DSOC de

22/02/1978).

April 1978 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . First IMF Stabilisation Agreement.

5 May 1978. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.1 per cent discrete devaluation of the effective exchange rate; pre-announced

monthly rate of depreciation increased to 1.25 per cent.
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July 1978. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Mandatory limits to credit growth are introduced.

April 1979 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Pre-announced rate of devaluation reduced to 1.0 per cent.

June 1979 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Pre-announced rate of devaluation reduced to 0.75 per cent.

12 February 1980. . . . . . . . . . . . . . . . . . . . . . . . . . Discrete 6.0 per cent revaluation of the effective exchange rate.

June 1980 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Pre-announced rate of devaluation reduced to 0.50 per cent.

December 1981 . . . . . . . . . . . . . . . . . . . . . . . . . . . Pre-announced rate of devaluation increased to 0.75 per cent.

16 June 1982. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Discrete 9.4 per cent devaluation of the effective exchange rate.

30 September 1982 . . . . . . . . . . . . . . . . . . . . . . . . First revision of the 1976 Constitution. Private banking and insurance allowed.

March 1983 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Pre-announced rate of devaluation increased to 1.0 per cent.

23 March 1983 . . . . . . . . . . . . . . . . . . . . . . . . . . . . Discrete 2.0 per cent devaluation of the effective exchange rate.

22 June 1983. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Discrete 12.0 per cent devaluation of the effective exchange rate.

September 1983. . . . . . . . . . . . . . . . . . . . . . . . . . . Second IMF stabilisation agreement.

1984-1992 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Progressive liberalisation of bank interest rates.

December 1985 . . . . . . . . . . . . . . . . . . . . . . . . . . . Pre-announced rate of devaluation suspended.

1 January 1986. . . . . . . . . . . . . . . . . . . . . . . . . . . . Portugal joins the European Economic Community.

March 1986-December 1992 . . . . . . . . . . . . . . . . Liberalisation of capital movements[a].

April 1986 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Pre-announced rate of devaluation re-established at 0.90 per cent.

July 1986. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Pre-announced rate of devaluation reduced to 0.70 per cent.

October 1986 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Pre-announced rate of devaluation reduced to 0.60 per cent.
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January 1987 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Pre-announced rate of devaluation reduced to 0.50 per cent.

January 1988 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Pre-announced rate of devaluation reduced to 0.40 per cent.

April 1988 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Pre-announced rate of devaluation reduced to 0.30 per cent.

July 1988. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Pre-announced rate of devaluation reduced to 0.25 per cent.

8 July 1989 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Second revision of the 1976 Constitution opens up the possibility of re-privatisation of

nationalised companies.

March 1990 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Compulsory credit ceilings suspended and replaced by recommendations on bank

credit expansion (the latter were abolished as from January 1991).

May 1990 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Reserve requirement regime substantially modified. Range of institutions subject to re-

serve requirements and reserve base broadened. Single reserve coefficient set at 17 per

cent. Reserves were remunerated.

1 October 1990. . . . . . . . . . . . . . . . . . . . . . . . . . . . Crawling-peg regime abandoned. The authorities announce that the objective of a

yearly depreciation of the effective exchange rate of 3 per cent will be kept, but that in

the short-term the escudo will be allowed to fluctuate within a non-announced band.

The reference basket against which the escudo is to be measured changed to a basket

composed of the 5 main ERM currencies (i.e., the German mark, Sterling, the French

franc, the Italian lira and the Spanish peseta).

30 October 1990. . . . . . . . . . . . . . . . . . . . . . . . . . . New Statutes of the Banco de Portugal (Decree-Law 337/90 of 30 October) confer upon

the Bank a greater autonomy in the conduct of monetary policy. The principle of no

monetary financing is established, but some exceptions remain: in particular, the State

retains the possibility of using an interest-free overdraft facility whose limit was fixed

as a percentage of the State’s current revenue.

December 1990 - March 1991 . . . . . . . . . . . . . . . Major operation aimed at absorbing the excess bank liquidity deposited with the

Banco de Portugal, which amounted to more than 12 per cent of GDP. The operation

involved the issue of public debt to be placed with the banking system. Part of this

loan was earmarked for early repayment of external public debt, whilst the remainder

was reserved for the redemption of public debt securities lying in the Banco de Portu-

gal’s portfolio.

1990-1991 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Restrictions to the inflow of foreign capital re-introduced in a context of increasing dif-

ficulties to control domestic liquidity. In July 1990, a compulsory non-remunerated de-

posit amounting to 40 per cent of foreign borrowing by Portuguese residents was in-

troduced. One year later, restrictions were re-imposed on the purchase of floating-rate

Portuguese securities by non-residents.
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6 April 1992 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . PTE joins the ERM wide bands (�6 per cent); central rate against the ECU set at

178.735 escudos per ECU and central rate against the DEM set at 86.9393 escudos per

DEM.

May 1992 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Remaining interest rate controls abolished (the most important rates had been liberal-

ised up to 1989).

16 September. . . . . . . . . . . . . . . . . . . . . . . . . . . . . A number of ERM currencies suffer a major speculative attack. The central rate of the

Spanish peseta is devalued by 5 per cent; the British pound and the Italian lira with-

draw from the system. Banco de Portugal resorts to massive intervention and interest

rate increases and succeeds in defending the attack against the escudo.

23 November 1992 . . . . . . . . . . . . . . . . . . . . . . . . 6 per cent devaluation f the PTE central rate (Spanish peseta also devalued by 6 per

cent).

16 December 1992. . . . . . . . . . . . . . . . . . . . . . . . . Remaining capital controls abolished. PTE fully convertible.

December 1992 . . . . . . . . . . . . . . . . . . . . . . . . . . . The State is interest-free overdraft facility with the Banco de Portugal is abolished

(Law No.2/92). The amount outstanding is converted into a non-marketable 10-year

loan bearing a 1.3 per cent interest rate that would gradually converge to market rates.

1 February . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10 per cent devaluation of the central rate of the Irish pound.

13 May 1993. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6.5 devaluation of the PTE central rate (8 per cent devaluation of the Spanish peseta).

2 August 1993 . . . . . . . . . . . . . . . . . . . . . . . . . . . . Enlargement of the ERM fluctuation bands to �15 per cent.

1 January 1994. . . . . . . . . . . . . . . . . . . . . . . . . . . . Second phase of EMU – prohibition of monetary financing applies to the European

Union countries.

12 July 1994 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Banco de Portugal money market intervention procedures improved. An absorption

facility is created to set a lower limit to very short-term money market interest rates.

An upper limit was already established by the rate applying to the Bank’s overnight

credit facility. Market rates to be steered through repos within the band established by

the absorption and overnight credit rates.

1 November 1994 . . . . . . . . . . . . . . . . . . . . . . . . . New reserve requirement system. Reserve requirement ratio lowered from 17 per cent

(partially remunerated) to 2 per cent (non-remunerated). The liquidity released was

sterilised through certificates of deposit issued by the Banco de Portugal.
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6 March 1995 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3.5 per cent devaluation of the PTE central rate (7 per cent devaluation of the Spanish

peseta).

12 September 1995 . . . . . . . . . . . . . . . . . . . . . . . . Banco de Portugal Statutes revised (Decree-Law N.231/95 of 12 September). The Bank

becomes responsible for maintaining “price stability, taking into account the overall

economic policy of the government”, and is given more independence in the conduct

of monetary policy. The prohibition of monetary financing in accordance with Com-

munity law is formally established.

31 January 1998. . . . . . . . . . . . . . . . . . . . . . . . . . . Banco de Portugal Statutes revised (Law No.5/98 of 31 January 1998). The new Law

grants independence to the Banco de Portugal and provides for the Bank’s integration

in the European System of Central Banks as from January 1999.

2 May 1998. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . European Council decides that Portugal meets the conditions to adopt the euro as

from 1 January 1999.

31 December 1998. . . . . . . . . . . . . . . . . . . . . . . . . Portuguese escudo converted into euro at a rate of 200.482 PTE per euro (102.505 PTE

per German mark).

Note:

(a) For a chronology of the main steps in the process of capital movement liberalisation, see Banco de Portugal, Annual Report 1992

(Chapter V).



Chronology of major
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January

� 7 January (Decree-Law No 13/2005,

Official Gazette No 5, Series I-A)

Introduces changes in the legal framework of real-estate based funds, as

approved by Decree-Law No 60/2002 of 20 March.

� 17 January (Circular Letter of Banco de

Portugal No 102/2004/DSB)

Provides indications on the accounting model to be adopted by institutions

subject to the supervision of Banco de Portugal that are not covered by Ar-

ticle 4 of Regulation (EC) No 1606/2002 of the European Parliament and of

the Council of 19 July 2002, and on the implementation of a transitional re-

gime during the year starting on 1 January 2005.

� 17 January (Instruction of Banco de

Portugal No 23/2004)

Lays down the procedures to be followed in the reporting of consolidated

accounting information, prepared in accordance with the International Ac-

counting Standards.

� 13 January (Regulation of the Securities

Market Commission No 1/2005, Official

Gazette No 31, Series II)

Amends several articles, adds others and republishes, as duly amended,

Regulation No 8/2002, of 18 June, which lays down the set of rules govern-

ing the legal regime governing real estate funds.

� 24 January (Circular Letter of Banco de

Portugal No 7/2005/DET)

Banco de Portugal lays down that credit institutions should ensure that the

distribution of banknotes through ATMs takes into consideration the struc-

ture of the currency circulation of the country, so as to allow a better ade-

quacy between cash supply and demand.

� 13 January (Regulation of the Securities

Market Commission No 1/2005, Official

Gazette No 31, Series II)

Amends several articles, adds others and republishes, as duly amended,

Regulation No 8/2002, of 18 June, which lays down the set of rules govern-

ing the legal regime governing real estate funds.

� 24 January (Circular Letter of Banco de

Portugal No 7/2005/DET)

Banco de Portugal lays down that credit institutions should ensure that the

distribution of banknotes through ATMs takes into consideration the struc-

ture of the currency circulation of the country, so as to allow a better ade-

quacy between cash supply and demand.

February

� 15 February (Instruction of Banco de

Portugal No 1/2005)

Regulates the involvement and "implicit support" in securitisation opera-

tions.

� 15 February (Instruction of Banco de

Portugal No 2/2005)

Defines the places and conditions under which current metal coins can be

deposited with or withdrawn from Banco de Portugal. Revokes Instruction

No 3/2003, published in the Official Bulletin No 2, of 17 February 2003.

� 15 February (Instruction of Banco de

Portugal No 4/2005)

Provides for the application of a reduced rate to the calculation of the an-

nual contribution to the Deposit Guarantee Fund regarding deposits

opened in the off-shore financial centres of Madeira and Santa Maria Is-

land. Revokes Instruction No 122/96, published in BNBP No 5, of 15 Octo-

ber 1996.

� 21 February (Notice of Banco de Portugal

No 1/2005, Official Gazette No 41,

Series I, B)

Lays down that institutions shall prepare their annual and consolidated ac-

counts in conformity with the International Accounting Standards (IAS), as

adopted, at each moment, by a EU regulation. Provides for a transitional

regime during 2005, for the institutions, which are not subject to the provi-

sions of Regulation (EC) No 1606/2002 of the European Parliament and of

the Council of 19 July 2002.

� 21 February (Notice of Banco de Portugal

No 2/2005, Official Gazette No 41,

Series I, B)

Following the adoption of the International Accounting Standards (IAS),

amends Notice No 12/92 on the regulatory framework governing the own

funds and the solvency ratio.

� 21 February (Notice of Banco de Portugal

No 3/2005, Official Gazette No 41,

Series I, B)

Following the adoption of the International Accounting Standards (IAS),

redefines the regime governing the provisions to be set up by credit insti-

tutions and financial companies.
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� 21 February (Notice of Banco de Portugal

No 4/2005, Official Gazette No 41,

Series I, B)

Following the adoption of the International Accounting Standards (IAS),

amends Notice No 12/2001, of 23 November, on the coverage of liabilities

on account of retirement and survivors pensions.

� 21 February Notice of Banco de Portugal

No 5/2005, Official Gazette No 41,

Series I, B

Following the adoption of the International Accounting Standards (IAS),

amends Notice No 10/94, of 18 November, on the supervision and control

of large exposures of institutions subject to the supervision of Banco de

Portugal.

� 21 February (Notice of Banco de Portugal

No 6/2005, Official Gazette No 41,

Series I, B)

Taking into account the transposition of Directive 2003/51/EC of the Euro-

pean Parliament and of the Council of 18 June 2003, by Decree-Law No

35/2005, of 17 February, amends Notice No 8/94, of 15 November, as re-

gards of composition of consolidation for prudential supervision purposes.

� 28 February (Instruction of Banco de

Portugal No 6/2005)

Regulates Notice No 1/2005, of 28 February, with respect to (the accounting

framework of) credit fallen due.

� 28 February (Instruction of Banco de

Portugal No 7/2005)

Lays down provisions on imparity.

March

� 10 March (Corrigendum no. 10/2005

Official Gazette no. 49, Series I, B)

Corrigendum to Notice of Banco de Portugal no. 4/2005, published in the

Official Gazette no. 41, Series I, B of 28 February.

� 17 March (Circular Letter of Banco de

Portugal no. 9/2005/DET)

Following the Decision taken by the Governing Council of the European

Central Bank on 16 December 2004, makes known the new framework lay-

ing down common principles for authentication and fitness sorting regard-

ing banknote recycling by credit institutions and other professional cash

handlers.

� 18 March Instruction of Banco de

Portugal no. 9/2005, disclosed through

Circular Letter no. 18/2005/DSB

Concerning the reporting to Banco de Portugal of statistical data prepared

in accordance with the International Accounting Standards (IAS) or with

the Adjusted Accounting Rules (AAR).

� 21 March Circular Letter of Banco de

Portugal no. 13/2005/DSB

Following Notice no. 1/2005 of 28 February and Circular Letter no.

102/04/DSBDR of 23 December, provides clarification on the possible sce-

narios for the implementation of the accounting rules to be complied with

in the transitional regime to 2005 by the institutions that must prepare con-

solidated and non-consolidated accounts or only non-consolidated ac-

counts.

� 24 March (Circular Letter of Banco de

Portugal no. 19/2005/DSB)

Provides further clarification on pre-contractual information, with regard

to loan requests for the acquisition of goods or services.

April

� 1 April (Circular Letter of Banco de

Portugal no. 20/2005/DSB)

Recommends that credit institutions and financial companies must identify

the intervening parties and analyse with particular caution operations con-

tracted with natural or legal persons resident or established in certain

countries or territories, within the scope of the measures aimed at prevent-

ing money laundering. Revokes Circular Letter no. 101/2004/DSB of 3 De-

cember 2004.

� 11 April (Regulation of the Ministry of

Finance - Portuguese Insurance Institute

No 28/2005, Official Gazette no. 70, Series

II)

Under the provisions laid down in subparagraph a), of paragraph 1 of Ar-

ticle 13 of Decree-Law No 35/2005 of 17 February, defines the statutory re-

gime and the legal framework for the implementation of the international

accounting rules adopted in accordance with the provisions of Regulation

(EC) No 1606/2002 of the European Parliament and of the Council of 19

July 2002 as far as insurance companies, pension fund management com-

panies and insurance mediating companies are concerned. This regulation

shall be applicable as from the 2005 fiscal year.
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WORKING PAPERS

2000

1/00 UNEMPLOYMENT DURATION: COMPETING AND DEFECTIVE RISKS

— John T. Addison, Pedro Portugal

2/00 THE ESTIMATION OF RISK PREMIUM IMPLICIT IN OIL PRICES

— Jorge Barros Luís

3/00 EVALUATING CORE INFLATION INDICATORS

— Carlos Robalo Marques, Pedro Duarte Neves, Luís Morais Sarmento

4/00 LABOR MARKETS AND KALEIDOSCOPIC COMPARATIVE ADVANTAGE

— Daniel A. Traça

5/00 WHY SHOULD CENTRAL BANKS AVOID THE USE OF THE UNDERLYING INFLATION INDICATOR?

— Carlos Robalo Marques, Pedro Duarte Neves, Afonso Gonçalves da Silva

6/00 USING THE ASYMMETRIC TRIMMED MEAN AS A CORE INFLATION INDICATOR

— Carlos Robalo Marques, João Machado Mota

2001

1/01 THE SURVIVAL OF NEW DOMESTIC AND FOREIGN OWNED FIRMS

— José Mata, Pedro Portugal

2/01 GAPS AND TRIANGLES

— Bernardino Adão, Isabel Correia, Pedro Teles

3/01 A NEW REPRESENTATION FOR THE FOREIGN CURRENCY RISK PREMIUM

— Bernardino Adão, Fátima Silva

4/01 ENTRY MISTAKES WITH STRATEGIC PRICING

— Bernardino Adão

5/01 FINANCING IN THE EUROSYSTEM: FIXED VERSUS VARIABLE RATE TENDERS

— Margarida Catalão-Lopes

6/01 AGGREGATION, PERSISTENCE AND VOLATILITY IN A MACROMODEL

— Karim Abadir, Gabriel Talmain

7/01 SOME FACTS ABOUT THE CYCLICAL CONVERGENCE IN THE EURO ZONE

— Frederico Belo

8/01 TENURE, BUSINESS CYCLE AND THE WAGE-SETTING PROCESS

— Leandro Arozamena, Mário Centeno

9/01 USING THE FIRST PRINCIPAL COMPONENT AS A CORE INFLATION INDICATOR

José Ferreira Machado, Carlos Robalo Marques, Pedro Duarte Neves, Afonso Gonçalves da Silva

10/01 IDENTIFICATION WITH AVERAGED DATA AND IMPLICATIONS FOR HEDONIC REGRESSION STUDIES

— José A.F. Machado, João M.C. Santos Silva

2002

1/02 QUANTILE REGRESSION ANALYSIS OF TRANSITION DATA

— José A.F. Machado, Pedro Portugal

2/02 SHOULD WE DISTINGUISH BETWEEN STATIC AND DYNAMIC LONG RUN EQUILIBRIUM IN ERROR

CORRECTION MODELS?

— Susana Botas, Carlos Robalo Marques
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3/02 MODELLING TAYLOR RULE UNCERTAINTY

— Fernando Martins, José A. F. Machado, Paulo Soares Esteves

4/02 PATTERNS OF ENTRY, POST-ENTRY GROWTH AND SURVIVAL: A COMPARISON BETWEEN DOMESTIC

AND FOREIGN OWNED FIRMS

— José Mata, Pedro Portugal

5/02 BUSINESS CYCLES: CYCLICAL COMOVEMENT WITHIN THE EUROPEAN UNION IN THE PERIOD

1960-1999. A FREQUENCY DOMAIN APPROACH

— João Valle e Azevedo

6/02 AN “ART”, NOT A “SCIENCE”? CENTRAL BANK MANAGEMENT IN PORTUGAL UNDER THE GOLD

STANDARD, 1854-1891

— Jaime Reis

7/02 MERGE OR CONCENTRATE? SOME INSIGHTS FOR ANTITRUST POLICY

— Margarida Catalão-Lopes

8/02 DISENTANGLING THE MINIMUM WAGE PUZZLE: ANALYSIS OF WORKER ACCESSIONS AND

SEPARATIONS FROM A LONGITUDINAL MATCHED EMPLOYER-EMPLOYEE DATA SET

— Pedro Portugal, Ana Rute Cardoso

9/02 THE MATCH QUALITY GAINS FROM UNEMPLOYMENT INSURANCE

— Mário Centeno

10/02 HEDONIC PRICES INDEXES FOR NEW PASSENGER CARS IN PORTUGAL (1997-2001)

— Hugo J. Reis, J.M.C. Santos Silva

11/02 THE ANALYSIS OF SEASONAL RETURN ANOMALIES IN THE PORTUGUESE STOCK MARKET

— Miguel Balbina, Nuno C. Martins

12/02 DOES MONEY GRANGER CAUSE INFLATION IN THE EURO AREA?

— Carlos Robalo Marques, Joaquim Pina

13/02 INSTITUTIONS AND ECONOMIC DEVELOPMENT: HOW STRONG IS THE RELATION?

— Tiago V.de V. Cavalcanti, Álvaro A. Novo

2003

1/03 FOUNDING CONDITIONS AND THE SURVIVAL OF NEW FIRMS

— P.A. Geroski, José Mata, Pedro Portugal

2/03 THE TIMING AND PROBABILITY OF FDI:

An Application to the United States Multinational Enterprises

— José Brandão de Brito, Felipa de Mello Sampayo

3/03 OPTIMAL FISCAL AND MONETARY POLICY: EQUIVALENCE RESULTS

— Isabel Correia, Juan Pablo Nicolini, Pedro Teles

4/03 FORECASTING EURO AREA AGGREGATES WITH BAYESIAN VAR AND VECM MODELS

— Ricardo Mourinho Félix, Luís C. Nunes

5/03 CONTAGIOUS CURRENCY CRISES: A SPATIAL PROBIT APPROACH

— Álvaro Novo

6/03 THE DISTRIBUTION OF LIQUIDITY IN A MONETARY UNION WITH DIFFERENT PORTFOLIO RIGIDITIES

— Nuno Alves

7/03 COINCIDENT AND LEADING INDICATORS FOR THE EURO AREA: A FREQUENCY BAND APPROACH

— António Rua, Luís C. Nunes

8/03 WHY DO FIRMS USE FIXED-TERM CONTRACTS?

— José Varejão, Pedro Portugal

9/03 NONLINEARITIES OVER THE BUSINESS CYCLE: AN APPLICATION OF THE SMOOTH TRANSITION

AUTOREGRESSIVE MODEL TO CHARACTERIZE GDP DYNAMICS FOR THE EURO-AREA AND PORTUGAL

— Francisco Craveiro Dias
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10/03 WAGES AND THE RISK OF DISPLACEMENT

— Anabela Carneiro, Pedro Portugal

11/03 SIX WAYS TO LEAVE UNEMPLOYMENT

— Pedro Portugal, John T. Addison

12/03 EMPLOYMENT DYNAMICS AND THE STRUCTURE OF LABOR ADJUSTMENT COSTS

— José Varejão, Pedro Portugal

13/03 THE MONETARY TRANSMISSION MECHANISM: IS IT RELEVANT FOR POLICY?
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