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ECONOMIC POLICY AND SITUATION

The Portuguese Economy in 2008



THE PORTUGUESE ECONOMY IN 2008

1. INTRODUCTION

In the con text of the larg est eco nomic and fi nan cial cri sis in the last 80 years, the Por tu guese econ omy

also de cel er ated sharply in 2008, en ter ing a re ces sion ary pe riod in the sec ond half which is ex pected

to be the most pro found and pro longed of the last de cades. The de te ri o ra tion of the world econ omy

was par tic u larly se vere and syn chro nised, with a large num ber of ad vanced econ o mies in re ces sion

and a sig nif i cant slow down in the emerg ing mar ket econ o mies. These de vel op ments di rectly in flu -

enced the evo lu tion of the Por tu guese econ omy, ow ing to its strong eco nomic and fi nan cial in te gra tion. 

Ad di tion ally, the per sis tence of sev eral ar eas of weak ness con di tion ing fac tor pro duc tiv ity and re strict -

ing the sol vency con di tions of agents from an in ter-tem po ral view point were con trib u tory fac tors ex -

plain ing why Por tu gal, once again, recorded one of the lowest growth rates of euro area and European

Union countries in 2008.

Two fac tors as so ci ated with the fi nan cial cri sis con trib uted to the sig nif i cant in crease in the Por tu guese 

econ omy’s ex ter nal def i cit in 2008. They were (i) the abrupt fall in ex ter nal de mand and ex ports, in par -

tic u lar in the end of the year, which con trasts with a smaller de celer ation of im ports, in the con text of a

vir tual sta bi li za tion of the growth in pri vate con sump tion and (ii) the un fa vour able evo lu tion of the terms 

of trade, due to the strong in crease, on an nual av er age terms, of the price of com mod i ties in in ter na -

tional mar kets, in par tic u lar oil. In mac ro eco nomic terms, the in crease in the ex ter nal def i cit re flects the 

de crease of pri vate sec tor and gen eral gov ern ment sav ings rates and the main te nance of in vest ment

as a per cent age of GDP. In this con text, ref er ence should be made to the re ver sal of the struc tural con -

sol i da tion pro cess of the pub lic ac counts, in 2008, af ter two years of sig nif i cant struc tural ad just ment

(see “Box 3 Fiscal prospects”).

Avail able in for ma tion points to nil GDP growth in 2008, af ter 1.8 per cent in 2007 (Ta ble 1.1). On the

sup ply side, the strong de celer ation of the Por tu guese econ omy re flected an atyp i cal fall in la bour pro -

duc tiv ity, in a frame work of mod er ate job cre ation and a slight fall in the un em ploy ment rate which re -

mained at his tor i cally high levels. On the de mand side, the de celer ation of ac tiv ity was as so ci ated with

the be hav iour of Gross Fixed Cap i tal For ma tion (GFCF) and ex ports, i.e. the most sen si tive com po -

nents to an in ter nal and ex ter nal frame work char ac ter ised in ter alia by a de te ri o ra tion in ag gre gate de -

mand ex pec ta tions. By way of con trast, pri vate con sump tion, par tic u larly in the non-du ra ble

com po nent, had a smoother growth pro file, partly sus tained by growth of consumer credit, in addition

to significant growth in total wages. 

In intra-an nual terms, the Por tu guese econ omy re corded in the fourth quar ter a sharp and marked de -

te ri o ra tion in its in ter na tional trade flows and in do mes tic de mand, par tic u larly in vest ment, in line with

what was hap pen ing in the other ad vanced and emerg ing mar ket econ o mies. This be hav iour re flected

the con ver gence, in this quar ter, of a set of shocks in in ter na tional fi nan cial mar kets lead ing to an un -

prec e dented cri sis of con fi dence, trans lat ing into large scale as set liq ui da tions and a marked in crease

in li quid ity and credit risk pre mi ums, whose ef fects spilled over to a grow ing num ber of in sti tu tions, fi -

nan cial mar ket seg ments and coun tries. These ef fects were am pli fied by the con ju ga tion with an eco -

nomic sit u a tion al ready char ac ter ised by a fi nan cial deleveraging pro cess in prog ress, a marked rise in 

the prices of com mod i ties in the first half of the year and a dy nam ics of de celer ation in sev eral of the

ad vanced econ o mies, par tic u larly those reg is ter ing sig nif i cant ad just ments in their prop erty mar kets.

The com bi na tion of these ef fects in creased levels of un cer tainty and risk aver sion and im plied a rapid
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and marked de te ri o ra tion of global growth pros pects and a down ward re vi sion of ex pected in fla tion.

These fac tors led to the re duc tion and post pone ment of the ex pen di ture of eco nomic agents and to a

rup ture in world trade at the end of the year, which was ex ac er bated by dif fi cul ties in ac cess to com -

mer cial credit and the gen er al ised phe nom e non of the ver ti cal spe ciali sa tion of pro duc tion at a global

scale over lat ter years. The de te ri o ra tion of economic prospects, in turn, tended to reinforce financial

market tensions, in a spiral whose potential systemic impact on global economies was not

inconsequential.

To face this sys temic risk, gov ern ments and the cen tral banks of sev eral coun tries, in clud ing Por tu gal,

adopted a wide range of un prec e dented fi nan cial sys tem sup port and eco nomic ac tiv ity stim u lus mea -

sures in a frame work of in ter na tional co op er a tion. In spite of the fact that these mea sures have helped

to di min ish sys temic risk and in crease eco nomic agents’ con fi dence in the fi nan cial sys tem, mar ket un -

cer tainty in the first months of 2009 re mained very high with risk aver sion by in ves tors re main ing at

par tic u larly high levels. Ad di tion ally, in the con text of the ap proval of bud get stim u lus mea sures of an

ap pre cia ble mag ni tude and of risk trans fe r from fi nan cial in sti tu tions to States, there were up ward

pres sures on the yields of sov er eign en ti ties, in clud ing Por tu gal. This re quire ment for higher risk pre -

mi ums on pub lic debt re turns also rep re sented an ad di tional pen alty on the fi nanc ing costs of do mes tic 

eco nomic agents. In this sphere, ref er ence should be made to the fact that, not with stand ing in creased

re stric tions on the fi nanc ing con di tions of the non-fi nan cial pri vate sec tor in Por tu gal, par tic u larly mort -

gage lend ing, do mes tic credit main tained a strong dy na mism in 2008, par tic u larly credit to non-fi nan -

cial cor po ra tions, al though clearly ev i denc ing a slow ing trend dur ing the course of the sec ond half of

the year. This evo lu tion was sus tained by the bank ing sys tem via a sub stan tial in crease of cus tomer

de pos its, the re course to the Eurosystem monetary policy operations and, to a lesser extent, the

maintenance of access to financing on the wholesale international debt markets.

There was a sig nif i cant in crease in the Por tu guese econ omy’s ex ter nal def i cit in 2008, trans lat ing an

un fa vour able evo lu tion of the bal ance of goods and ser vices and, to a lesser ex tent, of the bal ances of

in come and cur rent trans fers. Sig nif i cant re course to ex ter nal sav ings to meet the bor row ing re quire -

ments of res i dent sec tors im plied an in crease in the debtor in ter na tional in vest ment po si tion of the Por -
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Table 1.1

MAIN ECONOMIC INDICATORS

Rate of change, per cent

2007 2008

GDP 1.8 0.0

Private consumption 1.6 1.7

Public consumption 0.0 0.5

GFCF 2.8 -1.7

Domestic demand 1.5 0.9

Exports 7.5 -0.4

Imports 5.6 2.1

Employment 0.2 0.5

Unemployment rate (as a percentage of labour force) 8.0 7.6

Fiscal balance (as a percentage of GDP) -2.6 -2.6

Net lending (+) / net borrowing (-) of the economy (as a percentage of GDP) -8.1 -10.5

HICP 2.4 2.7

Sources: INE and Banco de Por tu gal.



tu guese econ omy, stand ing at 97.2 per cent of GDP in 2008, against 91.3 per cent in 2007. In con trast

with pre vi ous years, the fi nanc ing of the cur rent and cap i tal bal ance in 2008 in volved a sig nif i cant de -

crease in ex ter nal fi nan cial as sets flows (de riv ing from the sale of port fo lio se cu ri ties is sued by

non-res i dents by se cu ri ties in vest ment funds, to pro vide for the grow ing num ber of re demp tions of in -

vest ment units) in ad di tion to a de crease in ex ter nal fi nan cial li a bil i ties flows (particularly associated

with the reduction in bank finance in wholesale debt markets).

Con tinued ma jor un cer tainty over the evo lu tion of do mes tic and ex ter nal de mand, in ad di tion to the

per sis tence of the ef fects of in ter ac tion be tween the global fi nan cial and eco nomic cri ses, not with -

stand ing the stim u lus mea sures im ple mented by na tional and in ter na tional au thor i ties, will tend to be

re flected in a ma jor con trac tion of ex ter nal de mand for na tional ex ports in 2009, as well as a re ver sal or 

post pone ment of con sump tion and in vest ment de ci sions. At the start of this year, these ef fects were

vis i ble in the evo lu tion of di verse Por tu guese eco nomic in di ca tors, namely of a qual i ta tive na ture (see

“Box 4 The recent evolution of qualitative indicators”). In such a con text, the Banco de Por tu gal’s most

re cent pro jec tions, pro duced on the ba sis of the in for ma tion avail able up to end-March, point to a fall of

3.5 per cent in GDP in 2009, (see “Box 1 Interim update of macroeconomic projections for 2009”). In

the case of GFCF and ex ports, the fall is ex pected to be par tic u larly marked and only quan ti ta tively

com pa ra ble to the be hav iour of these vari ables in the re ces sion of 1975. Ref er ence should, how ever,

be made to the fact that these pro jec tions are sur rounded by a very high de gree of un cer tainty, namely

re gard ing the ex ter nal en vi ron ment to the Por tu guese econ omy, on an eco nomic and financial level,

as well as in what refers to agents’ responses to the current unprecedented macroeconomic

environment.

As re gards in fla tion de vel op ments, mea sured by the av er age an nual change of the HICP (Har mo nised 

In dex of Con sumer Prices) the cur rent pro jec tions point to a mar gin ally neg a tive av er age in fla tion rate

in 2009, against 2.7 per cent in 2008. This pro jec tion re flects an intra-an nual pro file, in 2009, which is

clearly in flu enced by the im pact of the base ef fects re lated with the evo lu tion of the prices of en ergy

goods and pro cessed food stuffs in 2008 (which de ter mined a strong ac cel er a tion of prices in the first

half of the year and a marked de celer ation in the sec ond half). There fore, dur ing the course of 2009, in -

fla tion is ex pected to de cline from its cur rent levels of close to zero to clearly neg a tive val ues in

mid-year, re vert ing once more to pos i tive levels in the last quar ter of 2009. In the con text of a high level

of het er o ge ne ity char ac ter is ing the disaggregated evo lu tion of in fla tion at each point of time, it should

be noted that the pro por tion of the com po nents with year-on-year rates of change higher than zero is

likely to con tinue to be sig nif i cantly higher than the com po nents which will re cord price de clines dur ing

2009. Ac cord ingly, the mar ginal fall in prices pro jected for 2009 as a whole should not be con strued as

a de fla tion sit u a tion, tak ing into ac count its tem po rary and non-gen er al ised na ture. Ow ing to the un cer -

tainty over the mag ni tude and per sis tence of the neg a tive shocks which are cur rently af fect ing ag gre -

gate de mand at a global level, it must be emphasised that the prob a bil ity of the oc cur rence of a

de fla tion ary sit u a tion in the con text of par tic i pa tion in the euro area will cru cially de pend on the main te -

nance of the ECB’s cred i bil ity in an chor ing me dium to long term in fla tion ex pec ta tions in the area at

levels con sis tent with a sit u a tion of price sta bil ity (see “Box 2 Recent consumer price developments

and deflation risks in the euro area”).

2. INTERNATIONAL FRAMEWORK

Dur ing the course of 2008 there was a sig nif i cant de te ri o ra tion of the ex ter nal en vi ron ment of the Por -

tu guese econ omy, in a con text of grow ing in ter ac tion be tween an un prec e dented in ter na tional fi nan -

cial cri sis and sharp weak en ing of world eco nomic ac tiv ity, with a large num ber of ad vanced

econ o mies in re ces sion and a sig nif i cant eco nomic slow down in emerg ing mar kets. The fi nan cial tur -
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moil that started in the sum mer of 2007 in the sub-pri me mar ket in the United States, wors ened sig nif i -

cantly dur ing the course of 2008, spread ing into a grow ing num ber of in sti tu tions, fi nan cial mar ket

seg ments and coun tries, in par tic u lar in the wake of the mid-Sep tem ber fail ure of Lehman Broth ers

and the wide spread cri sis of con fi dence it trig gered. The globalisation of the fi nan cial cri sis oc curred in

a con text of fal ter ing eco nomic ac tiv ity in some ad vanced econ o mies since mid-2007, fi nan cial

deleveraging, ma jor in creases in com mod ity prices in the first half of the year and sig nif i cant hous ing

mar ket cor rec tions in sev eral coun tries. The com bi na tion of such fac tors had se vere con se quences on 

the real economy at the end of the year, resulting in an abrupt deterioration of global economic

prospects.

The sharp de te ri o ra tion of eco nomic ac tiv ity ex ac er bated ex pec ta tions of fi nan cial sys tem losses, with

the re cent oc cur rence of sev eral mu tu ally re in forc ing neg a tive ef fects be tween weak en ing pros pects

for eco nomic ac tiv ity and strains on fi nan cial mar kets. To coun ter this sit u a tion, the gov ern ments and

cen tral banks of sev eral coun tries, in clud ing Por tu gal, adopted a broad range of un prec e dented fi nan -

cial sys tem sup port and eco nomic stim u lus mea sures, both as re gards the num ber of mea sures and

the amounts in volved, in a hugely co op er a tive in ter na tional frame work. De spite the fact that such mea -

sures helped to de crease sys temic risk and in crease the con fi dence of eco nomic agents in the fi nan -

cial sys tem, un cer tainty in fi nan cial mar kets re mained at very high levels in the first months of 2009

and in ves tors’ risk aver sion con tinued to in crease from par tic u larly high levels (Chart 2.1). There was

also grow ing con cern over the abil ity of gov ern ments to fi nan ce their eco nomic stim u lus and fi nan cial

sup port pack ages and over the sustainability of pub lic debt in sev eral coun tries, gen er at ing up ward

pres sure on gov ern ment bond yields. In early 2009, the main in ter na tional or gani sa tions sig nif i cantly

re vised down wards fore casts for world eco nomic ac tiv ity in 2009 and 2010. Such pro jec tions in di cated

that the world econ omy would ex pe ri ence the most se vere and synchronised economic recession of

the last decades in 2009. The projected recovery for 2010 is likely to be very gradual and moderate.

Tur bu lence in the fi nan cial mar kets in ten si fied in 2008 and dra mat i cally so from mid Sep tem ber. At the

be gin ning of the year, fi nan cial mar kets were neg a tively af fected by news of the de te ri o ra tion of the

bal ance sheets of fi nan cial in sti tu tions, par tic u larly monoline in sur ance com pa nies in the United States 
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Chart 2.1

RISK AVERSION INDICATOR
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Note: The GS risk aver sion in dex mea sures in ves tors will ing ness to in vest in risky as sets as op posed to risk-free se cu ri ties, build ing on the pre mises of a con sump tion cap i tal as set pric -
ing model. A higher value of the in dex im plies higher risk aver sion and, other things be ing equal, less will ing ness to al lo cate in vest ments towards risky assets.



and height ened fears of a re ces sion in the United States and its im pact on the world econ omy. In -

creased un cer tainty and risk aver sion also height ened in the first weeks of March with ris ing con cerns

over sys temic risks. In a gen eral endeavour to re duce risk ex po sure in ves tors ac cel er ated the on go ing 

with drawal from var i ous fi nan cial mar ket seg ments, caus ing sharp falls in as set prices, higher risk pre -

mi ums and a re duc tion in mar ket li quid ity while bring ing ad di tional pres sures to bear on banks’ bal ance 

sheets. Risks of cor po rate de faults, as sessed by credit de fault swap (CDS) spread in di ces , and cor po -

rate bonds yield spreads rel a tively to gov ern ment bond yields wid ened con sid er ably, more sharply in

the United States and in the fi nan cial sec tor (Chart 2.2). In the money mar kets, spreads be tween

non-collaterised and collaterised op er a tions for the dol lar, euro and ster ling in creased, par tic u larly

over the lon ger ma tu ri ties, in di cat ing an in crease in counterparty credit risk.1
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Chart 2.2

CREDIT DEFAULT SWAP SPREADS (5 YEAR MATURITY)
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(1) The relative importance of credit risk in the broadening of the interest rate differentials between non-collateralised and collateralised operations over the
longer maturity periods is documented in “Box 2.1 Risk premium in the money market during the period of financial market turmoil: credit or liquidity risk?”,
Banco de Portugal, Financial Stability Report  2007.

http://www.bportugal.pt/publish/ref/ref_07_e.pdf


In this con text, cen tral banks in tro duced ad di tional ex cep tional li quid ity man age ment mea sures, in

which par tic u lar ref er ence should be made to the joint ac tion agreed be tween the US Fed eral Re serve, 

ECB and other cen tral banks, to re sume US-dol lar li quid ity-pro vid ing op er a tions on 11 March 2008.

The Fed eral Re serve also ap proved a fi nanc ing plan for the ac qui si tion of the dis tressed in vest ment

bank Bear Stearns on 16 March. These mea sures, com pounded by the sharp pol icy in ter est rate cut by 

the Fed eral Re serve (the fed eral funds tar get was re duced by 2.0 per cent age points (p.p.) in the first

quar ter of the year, to 2.25 per cent) and by banks’ re capi ta li sa tion ef forts, led to the per cep tion of a re -

duc tion of sys temic risks and the idea that the im pact of the fi nan cial tur moil on the real econ omy could

be less se vere than ex pected (Chart 2.3). The fol low ing months there fore wit nessed a cer tain level of

mod er a tion in fi nan cial mar ket ten sions. This pe riod also wit nessed grow ing con cern over the pros -

pects of in fla tion, ow ing to short term up ward pres sures associated with the strong growth of

international commodity prices, particularly oil.

In the first half of the year com mod ity prices in creased strongly. Brent oil reached a max i mum price of

USD 146 per bar rel in early July (USD 91 at the end of 2007) and prices of non-en ergy com mod i ties in -

creased by 26 per cent in the first half of the year (Chart 2.4). This evo lu tion re flected both the con tin u -

a tion of strong world de mand for com mod i ties in a frame work of con tinued dy na mism in emerg ing

mar kets and rel a tive tight con di tions on the sup ply side. In the case of oil prices, the suc ces sive down -

ward re vi sions of sup ply by non-OPEC coun tries and low spare ca pac ity in OPEC mem bers, gen er -

ated con cerns over sup ply dis rup tions, par tic u larly ow ing to the geopolitical ten sions in volv ing sev eral

of the pro duc tion coun tries. The strong in crease in the price of ag ri cul tural com mod i ties was also in flu -

enced by ad verse sup ply side shocks, namely the ex port re stric tions im posed by sev eral pro duc tion

coun tries and poor har vests, in ad di tion to the maintenance of the upward trajectory on demand for

such products.

Against this back ground, over the first half of the year in fla tion ary pres sures in creased world wide and

in fla tion reached high levels in sev eral econ o mies. Year-on-year in fla tion in the United States in -

creased from 4.1 in De cem ber 2007 to 5.6 per cent in July 2008, from 3.1 to 4 per cent in the euro area, 

from 2.1 per cent to 4.4 per cent in the United King dom and from 0.7 per cent to 2.3 per cent in Ja pan,

in the same pe riod (Chart 2.5). With the ob jec tive of coun ter ing the grow ing risks to me dium term price
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Chart 2.3
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Chart 2.4
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sta bil ity and pre vent ing broad-based sec ond-round ef fects, the Gov ern ing Coun cil of the ECB de cided 

to raise key in ter est rates by 25 ba sis points (b.p.) on 3 July 2008. Con cerns over up ward risks on in fla -

tion were also a fac tor be hind the de ci sions taken by the Fed eral Re serve and Bank of Eng land to keep 

of fi cial interest rates unchanged in this period.

A re newed up surge of risk aver sion and un cer tainty was ob served from end-May, be com ing se vere

from Sep tem ber on ward. The change was ini tially as so ci ated with grow ing signs of a world eco nomic

de celer ation which, si mul ta neously with the in crease in in fla tion ary pres sures and tighter fi nanc ing

con di tions, sug gested that cor po rate earn ings and credit qual ity were likely to be eroded. Credit mar -

kets be gan to ev i dence ex pec ta tions of grad u ally ris ing de fault rates, with spreads on CDS and cor po -

rate bond yield spreads wid en ing once again and eq uity prices de clin ing. At the same time, the

hous ing mar ket in the United States and in sev eral other Eu ro pean econ o mies con tinued to de te ri o rate 

sig nif i cantly (Chart 2.6). The in ten sity of the cor rec tion in the United States, in prog ress since the end

of 2005, showed no signs of abat ing, with the neg a tive changes in hous ing price in di ces hav ing ac cen -

tu ated dur ing the course of the year, sug gest ing that the ad just ment pro cess was likely to take lon ger

than ex pected. In sev eral Eu ro pean coun tries in which the hous ing mar ket was also show ing signs of

down ward cor rec tion, year-on-year changes in nom i nal house prices were very neg a tive, such as in

the United King dom and Ire land, or un der a very pro nounced de celer ation, such as in Spain, which wit -

nessed a nom i nal fall in house prices in the last quar ter of 2008 (for fur ther de tails see “Box 1 Hous ing

mar kets in some ad vanced econ o mies”, Banco de Por tu gal, Economic Bulletin-Autumn 2008). House

prices, in Por tu gal in 2008 main tained mod er ate nom i nal growth, af ter a long pe riod of an nual growth

rates of close to zero (see “Sec tion 3.1 ECB monetary policy and the Portuguese economy’s monetary

and financial conditions” in this Bul le tin). The broad-based weak ness in hous ing mar kets im plied fur -

ther val u a tion losses on mort gage-backed se cu ri ties, rais ing fears over the vi a bil ity of sev eral ma jor

spe cial ised US mort gage fi nan ce agen cies, lead ing the US gov ern ment to for mally take con trol of the

Fan nie Mae and Freddie Mac on 7 Sep tem ber. The de te ri o ra tion of fi nanc ing con di tions in eq uity and

credit mar kets added to pres sures al ready faced by fi nan cial in sti tu tions in re plen ish ing their capital

and ongoing funding needs in particular those more dependent on wholesale funding (such as the

investment banks) and heavily involved in credit market derivatives.
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Chart 2.5
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Chart 2.6

HOUSING PRICES
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http://www.bportugal.pt/publish/bolecon/antigos/bol_outono08_e.pdf


The fi nan cial tur moil wors ened con sid er ably fol low ing the fail ure of Lehman Broth ers on 15 Sep tem -

ber, giv ing rise to a cri sis of con fi dence which quickly spread to the global fi nan cial sys tem. The cri sis

of con fi dence led to mas sive sell-off af fect ing all seg ments of the fi nan cial mar ket and par tic u larly

money mar kets and sev eral seg ments of the credit mar ket. Credit risk pre mi ums reached their high est

levels since the start of the tur bu lence. In the money mar kets of ma jor econ o mies, there was a sharp

in crease in in ter est rate spreads be tween non-collateralised and collateralised loans with ma jor dif fi -

cul ties in terms of US dol lar fi nan ce (Chart 2.7). The risk of cor po rate de faults, as mea sured by CDS

spreads also rose sharply and cor po rate bonds yield spreads reached their high est levels since the

start of the tur bu lence. Fi nan cial com pa nies with the worst rat ings were the most af fected, both in the

United States and in the euro area. Eq uity prices, in turn, fell sharply, in clud ing emerg ing mar kets

which, for a long pe riod ap peared to be rel a tively im mune to the cur rent cri sis (Ta ble 2.1). In 2008,

stock mar kets de clined by 46 per cent year in the euro area and by 38 per cent in the United States,

with banks’ shares in these econ o mies hav ing fallen by 64 per cent and 50 per cent, re spec tively. In

emerg ing mar kets eq uity prices fell by around 50 per cent. The de mand for more liq uid and safer fi nan -

cial in stru ments fa voured gov ern ment debt mar kets. The in crease in un cer tainty is clearly ev i dent in

the spike of im plicit volatilities of stock mar kets (Chart 2.8). In such a con text, the banks’ fi nan cial sit u a -

tions wors ened dra mat i cally: firstly be cause ac cess to ex ter nal sources of finance became very

difficult and, secondly because accrued asset losses led to the erosion of their capital base.

To con tain sys temic risks, the cen tral banks and the gov ern ments of sev eral coun tries have im ple -

mented a broad range of mea sures. On 8 Oc to ber, in a co or di nated ac tion, ma jor cen tral banks re -

duced their of fi cial in ter est rates, with the ECB hav ing re duced key in ter est rates by 50 b.p. (to 3.75 per

cent for the in ter est rate on the main re fi nanc ing op er a tions). The cen tral banks have also

endeavoured to boost mar ket li quid ity by pro vid ing sub stan tial amounts of funds and, in sev eral cases, 

by ex pand ing the list of col lat eral and coun ter parts ac cept able in mon e tary pol icy op er a tions.2 The
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Chart 2.7
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Chart 2.8
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(2) The expanding of the list of collateral and counterparts accepted in monetary policy operations was more relevant in the cases of the Federal Reserve and
Bank of England than the Eurosystem. The range of Eurosystem counterparts was already very broad and the list of eligible assets already included a broad 
range of tradable and non tradable assets (including securitised debt instruments, covered bonds and bank loans) - see “Box  2.1 Euro area money market
in the context of financial turmoil ”, Banco de Portugal, Annual Report 2007.

http://www.bportugal.pt/publish/relatorio/rel_07_e.pdf


Eurosystem introduced fixed rate tenders with full allotment both in euro and USD operations, starting

15 October (in this latter case, jointly with the Federal Reserve to provide for the high demand for dol-

lars) and reduced the corridor of the standing facilities from 200 to 100 b.p..
3

Governments, in turn, pro-

vided specific assistance to individual institutions experiencing the significant financial difficulties and

also implemented more comprehensive intervention programmes. Owing to the global nature of the fi-
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Table 2.1

INTERNATIONAL FINANCIAL MARKETS

End-of-period values (daily data)

Vis-à-vis the

beginning of the

financial crisis

(percentage change

or basis points)
(b)

2006 2007 2008 2009
(a)

2008 2009
(a)

Stock market indices (percentage change)

Dow Jones Euro Stoxx 20 5 -46 -14 -49 -56

Banks 22 -9 -64 -18 -68 -74

S&P 500 13 4 -38 -12 -41 -48

Banks 12 -33 -50 -45 -64 -80

Nikkei 225 6 -11 -42 -8 -51 -55

FTSE 100 11 4 -31 -11 -33 -41

MSCI - emerging market economies
(c)

26 30 -47 4 -44 -42

10-year government bond yields (percentage)

Euro area 4.1 4.4 3.8 4.1 -71 -46

United States 4.7 4.0 2.2 2.7 -274 -229

Japan 1.7 1.5 1.2 1.4 -69 -51

United Kingdom 4.7 4.5 3.0 3.2 -230 -215

Spreads between corporate and government bond yields (basis

points)

Euro area

AA 26 88 196 191 156 152

Non-financial corporations 22 53 104 105 79 80

Financial corporations 27 96 217 218 175 176

BBB 73 145 573 586 501 514

Non-financial corporations 70 134 455 370 387 301

Financial corporations 98 240 1369 2432 1259 2322

Banks 35 105 399 429 354 384

United States

AA 51 171 420 415 344 339

Non-financial corporations 54 139 299 268 230 199

Financial corporations 51 176 458 495 381 418

BBB 113 262 802 756 669 623

Non-financial corporations 113 238 735 645 605 515

Financial corporations 130 458 1450 1775 1273 1598

Banks 75 250 656 779 562 685

Emerging market debt spreads (basis points)

EMBI+ 169 239 690 636 508 454

Nominal effective exchange rates (percentage change)

Euro 4.7 6.3 2.7 -0.7 6.8 6.1

UD dollar -4.3 -7.5 8.6 3.7 5.0 9.0

Japanese yen -6.1 0.8 30.8 -3.8 38.2 33.1

Pound sterling 6.0 -6.0 -23.4 1.8 -28.7 -27.4

Memo:

EUR/USD exchange rate (d)
11.6 11.8 -5.5 -4.4 0.7 -3.7

Sources: Bank for International Settlements, Bloomberg, ECB, Federal Reserve and JPMorgan.

Notes: (a) Data until 31 March. (b) Changes vis-à-vis 23 July 2007. (c) Morgan Stanley Capital International index for emerging market economies: Argentina, Brazil, Chile, China, Colom-

bia, Czech Republic, Egypt, Hungary, India, Indonesia , Israel, Korea, Malaysia, Mexico, Morocco, Peru, Philipines, Poland, Russia, South Africa, Taiwan, Thailand and Turkey. (d) A pos-

itive change corresponds to an appreciation of the euro.

(3) In January 2009, the corridor was once again broadened to 200 basis points.



nancial crisis, significant efforts were also made to coordinate international policy response. In early

October 2008, the G7 announced a joint plan of action to stabilise financial markets and restore the

flow of credit. Following this action, euro area countries announced a concerted action plan, after the

Heads of State and Government summit of 12 October 2008. The measures adopted by several coun-

tries concentrated on the following aspects: (i) additional guarantees on bank deposits with the aim of

restoring depositors’ confidence and ensuring the banking system’s adequate operation; (ii) public

guarantees on financial institutions’ issuances of new debt securities to regain the confidence of inves-

tors;
4

(iii) voluntary recapitalisation programmes and public capital injections in distressed financial in-

stitutions; (iv) several governments also provided loan programmes to banking institutions or an

exchange of less liquid assets.
5

The measures taken helped to increase economic agents’ confidence in the financial system and ease

tensions in several market segments, namely in the money markets in which there was a progressive

decrease in differentials between interest on non-collateralised and collateralised loans. Financial cor-

porations CDS and corporate bond spreads declined to pre-September levels, while sovereign CDS

spreads widened in the context of the transfer of risk from financial institutions’ to governments’ bal-

ance sheets pursuant to the individual bank rescues and broad-based support packages (Chart 2.2).

By end of October, the accumulation of evidence suggesting a significant weakening of world eco-

nomic activity, with a large number of advanced economies in recession and a significant slowdown in

the emerging markets, lead to a renewed increase in uncertainty and risk aversion, as a consequence

of sharp falls in asset prices. During the course of the last quarter of 2008, this situation translated into

a very low level of confidence of economic agents and exacerbated financial system losses. The last

two months of 2008 and the first quarter of 2009 were characterised by a greater interaction of nega-

tive impacts between weakening economic activity and financial markets strains, substantially aggra-

vating global economic and financial prospects. It should be noted that the earning prospects of

non-financial corporations, which remained relatively unchanged since the beginning of the crisis,

were revised significantly downward since October 2008. In early 2009 CDS and corporate bond

spreads increased further, more markedly in the financial sector. There were also fresh falls in equity

markets, led by the financial sector, with volatilities remaining high. In the second half of March 2009,

there was a certain reversal of these movements following the announcement of better than expected

profits by financial institutions and the disclosure of new economic support measures in the United

States and the United Kingdom. At the end of the first quarter of 2009, share prices in the euro area

and United States were 14 per cent and 12 per cent lower than the end of 2008 levels, respectively,

with shares in the banking sector of such economies having fallen by 18 per cent and 45 per cent in the

same period (Chart 2.9). In the money markets, the interest rate differentials between

non-collateralised and collateralised operations, in the first months of 2009, remained relatively un-

changed at levels higher than those prior to the intensification of the financial turbulence in September

2008. At the end of March 2009, these differentials on 3-months maturities were 74 b.p. in the euro

area, 79 b.p. in the United States and 94 b.p. in the United Kingdom.

In a context of growing economic weakness and a reduction in inflationary pressures, the national au-

thorities of major world economies have been taking measures to boost economic activity, both in

terms of monetary and fiscal policies. Commodity prices started to move downward in July 2008. This

movement was further exacerbated in September with the intensification of the financial crisis and spill

over into the real economy. At the end of 2008, the price of Brent was USD 39.5 per barrel, or 58 per

cent down over its level at the end of 2007 (56 per cent down in euros). The price of Brent remained
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(4) In Ireland, the government issued a guarantee on all financial system liabilities between September 2008 and September 2010.

(5) Greece for example, issued public debt securities to be lent directly to the banks at their nominal value against the delivery of collateral and Spain created a

fund for the purchase of high quality assets from financial institutions, for an amount of up to 50 billion euros.



highly vol a tile at an av er age of around USD 45 per bar rel in the first quar ter of 2009. There was also a

sharp fall in the prices of non-en ergy com mod i ties to around 28 per cent less at the end of 2008 than

one year ear lier, al though re main ing rel a tively un changed in the first quar ter of 2009. Of fi cial in ter est

rates in the main ad vanced econ o mies were re duced at an un prec e dented pace and mag ni tude, in

sev eral cases to his tor i cal min i mums at the end of 2008 (0.25 per cent in the United States, 2 per cent

in the United King dom and 2.5 per cent in the euro area). In early 2009, sev eral mon e tary au thor i ties

con tinued to re duce their of fi cial in ter est rates, to 0.5 per cent in the United King dom and 1.25 per cent

in the euro area. Sev eral cen tral banks also adopted quan ti ta tive eas ing mea sures. For ex am ple, the

Fed eral Re serve cre ated di rect fi nanc ing fa cil i ties for the non-fi nan cial pri vate sec tor – through its pur -

chase of com mer cial pa per and lend ing with a ma tu rity of up to 3 years to fi nan cial and non-fi nan cial

cor po ra tions guar an teed by se curi tised cred its6 – and an nounced the pur chase of sig nif i cant amounts

of mort gage loans and spe cial ised mort gage loan agency debts, as well as long term Trea sury se cu ri -

ties.7 The Bank of Eng land also set up a programme for the pur chase of pub lic and pri vate debt se cu ri -

ties on the sec ond ary mar ket, in 2009, (in clud ing com mer cial pa per and cor po rate bonds).8 The

an nounce ment of such measures had a significant impact on government bond yields which

decreased in these economies but also in the euro area owing to the strong linkage between markets.

At the end of 2008 and early 2009, sev eral gov ern ments an nounced programmes de signed to stim u -

late eco nomic ac tiv ity and limit the im pact of the cur rent cri sis on the real econ omy. The “Amer i can Re -

cov ery and Re in vest ment Act” was ap proved in the United States in Feb ru ary 2009. In Eu ro pe, sev eral 

coun tries had been adopt ing anti-cri sis fis cal mea sures since the sum mer. The Eu ro pean Com mis sion 

pre sented its “Eu ro pean Eco nomic Re cov ery Plan” at the end of No vem ber 2008, in which it pro posed

a co or di nated stim u lus pack age (of around 1.5 per cent of Eu ro pean Un ion GDP, with 1.2 per cent of

GDP be ing fi nanced by na tional bud gets), re sult ing in the adop tion of sev eral na tional pack ages by
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Chart 2.9
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(6) “Commercial Paper Funding Facility” announced on 7 October 2008 and the “Term Asset-Backed Securities Loan Facility” announced on 25 November
2008 (see “Box 2 Authorities responses in the context of the financial crisis: liquidity management measures and intervention in financial systems”, Banco
de Portugal, Economic Bulletin-Autumn 2008).

(7) On 18 March 2009, the Federal Reserve announced that it would purchase: (i) 300 billion dollars of long term public debt in the following six months; (ii) a
further 750 billion dollars in mortgage loans from agencies (totalling 1.25 billion dollars) and (iii) a further 100 billion dollars in debt from agencies (totalling
200 billion dollars).

(8) “Assets Purchase Facility” announced on 5 March 2009.

http://www.bportugal.pt/publish/bolecon/antigos/bol_outono08_e.pdf


Mem ber States. A large num ber of mea sures, in volv ing both the rev e nue and the ex pen di ture side,

have been adopted by dif fer ent coun tries world wide. The com po si tion of such mea sures, how ever,

var ies sub stan tially from coun try to coun try, with par tic u lar ref er ence be ing made to per sonal and cor -

po rate in come tax re duc tions as well as VAT, in creased pub lic in vest ment, sub si dies for pur chases of

con sumer durables (such as cars in the United States, Ger many, France and It aly) and an in crease in

so cial spend ing (for low-in come house holds) (for Por tu gal see “Sec tion 3.2 of this Bul le tin Fiscal

Policy”).

Fol low ing the above mea sures, fi nan cial mar ket par tic i pants be gan to note con cerns over the

sustainability of pub lic fi nances in sev eral coun tries re lated in par tic u lar with the is su ance of large

amounts of pub lic debt which could be dif fi cult to ab sorb. In the case of euro area, gov ern ment bond

yield spreads vis-à-vis Ger many moved up wards across a range of coun tries to levels only ob served in 

the pe riod pre ced ing the in tro duc tion of the sin gle cur rency. This was prob a bly a re flec tion of the

greater rel a tive li quid ity of Ger man debt se cu ri ties in the con text of “flight to li quid ity” move ments, in

ad di tion to a re val u a tion of credit risk in dif fer ent coun tries, pe nal is ing those coun tries with the most

pro nounced mac ro eco nomic im bal ances and/or in which the fis cal po si tions could de te ri o rate the

most, in par tic u lar through the trans fe r of risk from the fi nan cial sec tor. The evo lu tion of credit risk pre -

mi ums is also likely to have re flected the in crease in the price of risk in global fi nan cial mar kets.9 At the

end of 2008, the high est 10 year-gov ern ment bond yield spread was that of Greece at around 230 b.p.. 

Spreads in Ire land, It aly, Por tu gal, Spain and Bel gium also re corded highly sig nif i cant in creases and, at 

the end of the year, were be tween 83 b.p. in Bel gium and 142 b.p. in It aly. In Por tu gal spreads in -

creased by 81 b.p. to 102 b.p. in 2008. The up ward trend re mained in force in early 2009, ac com pa nied 

by high vol a til ity in the con text of a fur ther de te ri o ra tion of eco nomic growth pros pects, a down ward re -

vi sion of rat ings on sev eral coun tries in the euro area (Greece, Spain, Por tu gal and Ire land10) and

greater fears of ma jor dis rup tions in the East ern Eu ro pean econ o mies and con se quent con ta gion ef -

fects to banks and euro area econ o mies more ex posed to the re gio n. The spread on Irish pub lic debt,

in the same pe riod, rose par tic u larly sharply to around 223 b.p. at the end of March, a level sim i lar to

that of Greece. In creases in spreads in Por tu gal and Aus tria were also higher than that of the other

econ o mies un der anal y sis (at around 132 b.p. and 103 b.p., re spec tively, at the end of the first quar ter

of 2009), which in the lat ter case re flected a high level of ex po sure to the East ern Eu ro pean bank ing

sys tem (Chart 2.10). The in crease in yield spreads on long term pub lic debt also rep re sents an ad di -

tional pen alty on the fi nanc ing costs of eco nomic agents in these coun tries. This im plies, in particular,

different costs of government-guaranteed debt issues by banks in the various countries in the euro

area, as well as long term debt issues by non-financial corporations (Chart 2.11).

Not with stand ing the sig nif i cant in crease in spreads, 10-year gov ern ment bond yields in the euro area,

with the ex cep tion of Ire land and Greece, re main at levels lower that the ones re corded prior to the

sum mer of 2007, al though, in the case of Por tu gal and It aly the dif fer ence is very small (less than 0.3

p.p.) (Chart 2.12). By con trast, 10-year gov ern ment bond yield in Ger many de clined sig nif i cantly (-1.4

p.p. be tween the end of July 2007 and end of March 2009), to around 3.0 per cent since the beginning

of 2009.

The for eign ex change mar ket wit nessed abrupt move ments in terms of the evo lu tion of the ma jor cur -

ren cies start ing mid Oc to ber 2008. The yen ap pre ci ated strongly in nom i nal ef fec tive terms, by around

31 per cent at the end of 2008 in com par i son to the end of 2007, largely as so ci ated with the re ver sal of
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(9) At times of less appetite for risk, the risk premium demanded by investors tends to increase, which, per se, generates an increase in the differentials
between countries with greater as opposed to countries with lesser risk and, in situations of a deterioration of country risk, amplifies the impact of such a
deterioration on the differentials.

(10) Reference should be made to the fact that in the first months of 2009 rating agencies reviewed their outlook on Irish public debt from stable to negative and,
on 30 March, Standard & Poors’ lowered its rating from AAA to AA+ maintaining its outlook negative.



carry trade move ments in a frame work of in creased risk aver sion and deleveraging, while ster ling de -

pre ci ated sig nif i cantly  by about 23 per cent. The dol lar, in turn, ap pre ci ated by 8.6 per cent, com ing

into line with the long term av er age and the euro ap pre ci ated 2.7 per cent, re main ing strong against the 

long term av er age (Chart 2.13). In bi lat eral terms, the euro de pre ci ated by around 24 per cent against

the yen, 6 per cent against the US dol lar, 10 per cent against the Swiss franc and ap pre ci ated 30 per

cent against ster ling. In the first quar ter of 2009, the dol lar and ster ling ap pre ci ated in ef fec tive nom i nal 

terms by 3.7 per cent and 1.8 per cent, re spec tively, while the yen de pre ci ated by 3.8 per cent. Dur ing

the same  pe riod, the euro ap pre ci ated against most of the cur ren cies of the new mem ber States of the

Eu ro pean Un ion and against the yen, hav ing de pre ci ated 4.4 and 2.3 per cent re spec tively against the

dollar and sterling, resulting in a nominal effective depreciation of 0.7 per cent.
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Chart 2.10
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Chart 2.11
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Chart 2.12

10-YEAR GOVERNMENT BOND YIELDS
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Chart 2.13
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There was a sig nif i cant de celer ation in the world econ omy in 2008, with world GDP hav ing grown by

3.2 per cent, af ter sev eral years of re cord ing growths of more than 5 per cent (Ta ble 2.2). The de celer -

ation was par tic u larly marked at the end of the year, with year-on-year growth of world GDP, ex clud ing

the euro area, hav ing de creased by 5 per cent in the first quar ter of 2008, to no more than 0.6 per cent

in the last quar ter. World trade flows con tinued their de celer ation trend, be gin ning in mid 2007, re flect -

ing the slow down in world eco nomic ac tiv ity, hav ing re corded an abrupt fall in the lat ter months of the

year. The col lapse in world trade at the end of 2008 was pre cip i tated by the gen er al ised loss of con fi -

dence and high levels of un cer tainty, lead ing eco nomic agents to re duce or post pone ex pen di ture and

was ex ac er bated by in creased dif fi cul ties in ob tain ing trade credit in the con text of a wors en ing fi nan -

cial cri sis. The phe nom e non of the ver ti cal spe ciali sa tion of world wide pro duc tion, in ev i dence over lat -

ter years (with the delocalisation of parts of pro duc tion of in dus trial ac tiv i ties and ser vices) was also a

con trib u tory fac tor to this ma jor con trac tion of world trade (see “Box 1.1 In ten si fi ca tion of the

globalisation pro cess”, Banco de Por tu gal, Annual Report 2005). The  ver ti cal spe ciali sa tion of global

pro duc tion in creases the sen si tiv ity of trade to changes of de mand in a spe cific econ omy, hav ing con -

trib uted to the rapid ex pan sion of world trade flows over the last years and, more re cently, its con trac -

tion. World trade, ex clud ing the euro area, con tracted by 1.8 per cent in year-on-year terms over the

last quar ter of 2008, in com par i son to growths of 5.7 per cent in the pre ced ing quar ter. The con trac tion

of im ports, at the end of 2008, was a com mon fac tor in in dus trial ised coun tries (ex clud ing the euro

area) and de vel op ing coun tries, whose ro bust de mand had, up to that date, sus tained world trade, not -

with stand ing the on go ing fi nan cial tur moil. The con trac tion of world trade at the end of 2008, was ac -

com pa nied by a global fall in industrial production. The available qualitative indicators suggest that

world imports, excluding the euro area, will continue to contract in the first months of 2009.

Sim i larly, ac cord ing to UNCTAD es ti mates, global for eign di rect in vest ment flows were around 21 per

cent down in 2008. In terms of re gions, the ad vanced econ o mies were those in which global for eign di -

rect in vest ment flows re corded the high est de creases (Chart 2.14). This evo lu tion was a re flec tion of

the sig nif i cant in crease in un cer tainty over eco nomic pros pects, in ad di tion to the de te ri o ra tion of mul ti -

na tional com pa nies’ prof its and a de crease in bank loans (no ta bly syn di cated loans) which made it dif -

fi cult to fi nan ce such in vest ments. Growth of for eign di rect in vest ment, in the case of de vel op ing

econ o mies, al though much lower than that noted in 2007 (in which it was more than 20 per cent), main -
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Table 2.2

DEVELOPMENTS IN WORLD ECONOMY

Rates of change as a percentage

Source 2006 2007 2008

GDP

World economy (a) 5.1 5.2 3.2

US (b) 2.8 2.0 1.1

Japan (b) 2.1 2.4 -0.7

Euro area (c) 3.0 2.6 0.7

    Germany (c) 3.2 2.6 1.0

    France (c) 2.6 2.1 0.7

    Italy (c) 2.1 1.5 -1.0

    Spain (c) 3.9 3.7 1.2

    Portugal (d) 1.4 1.8 0.0

United Kingdom (b) 2.8 3.0 0.7

China (b) 11.6 13.0 9.0

World trade volume of goods (e) 9.3 7.7 2.7

Sources: (a) IMF; (b) Thomson Reuters; (c) Eurostat; (d) Banco de Por tu gal; (e) CPB Neth er lands Bu reau for Eco nomic Pol icy Anal y sis.

http://www.bportugal.pt/publish/relatorio/antigos/rel_05_e.pdf


tained a pos i tive value of around 4 per cent, in 2008. The globalisation of the fi nan cial cri sis and wors -

en ing world eco nomic pros pects sug gest that for eign di rect in vest ment flows to these economies will

also be significantly affected in 2009.

There was also a sig nif i cant de crease in the growth of in ter na tional tour ist ar riv als world wide in 2008,

par tic u larly in the sec ond half of the year. Af ter a year-on-year growth of 5 per cent in the first six

months of 2008, world tour ism con tracted by around 1 per cent in year-on-year terms in the fol low ing

six months, hav ing ex panded, over the year as a whole by no more than 2 per cent (against the pre ced -

ing year’s 7 per cent) (Chart 2.15). The num ber of tour ist ar riv als in Eu ro pean coun tries stag nated in

2008. This evo lu tion re flects falls in tour ism in north ern and west ern Eu ro pean coun tries of 2.1 and 1.2

per cent, re spec tively. Growth in tour ist ar riv als in south ern Eu ro pean and Med i ter ra nean coun tries

was very small in 2008, at 0.6 per cent, trans lat ing an ex pan sion of 3.9 per cent in the first half of the

year, fol lowed by a contraction of 2.3 per cent in the following half year.

In the United States GDP growth was down from 2.0 per cent to 1.1 per cent in 2008. There was a de -

cel er at ing tra jec tory of GDP dur ing the course of the first half of 2008 al though growth re mained pos i -

tive, sus tained by tem po rary fis cal stim u lus mea sures im ple mented in Feb ru ary, ma jor re duc tion of

of fi cial in ter est rates and de pre ci a tion of the dol lar, to gether with con tinued ro bust ness in ex ter nal de -

mand. Dur ing the sec ond part of the year, how ever, the dis ap pear ance of the tem po rary ef fect of the

fis cal stim u lus, the con tinued down ward cor rec tion of the hous ing mar ket and the in ten si fi ca tion of the

fi nan cial cri sis, with con se quent tight ened credit con di tions and sharp fall in as set prices, had a sharply 

weak en ing ef fect on eco nomic ac tiv ity. In the last quar ter of 2008, GDP con tracted by 1.6 per cent

quar ter on quar ter, com pared with a con trac tion of 0.1 per cent in the third quar ter. In con trast to de vel -

op ments in the first half of the year, the con tri bu tion of net ex ter nal de mand to GDP turned neg a tive,

par tic u larly re flect ing a sharp drop in ex ports. In terms of do mes tic de mand, pri vate con sump tion and

non-res i den tial in vest ment which, in the first half of the year had, in con junc tion with pub lic con sump -

tion, off set the neg a tive im pact of the re duc tion of res i den tial in vest ment, re corded sig nif i cant re duc -

tions in the sec ond half of the year. In such a con text, there was a par tic u larly sharp fall in do mes tic

de mand in the last quar ter of the year. Ac cord ing to Fed eral Re serve pro jec tions dis closed in Feb ru ary

Economic Bulletin | Banco de Por tu gal

Economic Policy and Situation | Spring 2009

23

Chart 2.14

FOREIGN DIRECT INVESTMENT BY REGION
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2009, in the fourth quar ter of 2009 GDP is likely to re cord a year-on-year con trac tion of be tween -1.3

and -0.5 per cent with un em ploy ment likely to increase to between 8.5 and 8.8 per cent.11

The slow down in eco nomic ac tiv ity was par tic u larly sharp in the euro area, where real GDP growth fell

from 2.6 per cent in 2007 to 0.7 per cent in 2008. Af ter a strong growth rate of 0.7 per cent in the first

quar ter of 2008, partly as so ci ated with tem po rary fac tors – par tic u larly rel a tively mild weather in sev -

eral coun tries which fa voured con struc tion ac tiv ity - GDP fell suc ces sively in the fol low ing three quar -

ters.12 The con trac tion of eco nomic ac tiv ity was par tic u larly sharp in the last quar ter of 2008 (-1.5 per

cent quar ter on quar ter), re flect ing the im pact of the in ten si fi ca tion and globalisation of the eco nomic

and fi nan cial cri sis on ex ter nal de mand and on con sump tion and the in vest ment de ci sions of eco -

nomic agents in the euro area. Pri vate con sump tion, for the year as a whole, grew by no more than 0.5

per cent (1.6 per cent in the pre ced ing year). Pri vate con sump tion re mained weak in the first three

quar ters, par tic u larly re flect ing the im pact on real dis pos able house hold in come of large in crease in

con sumer prices, namely en ergy and food. The large falls in stock mar kets and sub stan tially higher un -

cer tainty over pros pects for eco nomic ac tiv ity and em ploy ment at the end of the year, also had a sig nif i -

cant ef fect in terms of erod ing the con fi dence of con sum ers and in the con trac tion of pri vate

con sump tion in the last quar ter of 2008 (-0.9 per cent quar ter on quar ter). The to tal in vest ment growth

rate, in turn, was sharply down, in 2008, to 0.4 per cent, af ter hav ing re corded high val ues in the pre -

ced ing years (4.3 and 5.9 per cent in 2007 and 2006, re spec tively). In intra-an nual terms, there were

sig nif i cant falls in in vest ment start ing from and in clud ing the sec ond quar ter, with a con trac tion of 2.7

per cent in the last quar ter of 2008. Ex ports of goods and ser vices were also mark edly down in 2008,

with an an nual growth rate of 1.6 per cent against the pre ced ing year’s 5.6 per cent. The last quar ter of

2008 wit nessed an abrupt con trac tion of 7.3 per cent in ex ports. The fall in ex ports was a fac tor com -

mon to all goods, but was par tic u larly felt in the case of in ter me di ate goods. An anal y sis by geo graphic

mar kets shows that ex ports of goods to the United States, Ja pan and United King dom were mark edly

down but con tinued to ex pand to the new Mem ber States of the Eu ro pean Un ion (EU) and to Asia ex -

clud ing Ja pan, al though at much lower rates than in the pre ced ing two years (Chart 2.16). Im ports in

the euro area were also sharply down in 2008, to 1.7 per cent, against the pre ced ing year’s 5.3 per

cent, re flect ing weak en ing do mes tic de mand. Goods im ports also de cel er ated mark edly in 2008, with

par tic u lar ref er ence to the falls in pur chases from the United King dom, Ja pan and, to a lesser ex tent,

coun tries in Asia ex clud ing Ja pan. Growth in im ports from the United States and the new Member

States were positive. Net external demand made a nil contribution to the expansion of economic

activity, for the year as a whole, and was negative in the second half of the year.

The de celer ation of eco nomic ac tiv ity was com mon to all econ o mies in the euro area and was par tic u -

larly pro nounced in Ire land, Fin land and, to a lesser ex tent, in Spain and It aly. There was a con trac tion

of ac tiv ity in Ire land and It aly over the year as a whole, from 2 and 1 per cent, re spec tively, with GDP

growth in Fin land fall ing to 0.9 per cent (4.2 per cent in 2007) and to 1.2 per cent in Spain (3.7 per cent

in 2007). The rate of eco nomic ex pan sion in Ger many and France fell to 1 and 0.7 per cent, re spec -

tively, against 2.6 and 2.1 per cent in 2007. Por tu gal’s per for mance was one of the weak est among

euro area and EU coun tries, with a stag na tion of eco nomic ac tiv ity, in 2008, in com par i son to growth of

1.8 per cent in 2007 (Chart 2.17). There was also a slow down in eco nomic ac tiv ity in non-eu ro EU

coun tries, with the ex cep tion of Ro ma nia, in 2008. Most of the new Mem ber States, how ever, con -

tinued to re cord growth rates sig nif i cantly higher than the EU av er age. The wors en ing eco nomic sit u a -

tion in the Baltics (Es to nia, Lat via and Lith u a nia) was par tic u larly sig nif i cant, with Es to nia and Lat via

hav ing posted the high est GDP con trac tions in terms of EU coun tries in 2008 (-3.6 and -4.3 per cent,
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(11) The data on the US labour market in February 2009 indicated an increase in the unemployment rate to 8.1 per cent.

(12) The noted fall in activity in the second quarter of 2008 (0.3 per cent) partly reflects a correction to the appreciable growth recorded in the first quarter of the
year.



re spec tively). Of the re main ing EU econ o mies, ref er ence should be made to the deceleration of GDP

in the United Kingdom from 3.0 to 0.7 per cent.

The evo lu tion of the eco nomic sit u a tion in the main ex port mar kets for Por tu guese goods and ser vices

was char ac ter ised by a sig nif i cant weak en ing of their im ports of goods and ser vices, which showed a

sharp and gen er al ised con trac tion in the last quar ter of 2008. This was par tic u larly marked in the case

of the Span ish econ omy’s im ports, which is Por tu gal’s ma jor ex port mar ket, with a year-on-year con -

trac tion of 13.2 per cent in the last quar ter of 2008 and 2.5 per cent for the year as a whole (against the

pre ced ing year’s growth of 6.2 per cent) (Ta ble 2.3). Ger many’s and France’s im ports were also sig nif i -

cantly down in the last quar ter of 2008, al though growth rates re mained pos i tive, ex pand ing by 3.6 and
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Chart 2.16

VOLUME OF EXTRA-EURO AREA EXPORTS OF GOODS
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Chart 2.17
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2.0 per cent, re spec tively, over the year as a whole. The United King dom’s, United States’s and It aly’s

im ports con tracted by 7.9, 7.5 and 8.8 per cent, re spec tively, in the last quar ter of 2008 and also in the

year as a whole. In such a con text, the in di ca tor of ex ter nal de mand for Por tu gal’s ex ports of goods and 

ser vices de cel er ated sig nif i cantly in 2008, with a growth of no more than 1.5 per cent (in com par i son to

the pre ced ing year’s 5.6 per cent), help ing to ex plain the fall in Por tu guese ex ports of goods and ser -

vices in 2008 (see “Sec tion 5 of this Bul le tin Expenditure”). Ac cord ing to avail able in for ma tion, the

share of Por tu guese ex ports of goods and services in external markets recorded a loss, particularly in

the last quarter of 2008.

3. MACROECONOMIC POLICIES

3.1. ECB monetary policy and the Portuguese economy’s monetary and financial

conditions

ECB mon e tary pol icy

In the first half of 2008, the ECB left its key in ter est rates un changed, with the min i mum bid rate on the

main re fi nanc ing op er a tions stand ing at 4 per cent (Ta ble 3.1.1). In early 2008, the pros pects were that

in fla tion would re main sig nif i cantly above 2 per cent in the first few months of the year and would mod -

er ate grad u ally over the course of the year, re turn ing to levels com pat i ble with the def i ni tion of price

sta bil ity only in 2009. Avail able in for ma tion also con tinued to point to GDP growth at close to po ten tial

rates. For eign de mand was ex pected to con tinue to sup port euro area ex ports. Tight la bour mar ket

con di tions and the pos si bil ity of ca pac ity con straints raised con cerns over the pos si bil ity of stron ger

than ex pected wage growth.  This fact, to gether with the pos si bil ity of fur ther rises in oil and ag ri cul tural 

prices, as well as in creases in  ad min is tered prices and in di rect taxes, rep re sented up ward risks on

price sta bil ity over the me dium term in the euro area. Ac cord ing to the Gov ern ing Coun cil of the ECB,

these risks were con firmed by con tinued high money and credit growth. In con trast, risks as so ci ated

with the out look for eco nomic ac tiv ity were on the down side, be ing par tic u larly re lated with the po ten -

tially broader than ex pected im pact of the on go ing re ap praisal of risks in fi nan cial mar kets on financing

conditions and economic sentiment, with a negative impact on world and euro area economic growth.
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Table 2.3

IMPORTS OF GOODS AND SERVICES BY SOME OF THE MAIN DESTINATION COUNTRIES OF PORTUGUESE

EXPORTS

Real rate of change

2008 (a)

Weights

2007

2006 2007 2008 Q1 Q2 Q3 Q4

Spain 28.3 10.3 6.2 -2.5 3.6 1.8 -2.0 -13.2

Germany 13.0 12.2 5.2 3.6 4.5 3.5 4.9 1.5

France 12.6 6.5 5.9 2.0 4.3 1.9 1.7 0.3

United Kingdom (b) 6.0 6.8 3.7 -0.8 4.1 3.0 -2.2 -7.9

USA 4.8 6.0 2.2 -3.5 -1.0 -1.9 -3.5 -7.5

Italy 4.1 6.2 3.3 -4.5 -2.4 -2.7 -4.1 -8.8

Sources: Eurostat and Thomson Reuters.
Notes: (a) Year-on-year rate of change. (b) Ex cludes ef fects of VAT fraud ac cord ing to es ti mates of the United King dom Of fice for Na tional Sta tis tics.



In the fol low ing months, the con tin u a tion of the sharp up ward trend in world prices of en ergy and food

sug gested that euro area in fla tion would re main at high levels for a lon ger than pre vi ously an tic i pated

pe riod. Year-on-year in fla tion, mea sured by the HICP (Har mo nised In dex of Con sumer Prices), was

sharply up over the first half year, to a his tor i cal max i mum of 4 per cent in June and July. The pro jected

in fla tion pro file for 2008 and 2009 was also grad u ally re vised up ward, sug gest ing rates of more than 2

per cent un til the end of 2009 (Chart 3.1.1). In this con text, the Gov ern ing Coun cil of the ECB, at its

meet ing of 3 July 2008, de cided to in crease its key in ter est rates by 25 b.p., with the min i mum bid rate

on the main re fi nanc ing op er a tions be ing 4.25 per cent and the in ter est rates on the mar ginal lend ing

fa cil ity and the de posit fa cil ity be ing 5.25 and 3.25 per cent, re spec tively. This de ci sion was jus ti fied by

the need to pre vent broadly based sec ond-round ef fects and to coun ter act the grow ing risks to me -

dium term price sta bil ity. The Gov ern ing Coun cil of the ECB main tained its as sess ment over the

following months, with key interest rates remaining unchanged until September.
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Table 3.1.1

ECB INTEREST RATES

Per cent

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

6 Jun. 2007 3.00 4.00 5.00

3 Jul. 2008 3.25 4.25 5.25

8 Oct. 2008 3.25 3.75 4.25

6 Nov. 2008 2.75 3.25 3.75

4 Dec. 2008 2.00 2.50 3.00

15 Jan. 2009 1.00 2.00 3.00

5 Mar. 2009 0.50 1.50 2.50

2 Apr. 2009 0.25 1.25 2.25

Source: ECB.

Chart 3.1.1
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The in ten si fi ca tion and broad en ing of the fi nan cial mar ket tur moil since mid Sep tem ber 2008, ma teri al -

ised the main down ward risks on eco nomic ac tiv ity ear lier iden ti fied by the Coun cil and lead to a de -

crease in the up ward risks to price sta bil ity. There was a sig nif i cant de te ri o ra tion of global eco nomic

pros pects in the last quar ter of the year, as it be came ev i dent that the ef fects of the fi nan cial tur bu lence

on the real econ omy would be more sig nif i cant and would spill over from the ad vanced econ o mies to

the emerg ing mar ket econ o mies. The avail able in di ca tors re lat ing to ac tiv ity in the euro area in di cated

fur ther weak en ing in the sec ond half of 2008 and real GDP growth for 2008 and 2009 was sub stan tially

re vised down ward. In this con text, and tak ing into ac count the sharp fall in com mod ity prices since

sum mer, in fla tion ary pres sures di min ished and risks to price sta bil ity be came more bal anced. Ex pec -

ta tions sug gested that the year-on-year in fla tion rate, as mea sured by the HICP, would con tinue to fall

to a level com pat i ble with price sta bil ity in early 2009. In fla tion pro jec tions for 2008 and 2009 were sig -

nif i cantly re vised down ward since mid Sep tem ber. In this con text, the Gov ern ing Coun cil of the ECB,

re duced rates on the main refinancing operations by a total of 175 b.p. on three occasions between

early October and early December.

In the first months of 2009, the Gov ern ing Coun cil con tinued to re duce key in ter est rates, in a frame -

work of con tin u ing damp en ing of in fla tion ary pres sures and in di ca tions of a fur ther weak en ing of pros -

pects for world eco nomic ac tiv ity. In ter est rates were re duced by a to tal of 125 b.p., bring ing the to tal

re duc tion since Oc to ber 2008 to 300 b.p.. The in ter est rate on the main re fi nanc ing op er a tions cur -

rently stands at 1.25 per cent, which is the low est level since the in cep tion of the euro area. Avail able

in for ma tion con firmed strong con trac tion of eco nomic ac tiv ity in the euro area in the last months of

2008 and real GDP pro jec tions have been sub stan tially re vised down ward to growth rates of be tween

-3.2 and -2.2 per cent in 2009 and of be tween -0.7 and 0.7 per cent in 2010. The Coun cil con sid ered

that the risks for eco nomic ac tiv ity in the euro area were more bal anced ow ing to the pos si bil ity of

stron ger than an tic i pated pos i tive ef fects, also on con fi dence, from the eco nomic stim u lus mea sures.

There have also been signs of a more gen er al ised re duc tion of in fla tion ary risks, as so ci ated with the

im pact of weak en ing eco nomic ac tiv ity on wages and prices (see “Box 2 Recent consumer price

developments and deflation risks in the euro area”). In this con text, Eurosystem pro jec tions for in fla tion 

were re vised sub stan tially down ward to be tween 0.1 and 0.7 per cent in 2009 and 0.6 and 1.4 per cent

in 2010. The Council considers that inflation risks are broadly balanced.

In a con text of weak en ing pros pects for eco nomic ac tiv ity and tighter fi nanc ing con di tions there was a

mod er a tion of money and credit growth in the course of 2008, which was more marked since Sep tem -

ber (Ta ble 3.1.2). The an nual growth rate of M3 was down from 11.5 in De cem ber 2007 to 5.9 per cent

in Feb ru ary 2009. The in ten si fi ca tion of the fi nan cial tur moil since Sep tem ber 2008, also brought about 

changes to the port fo lio com po si tion of eco nomic agents, who sub sti tuted ne go tia ble in stru ments with

mar ket risk by highly liq uid as sets, in par tic u lar those with pub lic guar an tees, lead ing to changes on

com po nents of M3. Against this back ground, the con tri bu tion of mar ket able in stru ments (i.e. M3-M2)13

and of short term de pos its other than over night (i.e. M2-M1)14 to the an nual growth rate of M3 de -

creased, while the con tri bu tion of M1 in creased. The stron ger growth of M1 from mid-Sep tem ber on -

wards was driven by the de vel op ments of both com po nents al though ref er ence should be made to the

in crease in the de mand for cur rency in cir cu la tion in Oc to ber 2008, in the wake of the bank ruptcy of

Lehman Broth ers and the gen er ali sa tion of con cerns re gard ing the fi nan cial sta bil ity of the bank ing

sys tem in the euro area (Chart 3.1.2). De mand for cur rency in cir cu la tion nor mal ised in the fol low ing

months in the con text of the an nounce ment of gov ern ment mea sures to sup port the fi nan cial sys tem,

namely the in crease in guar an tees on de pos its (see “Sec tion 2 of this Bul le tin International

Framework” ).
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(13) Including, for example: repurchase agreements, money market fund shares/units and debt securities issued with maturities of up to 2 years.

(14) Including, for example: deposits with an agreed maturity of up to 2 years and deposits redeemable at notice up to 3 months.



The de celer ation of credit to euro area res i dents re flected the evo lu tion of credit to the pri vate sec tor,

as lend ing to gen eral gov ern ment moved into pos i tive ter ri tory in the sec ond half 2008. Mon e tary fi nan -

cial in sti tu tions’ (MFI) pur chases of  se cu ri ties other than shares in creased dur ing the course of the

year, de ter min ing a slight in crease in the con tri bu tion of this com po nent to to tal credit to the pri vate

sec tor. This in crease, to a large ex tent, re flects pur chases of se cu ri ties is sued by other fi nan cial in sti tu -

tions re lated with se curi ti sa tion ac tiv i ties. De spite de cel er at ing, loans con tinued to be the dom i nant

form of credit to the pri vate sec tor pro vided by MFI in the euro area. In early 2008, the an nual growth

rates of loans to the pri vate sec tor re mained very high, at around 11 per cent in the first quar ter, al -

though de creas ing dur ing the course of the year and more no tice ably so start ing from the third quar ter,

to 4.2 per cent in Feb ru ary 2009. It should be noted that these rates sub-es ti mate the growth of loans to 

the pri vate sec tor ow ing to the prac tice of derecognition of loans from the MFI sta tis ti cal bal ance sheet

due to their sale or se curi ti sa tion. In deed, es ti mates ad justed for loan sales and se curi ti sa tion point to

a annual growth rate of 5.9 per cent of loans to the private sector in February 2009.

The de celer ation in MFI loans to the pri vate sec tor was broadly based across the var i ous sec tors of the 

econ omy. Loans to house holds, as in 2007, con tinued to fall sharply, with the an nual growth rate hav -

ing fallen to 0.7 per cent in Feb ru ary 2009 (against 6.2 per cent in De cem ber 2007), ow ing to the de -

celer ation in loans for house pur chase and con sumer credit.15 The evo lu tion of loans for house

pur chases re flected the de celer ation in prices and ac tiv ity in the hous ing mar ket in sev eral euro area

coun tries, a de te ri o ra tion of gen eral eco nomic pros pects and tighter fi nanc ing con di tions. Bank in ter -

est rates on loans to house holds up to Oc to ber tended to in crease, with a re ver sal at the end of the

year in the  con text of abrupt re duc tions of of fi cial in ter est rates. For the year as a whole, in ter est rate

on loans for house pur chases were vir tu ally sta ble, while in ter est rates on con sumer credit were 0.2

p.p. up. There was, at the same time, an in crease in the spreads on such rates via-à-vis the mar ket ref -
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Source: ECB.
Note: (a) In cludes loans to non-profit mak ing in sti tu tions serv ing house holds.

Table 3.1.2

MONETARY AND CREDIT AGGREGATES

Year-on-year rates of change, seasonally adjusted, per cent, end-of-period

2006 2007

2008 2009

Q1 Q2 Q3 Q4 Feb.

Monetary aggregates

M1 7.6 3.9 2.8 1.5 1.2 2.3 6.3

M2 9.4 10.1 9.8 9.5 8.9 8.2 7.0

M3 10.0 11.5 10.0 9.6 8.7 7.5 5.9

Loans

Loans to the private sector 10.8 11.2 10.9 9.9 8.5 5.8 4.2

Non-financial corporations 13.1 14.4 14.9 13.7 12.1 9.5 7.6

Households (a) 8.2 6.2 5.4 4.2 3.9 1.6 0.7

Consumer credit 7.7 5.3 5.3 4.9 4.4 1.7 1.0

Loans for house purchase 9.6 7.1 6.2 4.4 4.1 1.5 0.5

(15) According to available information, loans for house purchases are the most affected by the practice of derecognition of loans from the MFI balance sheet
due to their sale or securitisation.



er ence in ter est rates and an in crease in the per cent age of banks re port ing tighter credit conditions on

loans for house purchases and consumer credit (Chart 3.1.3).

Loans to non-fi nan cial cor po ra tions, in turn, started to mod er ate from the sec ond quar ter of 2008 on -

ward, with the an nual growth rate hav ing fallen to 7.6 per cent in Feb ru ary 2009, against a peak of 14.9

per cent in March 2008. This evo lu tion oc curred in a con text in which in ter est rates on loans to non-fi -

nan cial cor po ra tions were mov ing up ward to Oc to ber, fol lowed by a very sharp fall up to the end of the

year. For the year as a whole, in ter est rates on loans to non-fi nan cial cor po ra tions (new busi ness) de -

creased by 1.0 p.p. over the short term and by 0.5 p.p. over the lon ger ma tu ri ties. The spreads on such

rates vis-à-vis the mar ket ref er ence in ter est rates ev i denced an up ward trend, which, in the case of

long term ma tu ri ties, was ac com pa nied by some vari abil ity dur ing the year, as so ci ated with the vol a til -

ity of pub lic debt yields. The re sults of the bank lend ing sur vey also in di cated sig nif i cantly tighter credit

stan dards on loans to en ter prises since mid 2007. Part of the growth of loans to non-fi nan cial cor po ra -

tions may be re lated with dif fi cul ties in get ting fi nan ce from other sources, in par tic u lar through the is -

su ances of bonds and shares. The growth rate of debt se cu ri ties is sued by non-fi nan cial cor po ra tions

fell from 8.2 in De cem ber 2007 to 6.7 per cent in January 2009 and the issuance of quoted shares was

virtually nil since the second half of 2008.

The Por tu guese econ omy’s mon e tary and fi nan cial con di tions

The cri sis ap pear ing in in ter na tional fi nan cial mar kets in the sum mer of 2007 and its grow ing in ter ac -

tion with global eco nomic de celer ation has im posed sig nif i cant con straints on the evo lu tion of the mon -

e tary and fi nan cial con di tions of the Por tu guese econ omy. These con straints have been le ver aged by

the Por tu guese econ omy’s high level of eco nomic and fi nan cial in te gra tion, which has trans lated, for

in stance, into a pro longed main te nance of the sit u a tion of re course to ex ter nal sav ings as a means of

fi nanc ing do mes tic ex pen di ture. In such a frame work, the pol icy mea sures de fined by the au thor i ties at 
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Chart 3.1.2

CIRCULATION IN EURO AREA – 

MONTHLY FLOWS

Adjusted for seasonal and calendar effects
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Chart 3.1.3
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“slightly” and “con sid er ably less re stric tive” in the Bank Lend ing Sur vey. A pos i tive value
rep re sents more re stric tive cri te ria in com par i son to the preceding quarter.



a global level to coun ter such de vel op ments has made it pos si ble to mit i gate the ad verse evolution of

the monetary and financial conditions of the Portuguese economy.

At an ini tial stage, in 2007, fi nanc ing dif fi cul ties in whole sale mar kets es sen tially af fected fi nan cial in sti -

tu tions in the ad vanced econ o mies. Such in sti tu tions played a cen tral role in the gen e sis, de vel op ment 

and prop a ga tion of the fi nan cial cri sis, hav ing wit nessed se vere changes to their fund ing ar range -

ments in the in ter bank, debt and eq uity mar kets. At a later stage, dur ing the course of 2008 and first

months of 2009, fund ing terms on whole sale mar kets also be came pro gres sively more dif fi cult for the

non-fi nan cial sec tor, af fect ing both pri vate or gani sa tions and, more mark edly so in the most re cent pe -

riod, na tional states them selves. In such a frame work, banks have, on a global level, been im pos ing

greater fi nanc ing re stric tions on their cus tom ers, whether in terms of volume, price and other credit

operation conditions.

In the first three quar ters of 2008, short term money mar ket in ter est rates, used as a ref er ence for bank 

in ter est rates in Por tu gal, con tinued their up ward trend be gin ning in the last quar ter of 2005, not with -

stand ing the quasi-sta bil ity of the ECB’s rate on the main re fi nanc ing op er a tions (Chart 3.1.4 and Ta ble 

3.1.3). This evo lu tion was sig nif i cantly con di tioned by the high levels of un cer tainty in in ter na tional fi -

nan cial mar kets, the gen er al ised loss of con fi dence and the in crease in counterparty risk, which, since

the ap pear ance of the fi nan cial cri sis, has led the banks to re strict their of fer on the in ter bank money

mar ket, while also endeavouring to pre vent the oc cur rence of li quid ity prob lems. To a lesser ex tent and 

in a more spe cific time pe riod i.e. in June, short term money mar ket in ter est rates also re acted to the

level of in fla tion oc cur ring in the euro area, re in forc ing ex pec ta tions of an in crease in the ECB’s ref er -

ence rates. The be gin ning of Oc to ber wit nessed a marked re ver sal of the evo lu tion of of fi cial in ter est

rates in the euro area, in a move ment com mon to the mon e tary au thor i ties of other coun tries. This re -

duc tion oc curred in the con text of an in ten si fi ca tion of the global eco nomic and fi nan cial cri sis and ex -

pres sion of its ef fects in terms of lower risks to price sta bil ity, par tic u larly ow ing to the evo lu tion of

in ter na tional raw ma te ri als prices. The 3.0 p.p. re duc tion in of fi cial in ter est rates in the euro area since

Oc to ber was ac com pa nied by a sharper fall in money mar ket in ter est rates, re flect ing both a sig nif i cant 

de crease in the risk pre mium as so ci ated with non-collateralised op er a tions and added ex pec ta tions of
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Chart 3.1.4
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Table 3.1.3

MONETARY AND FINANCIAL CONDITIONS OF THE PORTUGUESE ECONOMY

Quarterly developments Monthly developments

2006 2007 2008 2007Q1 2007Q2 2007Q3 2007Q4 2008Q1 2008Q2 2008Q3 2008Q4 Jan-09 Feb-09 Mar-09

Nominal interest rates - period averages (per cent)

3 month Euribor 3.1 4.3 4.6 3.8 4.1 4.5 4.7 4.5 4.9 5.0 4.2 2.5 1.9 1.6

12 month Euribor 3.4 4.4 4.8 4.1 4.4 4.7 4.7 4.5 5.1 5.4 4.4 2.6 2.1 1.9

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

Bank interest rates

On outstanding amounts of loans

Non-financial corporations 4.9 5.8 6.3 5.5 5.7 5.8 6.1 6.2 6.2 6.4 6.4 5.7 5.3

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

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

On outstanding amounts of deposits with an agreed maturity

Non-financial private sector - up to 2 years (excluding demand deposits, at notice) 2.3 3.1 3.8 2.8 3.0 3.2 3.5 3.5 3.7 3.9 4.1 3.7 3.5

On new loan operations

Households for house purchase 4.0 4.8 5.4 4.5 4.6 4.9 5.2 5.1 5.4 5.7 5.4 4.1 3.4

Exchange rates - period averages

Nominal effective exchange rate index(a),(b) 100.9 101.8 103.0 101.3 101.7 101.8 102.4 102.9 103.5 103.2 102.5 103.3 103.0 103.6

Nominal effective exchange rate index - percentage change from the previous corresponding period 0.2 0.8 1.2 0.2 0.4 0.1 0.6 0.5 0.6 -0.3 -0.7 0.0 -0.4 0.7

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

PSI General Index 33.3 18.3 -49.7 5.2 17.8 -11.4 7.7 -18.8 -10.8 -11.4 -21.6 2.5 -5.8 4.0

Broad Dow Jones Euro Stock 20.3 4.9 -46.3 3.4 6.3 -3.4 -1.2 -16.4 -7.3 -12.1 -21.2 -7.0 -11.0 4.0

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

Índice Confidencial Imobiliário (c) 2.1 1.3 3.9 1.4 1.0 1.1 1.3 1.6 2.3 3.2 3.9 4.2 4.2

Assessment by banks (INE) 0.3 0.5 -4.3 0.0 0.5 1.0 0.5 -0.2 -1.7 -3.0 -4.3 na na

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

Loans granted by resident monetary financial institutions (d)

Non-financial private sector 8.7 9.9 7.1 8.8 9.0 9.2 9.9 10.4 9.7 8.7 7.1 6.2 5.7

Households  - Total 9.9 9.0 4.6 9.6 9.4 9.2 9.0 8.5 7.7 6.3 4.6 3.9 3.5

For house purchase 9.9 8.5 4.3 9.4 9.0 8.8 8.5 7.8 7.1 5.8 4.3 3.8 3.5

Consumer credit and other lending 10.1 11.3 6.1 10.9 11.3 10.9 11.3 11.3 10.6 8.7 6.1 4.3 3.6

Non-financial corporations 7.1 11.2 10.6 7.8 8.5 9.2 11.2 13.0 12.3 12.0 10.6 9.3 8.7

Deposits with resident monetary financial institutions - end-of-period annual rate of change

Non-financial private sector 4.2 5.7 10.6 4.3 6.5 7.5 5.7 10.1 9.6 11.4 10.6 10.5 11.0

Memo:

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

Portugal 3.0 2.4 2.7 2.9 2.6 2.4 2.4 2.6 2.7 2.9 2.7 2.4 2.2

Euro area 2.2 2.1 3.3 2.1 1.9 1.9 2.1 2.5 2.9 3.4 3.3 3.1 2.9

Sources: Euronext Lisboa, Eurostat, Imométrica, INE, Thomson Reuters and Banco de Por tu gal.
Notes: (a) A pos i tive change cor re sponds to an ap pre ci a tion of the ef fec tive ex change rate in dex. (b) Cal cu la tions against a group of 22 trad ing part ners For a de tailed de scrip tion of the meth od ol ogy see Gouveia, A. C. and Coimbra, C. (2004), “New Effective Exchange Rate Index for the Portuguese Economy”, Banco de Por tu -
gal, Eco nomic Bul le tin-De cem ber. (c) The Índice Confidencial Imobiliário tracks de vel op ments in the res i den tial mar ket in Por tu gal, par tic u larly in the Lis bon and Porto met ro pol i tan ar eas. In Oc to ber 2006 this in dex adopted a new meth od ol ogy and broad ened its back ground in for ma tion. The in dex uses in for ma tion avail able at
the LardoceLar.prop erty port fo lio which, in 2005, con tained around 280,000 prop erty en tries. For fur ther de tails on the meth od ol ogy used see the ar ti cle by “Índice Confidencial Imobiliário: meth od olog i cal pro ce dures ” by Isabel Fonseca and Ricardo Guimarães, in the Imo bi liá ria Portuguesa - Confidencial Imobiliário News let ter of
Oc to ber 2006. (d) The an nual growth rates are ob tained from the re la tion be tween the out stand ing amounts of bank loans at the end of the months, ad justed for se curi ti sa tion op er a tions, and the monthly trans ac tions, which are cal cu lated from the out stand ing amounts correceted of reclassifications, write-offs/write downs,
exchange rate changes and price revaluations.

http://www.bportugal.pt/publish/bolecon/docs/2004_4_3_e.pdf


fur ther re duc tions to of fi cial in ter est rates, ow ing to the par tic u larly neg a tive and fore cast con text for

eco nomic ac tiv ity in the euro area and on a global level.16

Ac cord ing to the mon e tary con di tions in dex for the Por tu guese econ omy, the evo lu tion of in ter est rates 

over lat ter years shall have ex erted a par tic u larly re stric tive ef fect on the growth of eco nomic ac tiv ity in

2008, re flect ing both the up ward cy cle of of fi cial in ter est rates be gin ning at the end of 2005 and the in -

crease in money mar ket risk pre mi ums in the more re cent pe riod (Chart 3.1.5).17 The be hav iour of the

nom i nal ef fec tive ex change rate in dex shall have given a sim i lar con tri bu tion al though with a clearly

lesser im pact. Also in terms of the mon e tary con di tions in dex, both the evo lu tion of in ter est rates and,

mainly, the ap pre ci a tion of the nom i nal ef fec tive ex change rate index contributed to a reduction of

inflation in the same period.

In such a con text, ref er ence should be made to the fact that Por tu gal’s nom i nal ef fec tive ex change rate 

in dex main tained its ap pre ci a tion trend be gin ning at the end of 2005 up to July 2008 (with a change of

around 1 per cent in the first 7 months of 2008). It then de pre ci ated by around 1.5 per cent up to Oc to -

ber, re cov er ing since De cem ber, to a level sim i lar to the an nual max i mum level, reached in July. In av -

er age an nual terms, the nom i nal ap pre ci a tion in 2008 was 1.2 per cent (following 0.8 per cent in 2007).

There has been a sig nif i cant change to the con text of the per for mance of Por tu guese banks since mid

2007, ex ac er bated by the par tic u larly ad verse evo lu tion of cap i tal mar kets and by the con tinued, sig nif -

i cant and com pre hen sive de te ri o ra tion of pros pects in terms of the evo lu tion of eco nomic ac tiv ity. On

the other hand, and sim i larly to other Eu ro pe ans banks in gen eral, Por tu guese banks have been af -

fected both in terms of se cur ing fi nan ce in whole sale mar kets as in their prof it abil ity, as set qual ity and
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Chart 3.1.5

CONTRIBUTION OF MONETARY CONDITIONS 
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Note: For meth od olog i cal in for ma tion see Esteves, Paulo Soares (2003), “Monetary Conditions Index for Portugal, ”Banco de Por tu gal, Eco nomic Bul le tin-June. The mul ti pli ers un der ly -
ing the con struc tion of this in dex (cor re spond ing to the im pacts of ex change and in ter est rate changes) were up dated tak ing into con sid er ation the key model cur rently used for the con -
struc tion of eco nomic pro jec tions for the Portuguese economy.

(16) The risk premium associated with non-collateralised operations is assessed by the repo-spread, i.e. the dif fer ence be tween in ter est rates on
non-collateralised and collateralised op er a tions in the in ter bank money mar kets. When a time span of 3 months is con sid ered for euro op er a tions, this
in di ca tor achieved its max i mum level at the be gin ning of Oc to ber 2008 (close to 180 b.p.), fall ing to around 75 b.p. at the end of March 2009. 16161616161616161616161616161616161616161616161616161616161616161616161616161616

(17) For methodological information, see Esteves, Paulo Soares (2003), “Monetary Conditions Index for Portugal”, Banco de Portugal, Economic Bulletin-June.

http://www.bportugal.pt/publish/bolecon/docs/2003_2_1_e.pdf
http://www.bportugal.pt/publish/bolecon/docs/2003_2_1_e.pdf


sol vency. Ac cord ingly, the fi nan cial in ter me di a tion role be ing de vel oped by the Por tu guese bank ing

sys tem over lat ter years, be tween for eign and res i dent sec tors, has been sig nif i cantly con di tioned.

Still, re stric tions and li quid ity con straints in the com mer cial pa per and in ter bank mar kets have re cently

eased some what, al low ing for a grad ual nor mali sa tion in bank’s fund ing. This is also ben e fit ing from

the gov ern ment sup port mea sures to the bank ing sec tor, no ta bly the pro vi sion of debt is su ance guar -

an tees. It should be re mem bered that, un der the terms of its par tic i pa tion in the euro area and the par -

tic u larly fa vour able fi nan cial con text in force for a very long pe riod up to the ap pear ance of the fi nan cial 

cri sis, Por tu guese banks found it easy to se cure euro fund ing for long term ma tu ri ties in in ter na tional fi -

nan cial mar kets, per mit ting them to sustain a high differential between growths in domestic demand

and income, translating into significant deficits on the current plus capital account.

The ap pear ance of ac cess dif fi cul ties to whole sale fund ing mar kets, in terms of quan ti ties and prices,

since mid 2007, led the banks to change their re la tion ship with cus tom ers on sev eral levels, in line with

what was ob served in sev eral other Eu ro pean coun tries. They paid higher re turns on cus tomer de pos -

its (by re duc ing in ter est rate spreads on these op er a tions vis-à-vis money mar ket in ter est rates) and

in creased lend ing re stric tions on the non-fi nan cial pri vate sec tor, both on a level of in ter est rates (in -

creas ing spreads) as on a level of other con trac tual con di tions (such as ma tu ri ties, amounts lent, col -

lat eral re quired and the relationship between these two latter variables).

Up to the third quar ter of 2008, in Por tu gal, the high est in ter est on de pos its with an agreed ma tu rity

date was not clearly re flected in a re duc tion of spreads be tween in ter est rates on the out stand ing

amounts of de pos its with an agreed ma tu rity of up to 2 years and money mar ket rates (Chart 3.1.6). In

ad di tion to the usual grad ual trans mis sion of changes in short term money mar ket in ter est rates to

bank ing in ter est rates on new op er a tions, the in crease in rates may have only bene fited a small pro -

por tion of to tal de pos its out stand ing, par tic u larly new de pos its made in the mean time, or re new als,

com pris ing a re ne go ti at ing of rates in the form of ac tive cus tomer in volve ment.18 Sim i larly, the evo lu -
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Chart 3.1.6

INTEREST RATE MARGINS
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(18) These requirements have been defined for the statistical classification of a credit or deposit operation as a new operation. Situations of an automatic
extension of pre-existing deposits and loan contracts, are, accordingly, excluded from this concept, i.e. when not requiring any active involvement by the
customer and when not involving any renegotiation of the terms and conditions of the contract (including interest rate) and changes of variable interest rates
deriving from automatic adjustments, as they are not considered to be new agreements. It should also be noted that, in each month, only a fraction of the
outstanding amounts of deposits comprises the constitution of new operations in the period. This fraction was, on average, slightly higher than 10 per cent
during the course of 2008.



tion of in ter est rate spreads on out stand ing lend ing op er a tions re flected these in er tia fac tors. It was

also con strained by the im pact of an even tual higher prev a lence of collateralised op er a tions as op -

posed to the im po si tion of higher spreads on op er a tions with the same risk level.19 At a later stage, ow -

ing to the marked re duc tion of money mar ket rates, there was a sub stan tial broad en ing of spreads on

lend ing op er a tions (and a re duc tion on de posit op er a tions), which also points to the pos si bil ity of rel a -

tively sig nif i cant re duc tions on bank in ter est rates in the fu ture. How ever, given the wors en ing of the

eco nomic and fi nan cial sit u a tion, bring ing about an in crease in credit risk, a sta bili sa tion of such

spreads to levels higher than those ob served in re cent years is to be expected. The most recent

information on the interest rate spreads for new lending operations to households seems to confirm

this change.

Tak ing bank’s fi nanc ing con straints in in ter na tional whole sale mar kets into ac count and the slow down

in eco nomic ac tiv ity, trans lat ing into a de celer ation in nom i nal GDP from around 5 per cent in 2007 to

1.8 per cent in 2008, bank loans to the non-fi nan cial pri vate sec tor main tained an an nual rate of

change which can be con sid ered high dur ing the course of 2008 and be gin ning of 2009, al though ev i -

denc ing a clear trend to wards a slow down dur ing the course of the sec ond half of the year. Dif fer en ti a -

tion, how ever, con tinued to ex ist be tween loans to house holds and to non-fi nan cial cor po ra tions. In the 

case of loans to house holds, the slow down was part of a trend be gin ning in mid 2006, which ac cen tu -

ated in the sec ond quar ter of the year, when the rate of change of con sumer credit and for other pur -

poses hit its high est value for the year at 11.4 per cent. In De cem ber 2008, the rate of change of loans

to the sec tor was 4.6 per cent (in com par i son to the pre ced ing year’s 9.0 per cent), with hous ing and

con sumer and other credit hav ing reached 4.3 and 6.1 per cent (8.5 and 11.3 per cent in De cem ber

2007), re spec tively. In Feb ru ary 2009, the rates of change of to tal loans to house holds and the hous ing 

and con sumer and other loans seg ment ag gre gate re duced fur ther to 3.5, 3.5 and 3.6 per cent, re -

spec tively, with ref er ence be ing made to the fact that the most re cent loan dy nam ics (as sessed by

annualised quar terly rates of change, cal cu lated on the ba sis of sea son ally ad justed val ues) clearly

points to ad di tional re duc tions of an nual rates of change in the course of the com ing months (in Feb ru -

ary, the annualised quarterly rate of change on total loans to households was 1.5 per cent) (Charts

3.1.7 and 3.1.8).

The pro file of a pro gres sive slow down in the intra-an nual evo lu tion of loans to house holds is in line with 

the re sults of the Bank Lend ing Sur vey, point ing, as fac tors in duc ing such an evo lu tion, to the con -

tinued re duc tion of con sumer con fi dence, de te ri o ra tion of hous ing mar ket pros pects and re duc tion of

ex pen di ture on du ra ble goods (e.g. cars and furniture).

The growth of bank loans to non-fi nan cial cor po ra tions was, in turn, sig nif i cant over a large part of 2008 

(be tween 12 and 13 per cent), in di cat ing sig nif i cant de celer ation start ing only in the last quar ter (Chart

3.1.9). Nev er the less, they con tinued to ev i dence high rates of ex pan sion in Feb ru ary 2009, with a

year-on-year rate of 8.7 per cent and 5.9 per cent in the case of the annualised quar terly rate of change 

(cal cu lated on sea son ally ad justed val ues). Bank fi nan ce to non-fi nan cial cor po ra tions, in 2008, also

in volved the ac qui si tion of very sub stan tial vol umes of debt se cu ri ties, par tic u larly com mer cial pa per.

In the first half of the year, net is su ances of this in stru ment were up strongly (to around 3700 mil lion eu -

ros, in com par i son to around 1000 mil lion eu ros in the same pe riod 2007 and slightly more than 2700

mil lion in the sec ond half of 2007), and were mostly ac quired by banks, which fact was as so ci ated with

the dif fi cul ties in volved in the is su ance of debt se cu ri ties for the lon ger ma tu ri ties by com pa nies. There

was, how ever, a dras tic re duc tion in the is su ance of debt se cu ri ties by this sec tor in the last quar ter,

par tic u larly in com mer cial pa per. There fore, a broader ag gre gate of bank fi nan ce to non-fi nan cial cor -

Economic Bulletin | Banco de Por tu gal

Economic Policy and Situation | Spring 2009

35

(19) This prevalence of collateralised operations was referred to by the banks participating in the Bank Lending Survey, with the aim of demanding greater
guarantees on credit operations.



po ra tions, en com pass ing loans and debt se cu ri ties is sued by this sec tor and reg is tered in bank port fo -

lios, re corded even stron ger growth levels than bank loans, of around 16 per cent in the first three

quar ters of 2008, al though also slow ing down as from the last quar ter (year-on-year growth of 9.8 per

cent and 4.8 per cent in terms of the annualised quar terly rate of change in Feb ru ary 2009) (Chart

3.1.10). Ac cord ing to the in sti tu tions par tic i pat ing in the Bank Lend ing Sur vey, the credit slow down is
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Chart 3.1.7
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Chart 3.1.8

LOANS TO HOUSEHOLDS FOR CONSUMPTION

AND OTHER PURPOSES BY RESIDENT

MONETARY INSTITUTIONS

-2

0

2

4

6

8

10

12

14

16

Jan-03 Jan-04 Jan-05 Jan-06 Jan-07 Jan-08 Jan-09

P
e

r
c
e

n
t

Annual rate of change
Annualised quarterly rate of change
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Note: The an nual and quar terly rates of change are cal cu lated on the ba sis of the re la tion ship be tween the out stand ing amounts of bank loans at the end of the month, ad justed for se -
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Chart 3.1.9 
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Chart 3.1.10

NON-FINANCIAL CORPORATIONS DEBT
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as so ci ated with the de crease in in vest ment fi nanc ing needs and for merg ers/ac qui si tions and cor po -

rate re struc tur ing op er a tions (si mul ta neously re port ing a pro gres sive de crease in demand for long

term loans). In opposition, factors incentivising demand for credit included debt restructuring

operations, inventory financing and working capital requirements.

Ac cord ingly, the to tal fi nan cial debt of non-fi nan cial cor po ra tions, which in cludes loans and debt se cu -

ri ties placed with banks and other in ves tors, has ac com pa nied the evo lu tion of the re ferred to broader

ag gre gate of bank fi nan ce to non-fi nan cial cor po ra tions, re cord ing only a slightly lower growth. There -

fore, the end of 2008, shall have wit nessed an in crease in the in debt ed ness debt and in the fi nan cial

debt ra tio in re la tion to the cap i tal of non-fi nan cial cor po ra tions over the pre ced ing year (Chart

3.1.11).20

The rel a tive sus tain ment of bank fi nan ce to non-fi nan cial cor po ra tions, not with stand ing the un fa vour -

able en vi ron ment ex ist ing in in ter na tional whole sale debt mar kets, was en abled by the sig nif i cant ex -

pan sion of cus tomer re sources, no ta bly de pos its by in di vid ual res i dent cus tom ers, with a rate of

growth of close to 15 per cent in Feb ru ary 2009 (Chart 3.1.12). In ad di tion to re flect ing the al ready

men tioned adop tion of more com pet i tive strat e gies by bank ing in sti tu tions in se cur ing cus tomer re -

sources, in a con text of dis rup tions in the whole sale fund ing mar kets, this evo lu tion is es sen tially re -

flect ing in creased in ves tor de mand for fi nan cial in vest ments which are less sen si tive to mar ket

fluc tu a tions. The sup ply of credit was also sup ported by added re course to fund ing through the

Eurosystem’s mon e tary pol icy op er a tions. The se curi ti sa tion of loans also rep re sents an im por tant, al -

beit in di rect, source of fund ing for Por tu guese banks. In the cur rent frame work, there has been a sharp 

de crease in the de mand for se cu ri ties re sult ing from se curi ti sa tion op er a tions. In such a con text, and

as in the case of other Eu ro pean banks, sev eral Por tu guese banks have ac quired the se cu ri ties re sult -

ing from such op er a tions from se curi ti sa tion ve hi cles owned by third par ties, us ing them to as col lat eral 

for Eurosystem credit op er a tions. Fi nally, not with stand ing the al ready re ferred to ad verse con di tions in

whole sale fund ing mar kets, Por tu guese banks have suc ceeded in main tain ing some ac cess to pri -
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Chart 3.1.11
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Chart 3.1.12
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(20) There was a significant increase in the issuances of shares for the year as a whole in comparison to 2007. The amounts, however, were relatively
concentrated in a small number of issuances, with one of them, for around 1900 million euros, being associated with the formation of Capitalpor, a holding
company created by Parpública as part of the reorganisation of its financial investments.



mary debt se cu ri ties mar kets, par tic u larly in the sec ond quar ter of 2008, al beit at rel a tively high costs

and with shorter ma tu ri ties, re flect ing the global dif fi culty in is su ing me dium and long term se cu ri ties

(Chart 3.1.4). Since the last quar ter of 2008 this ac cess has bene fited from gov ern ment sup port mea -

sures to the bank ing sec tor, as in other Eu ro pean coun tries, no ta bly the provision of debt issuance

guarantees. Benefiting from such guarantees, several of the main Portuguese banking groups

realised market debt issuances in December 2008 and January 2009, of more than 4000 million euros.

As al ready re ferred to in the pre ced ing sec tion and as with other euro area coun tries, the last quar ter of 

2008 and first months of 2009 wit nessed an in crease in the dif fer en tial be tween the yield on Por tu -

guese Trea sury bonds with a re sid ual ma tu rity of 10 years and that of Ger man debt, as a re flec tion of

higher li quid ity and credit risk pre mi ums and the re duc tion in the rat ing no ta tion of the Por tu guese re -

pub lic by the Stan dard & Poors’ (Charts 3.1.13 and 3.1.14). How ever, it should be noted that the wid en -

ing of the dif fer en tials of yields of pub lic debt oc curred si mul ta neously to a large num ber of Eu ro pean

coun tries (see Chart 2.1.10 and “Sec tion 2 International framework”). The re quire ment for higher risk

pre mi ums on pub lic debt yields also took the form of ad di tional pen al ties on the fi nanc ing costs of do -

mes tic eco nomic agents. Ref er ence should, how ever, be made to the fact that, af ter peak ing in June

and July, the yields on Por tu guese Trea sury Bonds with a re sid ual ma tu rity of 10 years main tained a

down ward tra jec tory up to the end of 2008, to an end of year level of close to 4 per cent, around 50 b.p.

less than at the end of 2007.21 The first months of 2009 wit nessed an up ward trend on the rate on Por -

tu guese pub lic debt, in line with the in crease in the dif fer en tial with the interest rate on German public

debt, to a level similar to the end of 2007.

Sim i larly, in the same con text of as sess ment of risks by mar ket in ves tors, im ply ing a clearly more sig -

nif i cant price dis crim i na tion be tween the dif fer ent levels of risk, 2008 wit nessed a clear in crease in the

in ter est rate dif fer en tials on the bonds of non-fi nan cial Por tu guese cor po ra tions in com par i son to pub -

lic debt se cu ri ties with a com pa ra ble ma tu rity, which evo lu tion was par tic u larly pro nounced in the last
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Chart 3.1.13
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Chart 3.14
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(21) In terms of average annual values, the level in 2008 was 10 b.p. higher than in 2007, although clearly less than in the first few years of the euro area.



quar ter of the year, al though partly re versed at the be gin ning of 2009 (Chart 3.1.15). Ref er ence should

be made, in this case, to the fact that, both in terms of the an nual av er age as in end-o f-pe riod val ues,

2008 wit nessed an in crease in the level of in ter est rates and there fore in the fi nanc ing costs of non-fi -

nan cial cor po ra tions on the use of this in stru ment. It should, how ever, be re mem bered that fi nanc ing

via the is su ance of bonds only rep re sents a small pro por tion of the total financing operations of

non-financial corporations in Portugal.

Global fi nan cial con di tions were sig nif i cantly af fected by the ma jor loss of value in eq uity mar kets in

2008. The PSI – Geral in dex fell in value by 50 per cent dur ing the course of the year, as in the case of

the euro area. This evo lu tion re flected in creas ing prob lems in the global fi nan cial sys tem and grow ing

in ter ac tion with the ob served and fore casted de celer ation of eco nomic ac tiv ity. In ad di tion to hav ing a

very di rect ef fect on the prof it abil ity and sol vency of fi nan cial in sti tu tions, this evo lu tion has also com -

pounded the fi nanc ing dif fi cul ties of the non-fi nan cial sec tor, by in creas ing the cost of finance through

shareholders’ equity.

Ow ing to the de vel op ments oc cur ring in sev eral fi nan cial mar ket seg ments, the real fi nanc ing costs of

Por tu guese non-fi nan cial cor po ra tions in the ma jor cat e go ries of fi nan cial in stru ments (con sid er ing an

in di ca tor which sum ma rises the costs as so ci ated with shares and other in vest ments, bank loans and

debt se cu ri ties) were up in 2008 over the level of the pre ced ing year (Chart 3.1.16).22 This evo lu tion

es sen tially de rived from the in creased es ti mate of fi nanc ing costs via share hold ers’ eq uity, which re -

flected the sig nif i cant fall in share prices, al though the in di ca tor’s remaining components also recorded 

a slight increase.

Economic Bulletin | Banco de Por tu gal

Economic Policy and Situation | Spring 2009

39

Chart 3.1.15
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Chart 3.1.16

DEVELOPMENTS IN THE FINANCIAL COSTS OF

NON-FINANCIAL CORPORATIONS IN PORTUGAL
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(22) The synthetic indicator used for non-financial corporations’ financing costs is calculated as a weighted average of the costs of the different types of
financing. The component with the greatest weight in this indicator is the equity financing cost which is calculated by the formula 
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P
gn ga gn gn= + + - +1 8 , in which r is the cost of capital, 

D

P
 the dividend yield, gn corresponds to the rate of growth of dividends over the long

term and ga to the respective rate of growth over the next four years. The cost associated with the remaining categories of instruments is calculated on the
basis of representative interest rates. For methodological information see Gameiro, I. and Ribeiro, N. (2007), “Financing Costs of Portuguese Companies”,
Banco de Portugal’s Economic Bulletin-October . 2222222222222222222222222222222222222222222222222222222222222222

http://www.bportugal.pt/publish/bolecon/docs/2007_3_2_e.pdf


One of the most marked aspects of the international economic and financial crisis is associated with

the adjustment to the overvaluation of property markets in several countries (United States, United

Kingdom, Ireland and Spain), in which prices have already decelerated sharply, even to significant

nominal decreases. The available evidence does not point to the possibility of a comparable adjust-

ment in Portugal. In aggregate terms, Portugal does not appear to suffer from situations of excessive

valuation of property assets, notably in the residential component. The data set out in the Confidencial

Imobiliário (Confidential Property) index shows that since the beginning of the current decade, the av-

erage annual rate of change of prices in the Portuguese residential market was 3 per cent in nominal

terms and close to nil in real terms. This being the case, the possibility of a certain price adjustment in

this market should not be excluded. This could derive from the environment of economic and financial

crisis conditioning demand for property assets via expectations (on the evolution of income and actual

property market prices) and fewer bank finance facilities for this type of investment. Reference should

be made, in this context, to the fact that the Bank Housing Survey (realised by INE) indicates that the

average banking valuations on house prices have recorded progressively negative year-on-year rates

of change since the end of 2007 to -6.3 per cent at the end of 2008.
23

It should, however, be noted that

as bank valuation indicators, these values are influenced by the increased restrictions on banks’ credit

supply. The Confidencial Imobiliário index, in turn, recorded a year-on-year rate of change of 4.2 per

cent in January 2009. This percentage, to a large extent, reflects an improvement in the average qual-

ity of supply, translating into a rate of change of new property prices of 5.5 per cent, which is clearly dif-

ferent from the rate of change of 1.3 per cent
24

on second hand property.

3.2. Fiscal policy
25

The general government deficit, in national accounts, stood at 2.6 per cent of GDP in 2008, the same

as in 2007 (Table 3.2.1). This outcome is higher than the official target for the deficit which had been set

at 2.2 per cent of GDP. The public debt ratio increased by 2.9 p.p. in 2008, reaching 66.4 per cent at the

end of the year.

Notwithstanding the fact that the actual deficit remained below the reference value of 3 per cent of

GDP, fiscal developments in 2008 were characterised by a highly significant amount of temporary

measures. Following the Eurosystem approach, temporary measures accounted for 1.1 per cent of

GDP in 2008 (in comparison to 0.1 per cent in 2007), deriving from revenue raised through conces-

sions granting, deducted in national accounts from capital expenditure.
26

According to Banco de Portugal estimates, the structural deficit, i.e. cyclically adjusted and excluding

the effect of temporary measures, reached 4.6 per cent of trend GDP
27

in 2008, showing a deteriora-

tion of 1.4 p.p. from 2007. Macroeconomic developments contributed to the improvement of the fiscal

position. Notwithstanding the major deceleration in economic activity in 2008, the composition of eco-

nomic growth was favourable to public accounts, as private consumption and particularly private sec-
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(23) This evolution is in line with the results of the Bank Lending Survey, whose participating credit institutions have consistently indicated and more significantly

so since the end of 2006, the risks associated with housing market prospects as a factor inducing more restrictive conditions on their supply of credit for

home purchases and prospects for the housing market as a contributory factor to reducing demand in the segment.

(24) It should be remembered that this index is calculated on the basis of offer prices and weighted per region and the property’s condition of use. The quality

adjustment in the calculation of the index, however, does not enable the changes in this parameter to be fully controlled. For methodological information,

see the Índice Confidencial Imobiliário (base 2005) published by Imométrica, in October 2006.

(25) This section is based on the excessive deficit procedure notification and the provisional accounts of general government, in national accounts, sent by INE

to Eurostat at the end of March.

(26) The revenues classified as temporary measures derive from extending the concession period of currently existing dams (€759 million), new concessions for

dams which have not yet been built (€624 million) and road concessions (€471 million, of which €200 million relates to the ‘Douro Litoral’ motorway and €271

million are associated with the extension of several concession periods in contracts with Brisa).

(27) The total structural deficit as a percentage of GDP was 4.5 per cent.



tor wage bill grew above their re spec tive trends. In ter est ex pen di ture as a ra tio to GDP in creased only

slightly, es sen tially ow ing to the growth of debt out stand ing. In such a con text, fis cal pol icy in 2008 was

clearly ex pan sion ary, as shown by the de cline of the struc tural pri mary bal ance by 1.2 p.p. of trend

GDP, in con trast with 2006 and 2007 out comes. The wors en ing of the fis cal po si tion pre dom i nantly re -

flects the in crease in struc tural pri mary cur rent ex pen di ture as a ra tio to trend GDP (+0.9 p.p.), af ter a

quasi-sta bili sa tion in the pre ced ing two years, partly explained by the growth of expenditure on

pensions and, to a lesser extent, intermediate consumption.

The tax bur den as a ra tio to GDP sta bi lised in 2008, as a re sult of the in crease in the re ceipts of taxes

on in come and wealth and so cial con tri bu tions, off set ting the re duc tion of the pro ceeds from taxes on

pro duc tion and im ports (Ta ble 3.2.2). In the for mer case, the fa vour able out come es sen tially de rives

from the be hav iour of the Cor po rate In come Tax, based on firms’ good re sults in 2007 and ad di tional

gains gen er ated by ef fec tive ness im prove ments in tax col lec tion, though of a much smaller mag ni tude

than in the pre ced ing years. The pos i tive ef fect of so cial con tri bu tions on the fis cal bal ance is ex -

plained by the con tri bu tions to the So cial Se cu rity sub sys tem, whose growth was closely in line with the 

pri vate sec tor wage bill. Lastly, the de crease in rev e nue from taxes on pro duc tion and im ports re sulted

from the evo lu tion of the Value Added Tax (VAT), the Tax on Oil Prod ucts,28 the Tax on Mo tor Ve hi cles

Sales and the Mu nic i pal Tax on Real Es tate Trans ac tions. The de vel op ments con cern ing VAT col lec -

tion ex ceeded the ex pected im pact of the re duc tion of the stan dard rate from 21 to 20 per cent by mid

2008, and were par tic u larly af fected by the ma jor de celer ation of its pro ceeds over the last months of

the year and the be gin ning of 2009.29 The Tax on Oil Prod ucts rev e nue was cru cially in flu enced by the

de cline in petrol and die sel con sump tion and the Mu nic i pal Tax on Real Es tate Trans ac tions col lec tion

by the slow down in trans ac tions. Changes to leg is la tion on motor vehicles taxation by mid 2007 were

the main explanatory factor behind the decrease in the Tax on Motor Vehicles Sales revenue.

The change in pri mary cur rent ex pen di ture in 2008 at a disaggregated level was af fected by the trans -

for ma tion of sev eral pub lic hos pi tals into cor po ra tions in Feb ru ary and Au gust 2007 and in Sep tem ber
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Table 3.2.1

MAIN FISCAL INDICATORS

As a percentage of GDP

2005 2006 2007 2008

Overall balance -6.1 -3.9 -2.6 -2.6

Primary balance -3.5 -1.2 0.2 0.3

Temporary measures -0.1 0.0 0.1 1.1

Overall structural balance (a) -5.5 -3.8 -3.2 -4.6

Primary structural balance (a) -2.9 -1.0 -0.4 -1.6

Total structural revenue (a) 41.6 42.6 43.6 43.3

Primary structural expenditure (a) 44.6 43.6 43.9 45.0

Primary current structural expenditure (a) 40.3 40.2 40.2 41.1

Public debt 63.6 64.7 63.5 66.4

Sources: INE and Banco de Por tu gal.
Note: (a) The struc tural fig ures are cy cli cally ad justed, ex clude the ef fect of tem po rary mea sures and are pre sented as a ra tio to trend GDP. The cy cli cal com po nents and tem po rary mea -
sures are as sessed by Banco de Por tu gal ac cord ing to the meth od ol o gies used at the Eurosystem.

(28) Including the road service contribution, which, starting February 2008 accrues to Estradas de Portugal.

(29) VAT recorded in national accounts in year t includes 75 per cent of the January and February tax collection in year t+1 and excludes 75 per cent of January
and February receipts in year t.



and Oc to ber 2008. This break in the se ries, that de creases com pen sa tion of em ploy ees and in ter me -

di ate con sump tion and in creases so cial pay ments in kind, is cor rected in the fol low ing analysis.30 

In 2008 there was a highly sig nif i cant in crease in so cial pay ments in cash as a per cent age of GDP

(+0.5 p.p.). In deed, pen sion ex pen di ture re corded again a rise as a ra tio to GDP (+0.4 p.p.), though de -

cel er at ing, in par tic u lar in the Caixa Geral de Aposentações sub sys tem. Un em ploy ment ben e fits out -

lays de clined as a ra tio to GDP, al though this ef fect was par tially off set by the evo lu tion of other so cial

ex pen di ture, namely fol low ing the mea sures in tro duced by mid 2008. These in cluded the broad en ing

of the sup ple ment to se nior cit i zens and the in tro duc tion of fur ther health ben e fits, in ad di tion to an in -

crease in fam ily al low ances for low in come house holds and the cre ation of trans port passes for stu -

dents. Trans fers to house holds in the form of pay ments in kind re mained prac ti cally un changed as a

ra tio to GDP, not with stand ing the ac cel er a tion in expenditure on medicines and medical acts

co-payments relative to the preceding year.

The wages of gen eral gov ern ment em ploy ees sta bi lised as a ra tio to GDP, re cord ing a growth of 1.3

per cent. This evo lu tion, to a large ex tent, de rived from the 2.1 per cent up date of the wage scale and
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Table 3.2.2

GENERAL GOVERNMENT ACCOUNTS

As a percentage of GDP Rate of change

2006 2007 2008 2007 2008

Total revenue 42.3 43.1 43.2 6.9 2.1

Current revenue 41.2 42.2 42.3 7.6 2.0

Taxes on income and wealth 8.8 9.7 9.9 15.9 3.9

Taxes on production and imports 15.4 15.0 14.6 2.5 -1.1

Social contributions 12.5 12.7 13.0 7.0 4.0

Actual 11.4 11.7 11.9 7.7 4.1

Imputed 1.1 1.0 1.0 -0.5 3.2

Sales (a) 2.4 2.5 2.5 9.7 0.6

Other current revenue 2.1 2.2 2.3 11.3 5.8

Capital revenue 1.1 0.9 0.9 -17.4 6.0

Total expenditure 46.3 45.7 45.9 3.7 2.2

Current expenditure 42.9 42.2 43.2 3.4 4.1

Compensation of employees  (a) 13.6 12.9 12.9 -0.5 1.5

Intermediate consumption (a) 4.1 4.1 4.4 5.7 7.5

Interest 2.7 2.8 2.9 7.6 4.9

Social benefits 18.8 19.2 19.9 7.4 5.4

in cash 15.1 15.1 15.6 5.5 5.1

in kind (a) 3.7 4.1 4.3 15.2 6.8

Subsidies 1.4 1.2 1.2 -14.8 1.6

Other current expenditure 2.2 2.0 2.0 -3.2 1.6

Capital expenditure 3.4 3.5 2.7 7.4 -21.4

Gross fixed capital formation 2.4 2.3 2.1 1.8 -5.8

Other capital expenditure 1.0 1.2 0.6 20.3 -52.1

Overall balance -3.9 -2.6 -2.6

Overall balance (excluding temporary measures) -3.9 -2.7 -3.7

Sources: INE and Banco de Por tu gal.
Note: (a) Items af fected by the change in the per im e ter of the gen eral gov ern ment sec tor fol low ing the trans for ma tion of some hos pi tals of the Na tional Health Ser vice into cor po ra tions in
2007 and 2008. The fig ures pre sented in this ta ble are not cor rected by the impact of this change.

(30) But not in Table 3.2.2.



the fall in the av er age wage ow ing to re tire ment/re cruit ment31. Ex pen di ture on in ter me di ate con sump -

tion, in turn, grew sig nif i cantly, in creas ing its ra tio to GDP by 0.3 p.p., partly as a re sult of the in crease

in pay ments to con ces sion aires of toll-free motorways.

Pub lic in vest ment de clined in nom i nal terms, as its evo lu tion was in flu enced by the ac cel er a tion of pro -

ceeds from the sale of real es tate vis-à-vis the pre ced ing year. Ex clud ing this im pact, the rate of

change was pos i tive. Other cap i tal ex pen di ture re corded a sharp de cline ow ing to the al ready re ferred

tem po rary mea sures. Net of this ef fect, it in creased as a ra tio to GDP, to a large ex tent be cause in na -

tional ac counts the am or ti sa tion of the tar iff def i cit in the elec tric ity sector is classified as a capital

transfer.

In 2008, af ter the re duc tion in the pre ced ing year, the debt ra tio in creased sub stan tially (+2.9 p.p.),

reach ing 66.4 per cent of GDP at the end of the year. This out come es sen tially re flects the ef fect of the

dif fer en tial be tween the im plicit in ter est rate on pub lic debt and the rate of growth of nom i nal GDP (+1.7 

p.p.) and def i cit-debt ad just ments (+1.4 p.p.), as the pri mary bal ance con tri bu tion to the decrease of

the debt was small.

4. SUPPLY

Ac cord ing to cur rent es ti mates, GVA (gross value added), in the Por tu guese econ omy, in 2008, was

0.3 per cent up over 2007. In intra-an nual terms, there was year-on-year growth of 1.0 per cent in the

first and sec ond quar ters, 0.7 per cent in the third quar ter and -1.4 per cent in the last quar ter, in com -

par i son to growth of 2.0 per cent, for 2007 as a whole. This pro file of the grad ual de celer ation of ac tiv ity 

in the first three quar ters of 2008 and a sharp con trac tion in the last quar ter, is con firmed by the Banco

de Por tu gal’s co in ci dent in di ca tor and the Eu ro pean Com mis sion’s “Eco nomic Sen ti ment In di ca tor”

which main tained the down ward tra jec tory that be gan in the last quar ter of 2007 (Chart 4.1) dur ing the

course of the year. The in di ca tions pro vided by the range of avail able qual i ta tive in di ca tors (i.e. con fi -

dence in di ca tors for man u fac tur ing in dus try, con struc tion, ser vices, re tail trade and pro duc tion fore -
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Chart 4.1

GVA, COINCIDENT INDICATOR OF ACTIVITY AND

ECONOMIC SENTIMENT INDICATOR
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(31) The average wage of workers leaving public administration, essentially for retirement, is clearly higher than that of new employees.



casts for the com ing months, or der books, in clud ing ex ports) are sim i lar, with most such indicators, in

early 2009 continuing to evidence a strong downward trend.

In sec toral terms (Ta ble 4.1), the change of GVA es sen tially de rives from the strong con trac tion in con -

struc tion (-5.1 per cent over 2007) and in dus try (-2.4 per cent). GVA in these sec tors be gan to con tract

in the first half of the year (with a year-on-year change of -4.0 per cent for the first quar ter and -1.7 per

cent for the sec ond quar ter in the con struc tion sec tor and a year-on-year change of -1.6 per cent for

the first quar ter and -1.1 per cent for the sec ond quar ter in in dus try). In the third quar ter, in dus try GVA

fell by no more than 0.9 per cent as op posed to 4.4 per cent in con struc tion. Spe cial ref er ence should,

how ever, be made to the par tic u larly sharp con trac tion in the last quar ter (with a year-on-year change

of -10.5 per cent for the con struc tion sec tor and -5.9 per cent for in dus try). Ag ri cul ture and fish er ies

posted strong re cov ery in 2008, as op posed to the con trac tion oc cur ring in 2007, con firm ing the high

level of vol a til ity characterising the change of GVA in this sector.

For 2008 as a whole, ser vices GVA main tained a dy namic of growth, al though lower than in pre vi ous

years (1.2 per cent, in com par i son to an av er age growth of 2.0 per cent be tween 2004 and 2007).

There was a grad ual de celer ation of ser vices GVA over the first three quar ters (year-on-year growth of

1.9 per cent for the first quar ter, 1.5 per cent for the sec ond quar ter and 1.2 per cent for the third quar -

ter) and more mark edly so in the last quar ter (growth of no more than 0.2 per cent in year-on-year

terms). The ser vices sec tor there fore con tinued to in crease its pro por tion of to tal GVA, mak ing a sys -

tem at i cally pos i tive con tri bu tion to its growth, as op posed to con struc tion and in dus try (Chart 4.2), par -

tic u larly in eco nomic down turns. 2008 also wit nessed GVA growth of 2.6 per cent over 2007 in fi nan cial 

and prop erty ac tiv i ties, which have maintained strong growth dynamics over the last decade.

GDP for 2008 as a whole is es ti mated to have stag nated (see “Sec tion 5 Expenditure”). The cap i tal

fac tor is es ti mated to have con trib uted 0.4 p.p. to GDP growth, in line with de vel op ments over the last

three years, whereas the la bour fac tor con trib uted 0.3 p.p. in com par i son to prac ti cally nil con tri bu tions 

in 2006 and 2007. To tal fac tor pro duc tiv ity is also es ti mated to have made a neg a tive con tri bu tion of

-0.7 p.p. in 2008,32 in con trast with a con tri bu tion of 1.2 p.p. in 2007. The evo lu tion of to tal fac tor pro -

duc tiv ity mainly re sulted from the (typ i cally pro-cy clic) evo lu tion of the rate of use of pro duc tion ca pac -
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Table 4.1

GROSS VALUE ADDED BY VECTOR OF ACTIVITY

Real rate of change, per cent

Weights 2004 (a) 2004 2005 2006 2007 2008

Agriculture, forestry and fishing 3.2 5.8 -5.6 2.5 -4.2 4.3

Industry 15.5 0.2 -0.9 0.8 2.8 -2.4

Electricity, gas and water 2.8 3.2 -3.0 11.3 5.7 0.7

Construction 7.1 -0.3 -3.0 -3.3 0.7 -5.1

Services 71.4 2.0 2.0 1.8 2.1 1.2

GVA 100.0 1.7 0.7 1.6 2.0 0.3

Memo:

GDP (b) 1.5 0.9 1.3 1.8 0.0

Sources: INE and Banco de Por tu gal.
Notes: (a) As a per cent age of GVA at cur rent prices. (b) GDP at mar ket prices. The nom i nal value of GDP in cludes taxes and sub si dies on goods and tax on im ports, in ad di tion to sec tor
GVA.

(32) A detailed description of the decomposition of GDP growth, including the care to be taken over its interpretation, can be found  in Almeida, V. and Félix, R.
(2006), “Computing Potential Output and the Output Gap for the Portuguese Economy”, Banco de Portugal, Economic Bulletin-Autumn .

http://www.bportugal.pt/publish/bolecon/docs/2006_3_1_e.pdf


ity which, in the first half of 2008, in ter rupted a sharp growth stage beginning in the second half of 2006

(Chart 4.3).

Ap par ent la bour pro duc tiv ity, in the pri vate sec tor, is es ti mated to have de creased by 0.3 per cent in

2008, which is the first time this has hap pened in the Por tu guese econ omy and in com par i son to

growth of 1.7 per cent in 2007 (Chart 4.4). In global terms, the evo lu tion of pro duc tiv ity has been sig nif i -

cantly con strained by the rel a tively strong dy nam ics es ti mated for to tal em ploy ment in the econ omy

(in clud ing in the pri vate sec tor), in 2008, ac cord ing to the INE Em ploy ment Sur vey (Chart 4.3). The

em ploy ment dy namic is glob ally con sis tent with the his tor i cal re la tion ship be tween the evo lu tion of em -

ploy ment and ac tiv ity in the private sector in the Portuguese economy (Chart 4.5).

Ac cord ing to the INE’s Em ploy ment Sur vey data, the par tic i pa tion rate in 2008 was 74.2 per cent (Ta -

ble 4.2), in com par i son to a rate of 74.1 per cent in 2007. The par tic i pa tion rate, which had been in -

creas ing over the last few years, has there fore sta bi lised, prin ci pally ow ing to the in crease in the

par tic i pa tion rate of women and de mo graphic fac tors. More spe cif i cally, the de crease in the pro por tion

of age groups with lower par tic i pa tion rates and in crease in the pro por tion of the group with the high est

par tic i pa tion rate (30 - 54 year olds) have re sulted in an in crease in the ag gre gate par tic i pa tion rate.33

To tal em ploy ment, in the econ omy, in 2008, in creased by 0.5 per cent over 2007 (Ta ble 4.2). The im -

proved em ploy ment sit u a tion, in the con text of a de celer ation of eco nomic ac tiv ity be gin ning in the first

half of the year is un usual, even when con sid er ing the time lag be tween the evo lu tion of em ploy ment

and ac tiv ity. Ref er ence should, how ever, be made to the strong growth of em ploy ment in the first half of 

the year in con trast to the slight con trac tion in the sec ond half of the year. The in crease, for 2008 as a

whole, re sulted from the growth of both sal a ried un em ploy ment (1.2 per cent) and self-em ploy ment

(0.9 per cent), which, since the sec ond half of 2007 has been mak ing a re mark able re cov ery in com -

par i son to the pre vi ous down ward trend be gin ning in 2001, to which a con trib u tory fac tor was the in -
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Chart 4.2

SECTORAL CONTRIBUTIONS TO CHANGE OF GVA
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Chart 4.3

TOTAL FULL TIME EMPLOYMENT IN ECONOMY

AND USE OF PRODUCTIVE CAPACITY
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(33) This estimate assumes that there is no change to the participation rate for each age level, in 2008, in comparison to 2007. For a more detailed analysis of the 
impact of the demographic evolution on participation rates see  “Box II.4.1Implications of developments in the age structure of the Portuguese population for 
the participation and unemployment rates”, Banco de Portugal, Annual Report 2001.

http://www.bportugal.pt/publish/relatorio/antigos/rel_01_e.pdf


crease in the man da tory so cial se cu rity con tri bu tions of such work ers. There was, not with stand ing, a

con trac tion of 1.5 per cent, in 2008, in terms of em ploy ment, ex clud ing sal a ried em ploy ees (including

not only the self-employed but also unpaid family workers and others).

The com po si tion of sal a ried em ploy ment by type of la bour con tract, showed a con tin u a tion of the trend 

to wards a de crease in the pro por tion of per ma nent con tracts in this em ploy ment cat e gory. The num ber 

of work ers with a per ma nent con tract in creased by only 0.6 per cent over 2007, as op posed to a 6.2 per 

cent in crease in the num ber of work ers with fixed-term con tracts and a 2.2 per cent in crease in the
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Chart 4.4

CHANGE OF APPARENT LABOUR PRODUCTIVITY

AND GDP IN PRIVATE SECTOR 
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Chart 4.5
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ploy ment in gen eral gov ern ment, health and ed u ca tion de fined in the Em ploy ment Sur -
vey. For 2007 and 2008, the pri vate full time em ploy ment se ries as sumes the
main te nance of the av er age num ber of hours worked per worker. Pri vate GDP is cal cu -
lated as to tal GDP less com pen sa tion and fixed cap i tal con sump tion by gen eral gov ern -
ment. The pri vate GDP se ries does not include “corporatised” public hospitals.

Table 4.2

POPULATION, EMPLOYMENT AND UNEMPLOYMENT

Rate of change, per cent, (unless otherwise specified)

2003 2004 2005 2006 2007 2008

Population 0.8 0.6 0.5 0.2 0.2 0.2

Labour force 1.0 0.5 1.0 0.8 0.6 0.1

Participation rate 15-64 years (% of population) 72.8 72.9 73.4 73.9 74.1 74.2

Total employment -0.4 0.1 0.0 0.7 0.2 0.5

Dependent employment -0.3 1.2 0.8 2.2 0.1 1.2

Permanent contract 0.9 2.2 1.3 0.9 -2.2 0.6

Fixed-term contract -2.6 -1.9 1.7 9.3 8.0 6.2

Employment excluding dependent employment -0.5 -3.0 -2.4 -3.6 0.5 -1.5

Self-employment 0.5 -3.1 -2.8 -2.7 1.3 0.9

Unpaid family workers and other -12.1 -2.3 2.9 -14.2 -10.3 -37.6

Total unemployment 26.5 6.6 15.7 1.3 4.9 -4.8

Total unemployment rate (% of the labour force) 6.3 6.7 7.6 7.7 8.0 7.6

Long term unemployment (% of total unemployment) (a) 37.7 46.2 49.9 51.7 48.9 49.8

Sources: INE (Em ploy ment Sur vey) and Banco de Por tu gal.
Note: (a) Long term un em ploy ment is an in di vid ual seek ing work for 12 months or more.

http://www.bportugal.pt/publish/bolecon/docs/2004_2_4_e.pdf
http://www.bportugal.pt/publish/bolecon/docs/2004_2_4_e.pdf


num ber of ser vice pro vid ers. This recomposition of em ploy ment by type of con tract may con trib ute to

ex plain the si mul ta ne ity of the in crease in em ploy ment and de celer ation of ac tiv ity, al though ref er ence

should be made to the fact that this recomposition was fun da men tally de ter mined by the de vel op ments 

oc cur ring in the first half year. There was a rel a tive growth in the num ber of work ers with per ma nent

con tracts in the sec ond half of the year and par tic u larly so in the last quar ter, which is sur pris ing in light

of the cur rent eco nomic sit u a tion. There has, in any e ven t, been a polar is ation of the la bour mar ket

which, since 1995 and more mark edly so over the last three years, has trans lated into a sys tem atic in -

crease in the pro por tion of work ers with fixed-term con tracts in terms of the em ploy ment to tal, con tin u -

ing to be a sig nif i cant fac tor for youn ger work ers and for shorter lengths of em ploy ment. This clear

polarisation is the response of agents to the restrictions imposed by the permanent contract labour

regime.

In sec toral terms, ref er ence should be made to the 3.0 per cent in crease in em ploy ment in ser vices,

which re in forces the pro por tion of ter tiary la bour in terms of to tal em ploy ment, a move ment con sis -

tently ob served over the last de cades. Within this sec tor, em ploy ment in gen eral gov ern ment, ed u ca -

tion and health has in creased by 1.7 per cent, which ap pears to be in con sis tent with in for ma tion

ob tained from other sources, in clud ing ex pen di ture on gen eral gov ern ment em ploy ees (see “Sec tion

3.2, Fiscal policy”). There has been a fall in em ploy ment in all of the other sec tors, par tic u larly in the

sec ond half of the year. Em ploy ment in man u fac tur ing fell 3.9 per cent in 2008 (year-on-year change of 

-3.0 per cent in the first half of the year and -4.8 per cent in the sec ond half of the year), with em ploy -

ment in con struc tion fall ing 3.0 per cent (year-on-year change of -0.1 per cent in the first half of the year 

and -5.8 per cent in the sec ond half of the year). Em ploy ment in ag ri cul ture and fisheries fell by 1.0 per

cent over the year as a whole.

The un em ploy ment rate hit 7.6 per cent, in 2008, in com par i son to 8.0 per cent in 2007 and is there fore

at a level close to 2006 (Ta ble 4.2). The num ber of un em ployed has fallen by 4.8 per cent. How ever, in
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Chart 4.6

QUARTERLY AVERAGE FLOWS IN THE LABOUR

MARKET

Volume in thousands and in brackets, as a percentage 

of the labour force (a)

Sources: INE and Banco de Por tu gal.
Note: (a) Con sid er ing the com mon com po nent of the sam ple for the quar ter t and quar ter
t-1, and us ing the populational weight ing fac tors of the quar ter t. Av er age val ues re lat ing
to four quar ters of 2008.
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the first half of the year the un em ploy ment rate was 7.5 per cent, as op posed to 7.8 per cent in the sec -

ond half of the year. In global terms, the slight de crease in the un em ploy ment rate over 2007 is un -

usual, ow ing to the pro file of a con tin u ously de te ri o rat ing eco nomic sit u a tion dur ing the course of the

year (with a marked con trac tion to wards the end) and the fact that the lag be tween move ments in the

un em ploy ment rate and those in eco nomic ac tiv ity is smaller in re ces sion ary pe ri ods. How ever, data

sup plied by the In sti tute of Em ploy ment and Pro fes sional Train ing points to an ex cep tional growth in

the num ber of un em ployed reg is tered with job cen tres in the first months of 2009. Even with a rel a tive

sta bili sa tion of the un em ploy ment rate in 2008, ref er ence should be made to the fact that it is at his tor i -

cally high levels in the Por tu guese con text. The av er age un em ploy ment rate be tween 1990 and 2006

was 5.5 per cent. Struc tural fac tors, such as slow ad ap ta tion by sev eral sec tors to in creased ex ter nal

com pe ti tion, in in ter ac tion with la bour leg is la tion and the poor qual i fi ca tions of a rel e vant num ber of

work ers, are con trib ut ing to wards the main te nance of the un em ploy ment rate at a higher than over the

last years. Such a con text cre ates an added risk that sub stan tial in creases in wages, no ta bly the

minimum wage, when not associated with productivity gains, will contribute towards a worsening of

labour market conditions.

To tal flows be tween the var i ous la bour mar ket stages – in ac tiv ity, em ploy ment and un em ploy ment –

rep re sented 7.0 per cent of the work ing pop u la tion in 2008, at close to the 6.8 per cent noted in 2007.

Chart 4.6 sets out in for ma tion on the quar terly av er ages of such flows in 2008. An av er age of 49.1

thou sand in di vid u als moved from em ploy ment to in ac tiv ity with 45.1 thou sand mov ing in the op po site

di rec tion 56.2 thou sand in di vid u als (only 6.3 thou sand with a per ma nent con tract) moved from un em -

ploy ment to em ploy ment with 48.2 thou sand in di vid u als (14.9 thou sand with a per ma nent em ploy ment 

con tract) mov ing in the op po site di rec tion. Fi nally 53.2 thou sand in di vid u als moved from in ac tive to

em ployed sta tus with 52.3 thou sand mov ing in the op po site di rec tion. The dy nam ics of such flows are

sim i lar to 2007 and very much in line with the last 10 years. Ref er ence should, how ever, be made to the 

fact that the pro por tion of move ments from un em ploy ment to in ac tiv ity (which in cludes “dis cour aged

in di vid u als”, i.e. will ing to work but not ac tively seek ing em ploy ment) has grad u ally in creased over the

last 10 years, from around 0.85 per cent of the working population, in 2000, to 1.2 per cent in 2008

(similar to the figures for 2007).

2008 wit nessed an in crease in the pro por tion of long term un em ploy ment (12 months or lon ger), from

48.9 per cent in 2007 to 49.8 per cent of the to tal num ber of un em ployed. This in crease de rives from a

sharper de crease of short term un em ploy ment, as there has also been a de crease in long term un em -

ploy ment (3.2 per cent) in ab so lute terms. There is still a clear trend to wards an in crease in the pro por -

tion of long term un em ploy ment in terms of to tal un em ploy ment, reg is tered since 2004. The av er age

pro por tion of long term un em ploy ment be tween 1998 and 2003 was 40.5 per cent of the total

unemployment.

The av er age length of un em ploy ment in creased from 22 months in 2007 to 22.6 months in 2008, re -

flect ing the trend to wards an in crease in the pro por tion of long term un em ploy ment over lat ter years.

Ref er ence should also be made to the fact that the leg is la tive changes in No vem ber 2006, in al low ing

work ers with un em ploy ment sub si dies to ex er cise greater con trol over their ac tive search for em ploy -

ment, re sulted in a trend to wards the main te nance of un em ploy ment (as op posed to in ac tive) sta tus,

specially by the long term unemployed.
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5. EXPENDITURE

Ac cord ing to Banco de Por tu gal es ti mates, the Por tu guese econ omy stag nated in 2008 af ter re cord ing 

a growth of 1.8 per cent in the pre ced ing year, thus in ter rupt ing the tra jec tory of mod er ate and grad ual

re cov ery in force since 2006 (Ta ble 5.1). The marked de celer ation in eco nomic ac tiv ity in 2008 oc -

curred in a con text of in ter ac tion be tween an un prec e dented fi nan cial cri sis in in ter na tional fi nan cial

mar kets, which in ten si fied in the sec ond half of the year, and a ma jor slow down in global eco nomic ac -

tiv ity. Not with stand ing the sig nif i cant de celer ation of GDP in the euro area, Por tu gal will, for the sev -

enth con sec u tive year post, a neg a tive growth dif fer en tial in com par i son to the area as a whole and will

con tinue to have one of the low est euro area and Eu ro pean Un ion growth levels (Chart 5.1 and “Sec -

tion 2 International framework”).

The de celer ation of eco nomic ac tiv ity in 2008 was a re sult of the vir tual sta bili sa tion of growth in pri vate 

con sump tion and lower growth in other com po nents of global de mand, par tic u larly ex ports and GFCF,

which were down vis-à-vis the pre ced ing year, in a con text of the grow ing de te ri o ra tion of de mand

pros pects in do mes tic and ex ter nal mar kets. The de celer ation of ex ports of goods and ser vices in

2008 was more marked than the es ti mated slow down in ex ter nal de mand trans lat ing into a loss of mar -

ket share for the year as a whole (Chart 5.2).34 As stated, pri vate con sump tion, coun ter ing the trend of

the other ex pen di ture com po nents, re corded a rate of change sim i lar to that of 2007, thus con tin u ing to 

show a smooth ing be hav iour, not with stand ing the ad verse eco nomic and fi nan cial frame work and high 

level of house hold debt. In a con text of a ma jor de celer ation of eco nomic ac tiv ity and weighted global

de mand, im ports of goods and ser vices were also significantly down vis-à-vis 2007.

The intra-an nual GDP growth pro file in 2008 was char ac ter ised by a clearly down ward path, with par -

tic u lar ref er ence to the sharp and abrupt fall in the last quar ter (Chart 5.3). The de celer ation of GDP in

the last quar ter of the year (from 0.4 per cent in the third quar ter, to a change of -1.8 per cent, in

year-on-year terms) was a com mon fac tor to all of the main com po nents, with a par tic u lar em pha sis on 
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Table 5.1

GDP AND MAIN EXPENDITURE COMPONENTS (a)

Real rate of change, per cent

2003 2004 2005 2006 2007 2008

GDP -0.8 1.5 0.9 1.4 1.8 0.0

Private consumption -0.2 2.5 1.9 1.9 1.6 1.7

Public consumption 0.2 2.6 3.2 -1.4 0.0 0.5

Investment -8.3 2.5 -1.5 -0.3 2.7 -0.9

GFCF -7.4 0.2 -0.9 -0.7 2.8 -1.7

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

Domestic demand -2.0 2.5 1.5 0.8 1.5 0.9

Exports 3.9 4.0 2.1 8.7 7.5 -0.4

Imports -0.9 6.7 3.5 5.2 5.6 2.1

Contribution of domestic demand to GDP (b) -2.2 2.7 1.6 0.9 1.7 1.0

Contribution of net external demand to GDP (b) 1.4 -1.2 -0.7 0.5 0.2 -1.0

Sources: INE and Banco de Por tu gal.
Notes: (a) Banco de Por tu gal de rived from the INE’s Na tional Ac counts for the years 1995 to 2006 (SEC95). (b) Con tri bu tion to the rate of change in GDP in p.p..

(34) The behaviour of exports in the most recent period has been strongly influenced by the expressive growth of several markets, particularly Angola and which, 
not being included in the external demand indicator, owing to statistical limitations, adds to the difficulty in analysing market shares.



the marked fall of ex ports (-8.9 per cent) and GFCF (-8.6 per cent). Not with stand ing the es ti mated

pointed ma jor fall in ex ter nal de mand at the end of the year, the mar ket share of na tional ex ports

should have de creased sig nif i cantly in the last quar ter of 2008. Pri vate con sump tion was also down

over the pre ced ing quar ter, par tic u larly the com po nent re lat ing to durables which was 0.7 per cent

down in year-on-year terms. The avail able quan ti ta tive and qual i ta tive in di ca tors point to wards a con -

tin u a tion of the down ward tra jec tory of GDP growth in early 2009 (see “Box 4 The recent evolution of

qualitative indicators”).

In com par i son to the pro jec tion made in early 2008, the cur rent es ti mate for GDP growth has been sub -

stan tially re vised (-2.0 p.p.), largely re flect ing a highly sig nif i cant down ward re vi sion of GFCF growth

(-5.0 p.p.) and ex ports of goods and ser vices (-5.3 p.p.).35 In the op po site di rec tion, pri vate con sump -

tion was 0.5 p.p. up over the pro jec tions at the be gin ning of the year, not with stand ing a down ward re vi -

sion of the com po nent re lat ing to the con sump tion of durables. The in ten si fi ca tion of the fi nan cial cri sis 

in the sec ond half of the year and, par tic u larly, its re spec tive im pact on agents’ ex pec ta tions re lat ing to

the evo lu tion of in come and wealth levels, to gether with the per sis tence of a high level of un cer tainty,

led to a sig nif i cant de te ri o ra tion of the in ter na tional out look and suc ces sive and marked re vi sions of

global eco nomic growth pros pects. This pro cess, whose im pact was par tic u larly sig nif i cant in the more 

ad vanced econ o mies, had a neg a tive ef fect on the levels and pros pects for global de mand. The ma jor

re vi sion of ex ports oc curred both in the goods and ser vices com po nents, par tic u larly tour ism. The re vi -

sion of GFCF was, in turn, gen er al ised to all of its com po nents, in which par tic u lar ref er ence should be

made to the be hav iour of cor po rate GFCF, with a sig nif i cantly lower change than projected in early

2008, deriving, to a large extent, from the major drop in investment in construction.

Growth of pri vate con sump tion, in 2008, was sim i lar to the pre ced ing year and clearly higher than that

of GDP, in line with the trend of lat ter years, which was only in ter rupted in 2007. The rate of growth of

pri vate con sump tion in 2008 was also higher than that of the euro area as a whole, in which this ex pen -

di ture com po nent was sharply down. Un like 2007, the growth of pri vate con sump tion was es sen tially
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Chart 5.1 
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Chart 5.2

MARKET SHARE OF PORTUGUESE GOODS AND
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Note: Ex ter nal de mand ad justed for fis cal fraud ef fect in United King dom.

(35) See Banco de Portugal, Economic Bulletin-Winter 2007. 

http://www.bportugal.pt/publish/bolecon/antigos/bol_inverno07_e.pdf
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Chart 5.3

QUARTERLY PROFILE OF GDP AND PRINCIPAL COMPONENTS

Contributions, in percentage points, (unless otherwise indicated)
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sup ported by the be hav iour of the com po nent re lat ing to the con sump tion of cur rent goods, in a con -

text of a strong de celer ation of durables con sump tion (Chart 5.4). The con sump tion of durables, in

2008, was down by 0.3 per cent, in com par i son to a growth of 4.0 per cent in the pre ced ing year, in line

with the ha bit ual pro-cy cli cal be hav iour of this com po nent. By way of con trast, the con sump tion of cur -

rent goods, which rep re sents around 90 per cent of to tal house hold consumer expenditure was up by

0.6 p.p. to 1.9 per cent.

Pri vate con sump tion, par tic u larly the com po nent re lat ing to the con sump tion of cur rent goods is typ i -

cally char ac ter ised by a smooth in ter-tem po ral pro file, in com par i son to other ex pen di ture com po -

nents. One of the con tri bu tors to this smooth be hav iour of pri vate con sump tion in 2008 was the

main te nance of a wage growth above the in fla tion rate in ad di tion to some im prove ment in la bour mar -

ket con di tions. To tal em ploy ment in the econ omy in creased by 0.5 per cent for the year as a whole,

whereas the un em ploy ment rate de clined by 0.4 p.p. in to 7.6 per cent. How ever, ref er ence should be

made to the fact that em ploy ment growth in 2008 was con cen trated in the first half of the year, with a

slight con trac tion in the sec ond half of the year, re sult ing in an in crease in the num ber of work ers with

per ma nent em ploy ment or ser vices pro vider con tracts, in the con text of a con tin u a tion of the trend to -

wards a de crease in the share of per ma nent con tracts in to tal em ploy ment. Si mul ta neously, the con -

tinued sig nif i cant growth of bank loans to house holds, al though eas ing dur ing the course of the year,

also op er ated as a pri vate con sump tion smooth ing fac tor. It is, how ever, ex pected, that the cur rent

eco nomic and fi nan cial cri sis, both on ac count of the un cer tainty gen er ated in re la tion to house hold

earn ings and wealth pros pects and an even tual de te ri o ra tion of la bour mar ket con di tions, will tend to

limit fu ture con sumer ex pen di ture. Ac cord ingly, house holds de mand for credit is ex pected to be down,

in a con text in which, not with stand ing the down ward path of in ter est rates, lend ing con di tions are more

re stric tive. In par tic u lar, greater dif fi culty in get ting ac cess to credit in in ter na tional mar kets, in com par i -

son to the pe riod pre ced ing the ap pear ance of tur bu lence in the those mar kets, should re sult in less

ca pac ity in terms of the sup ply of bank ing prod ucts to make it pos si ble to adapt debt ser vic ing to

house holds’ ca pac ity to pay, not with stand ing the strong growth of cus tomer de pos its. Ac cord ing to the

Bank Lend ing Sur vey, most in sti tu tions tight ened their re stric tions on cri te ria for the ap proval of loans

to house holds for con sump tion and other pur poses in 2008. The re sults of the sur vey, pub lished in
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Chart 5.4

BREAKDOWN OF REAL CHANGE OF PRIVATE

CONSUMPTION 
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Jan u ary 2009, point to an in crease in the level of re stric tions, in the first quar ter of 2009. In Jan u ary

2009, sea son ally-ad justed bank loans to house holds had an annualised quar terly growth rate of 1.6

per cent, in com par i son to changes of 8.6 and 2.2 per cent, re spec tively, in De cem ber 2007 and

December 2008. Particular reference should be made to the strong deceleration in the consumption

and other purposes segment, after the highly dynamic levels noted up to mid-2008. This trend

remained in force in the first months of 2009.

The pro file of the con sump tion of cur rent goods re mained rel a tively sta ble in the first three quar ters of

2008, with growth rates of around 2 per cent, re cord ing a sig nif i cant de celer ation in the last quar ter of

the year (from 2.4 to 1.3 per cent, in year-on-year terms). The intra-an nual pro file of pri vate con sump -

tion in 2008 also re flected the ir reg u lar pat tern of durables con sump tion, whose be hav iour was con di -

tioned by a num ber of tax changes in 2007 and 2008, par tic u larly on mo tor ve hi cles. Ac cord ingly, af ter

a very sharp re duc tion in year-on-year terms, in the sec ond quar ter, there was a sig nif i cant growth in

the con sump tion of durables in the fol low ing quar ter. This be hav iour re flected both the base ef fects as -

so ci ated with the July 2007 tax changes on mo tor ve hi cles which led to an an tic i pa tion of the pur chase

of mo tor ve hi cles in the sec ond quar ter of 2007 and the re duc tion of the stan dard rate of VAT in July

2008, which is likely to have orig i nated the post pone ment of sev eral de ci sions on con sump tion to the

third quar ter. Sales of light pas sen ger ve hi cles were down in 2008 as a whole, re cord ing a growth of

2.1 per cent as op posed to an in crease of 6.1 per cent in the pre ced ing year, ac com pa nied by an other

de crease in av er age an nual mo tor ve hi cle prices (Chart 5.5).36 How ever, when ad justed for the qual ity

ef fect, sales of light pas sen ger ve hi cles were slightly down (0.6 per cent), re flect ing a marked re duc tion 

in sales of top of the range mo tor ve hi cles, par tic u larly at the end of the year.37 Sales of light pas sen ger

ve hi cles were par tic u larly sig nif i cant in De cem ber 2008, in which a con trib u tory fac tor were the

changes in mo tor ve hi cle taxes in force since Jan u ary 2009.38,39 Ref er ence should be made, in this

con text, to the con tinued high rate of growth of car sales un der the Tax In cen tives Programme for the

Retirement of End-of-Life Vehicles, which represented 27 per cent of the total sales of light passenger

vehicles in December 2008 (Chart 5.6).

Pub lic con sump tion is es ti mated to have re corded real growth of close to zero in 2008. This es ti mate is

based on a de crease in the num ber of civil ser vants. This is off set by the pos i tive change in the ex pen -

di ture on goods and ser vices, which to a large ex tent re flects the be hav iour of in ter me di ate con sump -

tion and so cial pay ments in kind, par tic u larly the com po nent re lat ing to the part share of the pay ment of 

medicine and conventions.

Af ter hav ing re corded one of the high est growth levels of the de cade, in 2007, al though clearly lower

than at the same stage of the pre ced ing cy cle, GFCF fell once again, in 2008, with Banco de Por tu gal

es ti mates point ing to a change of -1.7 per cent. The be hav iour of GFCF in 2008 was char ac ter ised by a 

clearly de cel er at ing intra-an nual pro file, with a par tic u lar em pha sis on the sig nif i cant year-on-year fall

in the last quar ter in line with the evo lu tion of con fi dence in di ca tors in ser vices and man u fac tur ing.

These in di ca tors sug gest a con tinued weak performance by GFCF in the first months of 2009.
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(36) These values exclude purchases of light motor vehicles by rent-a-car companies which are classified as corporate investment. Purchases of this type of
vehicle, recorded a growth of 5.2 per cent, in 2008, as opposed to a fall of 6.1 per cent in the preceding year. Accordingly sales of light passenger vehicles,
including vehicles purchased by rent-a-car, companies were 5.7 per cent up (3.7 per cent in 2007).

(37) The quality effect endeavours to adjust the volume of vehicle sales based on the respective segments. A nil quality effect translates into a uniform
distribution of vehicle sales over the different segments whereas a positive (negative) quality effect implies a bias in this distribution towards higher sales of
vehicles in the higher (lower) range segments.

(38) Sales of light passenger vehicles, excluding acquisitions by rent-a-car companies, were 29.7 per cent up in December – followed by a strong correction in
January and February 2009 (-37.4 and -36.4 per cent, respectively).

(39) These changes included: i) the increase of rates on the vehicle tax; ii) the removal of the €500 tax deduction on the purchase of diesel vehicles with
emissions of less than 5 milligrams per km; and iii) and the change in Tax Incentives Programme for the Retirement of End-of-Life Vehicles that abolish the
possibility of purchasing vehicles under the program with carbon dioxide emissions exceeding 140 grams per km.



Un cer tainty over the evo lu tion of the in ter na tional fi nan cial sit u a tion and its in ter ac tion with the sig nif i -

cant de te ri o ra tion of world eco nomic ac tiv ity con di tioned cor po rate in vest ment de ci sions in 2008. Es ti -

mates point to a strong de celer ation of cor po rate GFCF with a close to zero growth. Ac cord ing to the

INE’s In vest ment Sur vey, pub lished in Jan u ary 2009, the per cent age num ber of com pa nies in var i ous

sec tors in di cat ing the ex is tence of lim i ta tions on in vest ment in 2008 was 48.6 per cent, which rep re -

sents a sig nif i cant re as sess ment in com par i son to the value ob tained in the July 2008 sur vey (42.5 per

cent). The up ward re vi sion of the per cent age of com pa nies hav ing lim i ta tions on in vest ment is likely to

be as so ci ated with the in ten si fi ca tion of the eco nomic and fi nan cial cri sis in the sec ond half of the year

and, par tic u larly, its im pact on pros pects for de mand, in a con text of con tinued high levels of un cer -

tainty. In deed, there has been a con sid er able in crease in the num ber of com pa nies iden ti fy ing the de -

te ri o ra tion of sales pros pects as the main lim it ing fac tor on in vest ment (Chart 5.7). Si mul ta neously,

there has been an in crease in the rel a tive im por tance of dif fi cul ties in ob tain ing credit as a lim it ing fac -

tor on in vest ment, in con trast with the de crease in the rel e vance of in ter est rates, in the con text of a

gen eral de crease in in ter est rates world wide in the last quar ter of the year. Ac cord ing to the Bank

Lend ing Sur vey, pub lished in early 2009, the five ma jor bank ing in sti tu tions tight ened the level of re -

stric tions on the cri te ria ap plied to the ap proval of loans to com pa nies in the last quar ter of 2008, with

such in creased re stric tions hav ing re sulted from dif fi culty in get ting ac cess to credit in in ter na tional

whole sale and the de te ri o ra tion of risks as so ci ated with ex pec ta tions over de vel op ments in eco nomic

ac tiv ity in gen eral. The sur veyed banks also stated that the re stric tions on the ap proval of loans to

com pa nies con tinued to in crease in the first quar ter of 2009, ir re spec tive of com pa nies’ sizes and the

ma tu rity of the loans. Ref er ence should, how ever, be made to the fact that de mand for loans by com -

pa nies has not changed sig nif i cantly in the last quar ter of the year. Debt re struc tur ing and, to a lesser

ex tent, in ven tory and work ing cap i tal fi nanc ing con tinue to be the main fac tors be hind the in crease in

credit de mand, as op posed to needs to fi nan ce in vest ment which re mained as a the main fac tor con -

trib ut ing to its de crease. In such a con text, it should be noted that bank loans to non-fi nan cial cor po ra -

tions, al though con tin u ing to have high growth rates, tended to grad u ally de celer ate dur ing the course

of 2008, which trend is likely to continue in the first months of 2009. The annualised quarterly growth

Banco de Por tu gal | Eco nomic Bul le tin

Spring 2009 | Eco nomic Pol icy and Sit u a tion

54

Chart 5.5

MOTOR VEHICLES PRICE DEVELOPMENTS

Year-on-year rate of change, per cent
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Chart 5.6 
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rate on such loans in January 2009 was at 7.1 per cent, similar to the situation at the end of 2008, but

clearly lower than the very high changes recorded in first half 2008.

The de celer ation of GFCF in 2008 re flects an across-the-board slow down of its com po nents. GFCF in

“Ma chin ery and equip ment” was the most dy namic com po nent of in vest ment, with a de celer ation of

2.4 p.p. to 4.9 per cent, in line with the evo lu tion of con fi dence in di ca tors and in a con text of de te ri o rat -

ing or der books. Af ter a prac ti cally nil change in 2007, GFCF in “Con struc tion” re corded a fall of 5.8 per 

cent, which was con sis tent with the evo lu tion of the con fi dence in di ca tors in the sec tor and ce ment

sales by na tional com pa nies to the do mes tic mar ket (Chart 5.8). GFCF in “Con struc tion” in 2008 con -

tinued to be in flu enced by the be hav iour of the com po nent re lat ing to house pur chases by house holds, 

which fell for the eighth con sec u tive year. The evo lu tion of this com po nent in 2008 is con sis tent with

the be hav iour of bank credit to house holds for house pur chase, whose growth reached his toric lows at

the end of 2008. Avail able in for ma tion points to a con tinued loss of dy na mism in con struc tion in the first 

months of 2009. GFCF in “Trans port ma te rial” – the most dy namic in vest ment com po nent over the last 

two years – re corded a ma jor de celer ation in 2008, par tic u larly in the sec ond half of the year. The de -

celer ation oc cur ring in this com po nent, for the year as a whole, es sen tially re flects the be hav iour of in -

vest ment re lat ing to the ac qui si tion of light com mer cial ve hi cles. In 2008, sales of this type of ve hi cle

were 19.0 per cent down, af ter an in crease of 6.1 per cent in the pre ced ing year, with an ac cu mu lated

fall of 42 per cent, in year-on-year terms, in the first two months of 2009. Ref er ence should be made to

the fact that the intra-an nual pro file of GFCF was strongly in flu enced by the evo lu tion of GFCF in “other 

trans port ma te rial”, as so ci ated with the ac qui si tions of air transport material. Such acquisitions,

however, failed to influence the magnitude of the slowdown of GFCF over the year as a whole.

In a con text of a grow ing de te ri o ra tion in the in ter na tional out look, no ta bly in Por tu gal’s main trad ing

part ners, ex ports of goods and ser vices re corded a very pro nounced de celer ation in 2008. The real

rate of change in ex ports was -0.4 per cent (7.5 per cent in 2007), rep re sent ing a con sid er ably sharper
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Chart 5.7

PRINCIPAL FACTOR LIMITING INVESTMENT 
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Chart 5.8
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de celer ation than in the euro area as a whole.40 The be hav iour of ex ports re flects less dy namic be hav -

iour of both goods ex ports, with a sig nif i cant de celer ation in 2008 (from 5.6 per cent, in 2007, to -1.3

per cent), and of ser vices ex ports, with a real growth rate of 1.7 per cent, af ter the highly dy namic levels 

noted in 2006 and 2007, with changes of, 11.7 and 12.6 per cent, respectively.

Ac cord ing to the avail able in for ma tion on mer chan dise trade, pub lished by INE, the tra jec tory of the

de celer ation of nom i nal ex ports of goods, be gin ning in the sec ond quar ter of 2007, was sharply ac cen -

tu ated in the last quar ter of 2008, with the fall in ex ports likely to con tinue through the first quar ter of

2009.41 For the year as a whole, me dium to high tech nol ogy goods com pris ing “Ma chin ery and equip -

ment”, were the high est con tri bu tors to the de celer ation of ex ports, and in par tic u larly sales of this type

of goods to Spain (Ta ble 5.2). How ever, the fall in ex ports noted in the last quar ter of 2008 was

transversal to diverse groups of goods.

In terms of des ti na tion, ref er ence should be made to the fall of intra-Com mu nity ex ports, par tic u larly in

the lead ing mar kets for na tional ex ports such as Spain, France and, to a lesser ex tent, Ger many (Ta ble 

5.3). This was off set by non-Com mu nity ex ports which were slightly up in 2008, re in forc ing the trend

noted in the most re cent years to wards an in crease in the share of these mar kets in to tal Por tu guese

ex ports. In such a con text, ref er ence should be made to the con tinued high level of dy na mism of goods 

ex ports to An gola, with a nom i nal growth of 34.8 per cent (39.2 per cent in 2007), which has be come

the fourth larg est ex port mar ket and the most im por tant in non-Com mu nity terms (Chart 5.9).42

Af ter the highly sub stan tial growths of the last two years, ex ports of ser vices were sharply down in

2008, with nom i nal growth of 5.6 per cent, in com par i son to 16.0 per cent in 2007. This evo lu tion re -

flects a de celer ation in both tour ism ex ports and ex ports of other ser vices, in par tic u larly trans port ser -

vices (Ta ble 5.4). Ac cord ing to bal ance of pay ments in for ma tion, the de cel er at ing tra jec tory of nom i nal
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Chart 5.9

MAIN EXPORT MARKETS FOR PORTUGUESE

GOODS 
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(40) Exports of goods and services in the euro area recorded a  real growth of 1.7 per cent, in 2008, as opposed to a change of 5.3 per cent in 2007.

(41) Considering the preliminary information on international trade, published by the INE, in Jan u ary 2009, nom i nal ex ports of goods were 29.4 per cent down in
year-on-year terms, in com par i son to a fall of 11 per cent in the last quar ter of 2008. 383838383841414141414141414141414141414141414141414141414141414141

(42) In addition to Angola, reference should be made to the highly dynamic rate of exports to other non-Community markets, particularly Singapore, with a 22.2
per cent growth of exports in 2008.



E
co

n
o

m
ic P

o
licy an

d Situatio
n

|
Spring 2009

E
co

n
o

m
ic B

ulletin
|

B
anco de P

or tu gal
57

Table 5.2

PORTUGUESE EXPORTS OF GOODS BY GROUPS OF PRODUCTS, MAJOR ECONOMIC CATEGORIES AND LEVEL OF TECHNOLOGICAL INTENSITY   

Year-on-year rate of change and respective contribution; nominal values

Wheigts

2007

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

2007 2008

2007 2008

2007 2008

2007 2008

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

Total 100.0 8.9 1.0 13.6 9.9 6.4 6.0 5.2 4.6 5.4 -11.0 8.9 1.0 13.6 9.9 6.4 6.0 5.2 4.6 5.4 -11.0

Clas si fi ca tion by groups of prod ucts

Agriculture 3.9 16.1 19.4 13.0 8.3 18.7 23.7 20.7 31.6 24.4 4.8 0.6 0.8 0.5 0.3 0.7 0.9 0.8 1.1 0.9 0.2

Food 4.6 19.0 10.2 18.5 19.7 18.9 18.9 13.1 11.7 12.3 5.1 0.8 0.5 0.7 0.8 0.8 0.9 0.5 0.5 0.6 0.3

Mineral fuels 4.5 -9.6 30.3 -20.3 -22.7 2.7 4.1 63.6 58.6 28.0 -17.6 -0.5 1.4 -1.0 -1.4 0.1 0.2 2.3 2.6 1.5 -0.9

Chemicals 5.0 7.6 -7.6 -2.9 9.0 5.0 21.5 -2.7 -2.0 -2.8 -22.9 0.4 -0.4 -0.2 0.4 0.3 0.9 -0.1 -0.1 -0.1 -1.1

Plastic, rubber products 5.7 17.0 5.1 16.5 11.9 16.0 24.0 14.7 10.2 10.8 -14.2 0.9 0.3 0.9 0.6 0.9 1.2 0.8 0.6 0.6 -0.8

Leather, leather products 0.3 1.3 -0.3 7.7 3.5 0.0 -5.7 -3.1 -0.2 7.5 -4.7 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Wood, cork 4.3 10.1 -5.1 11.6 12.7 12.0 3.9 -0.4 -2.4 -5.2 -13.6 0.4 -0.2 0.5 0.6 0.5 0.2 0.0 -0.1 -0.2 -0.5

Cellulose, pulp and paper 4.4 6.5 0.5 6.5 3.1 4.1 12.4 7.6 3.1 2.7 -10.3 0.3 0.0 0.3 0.1 0.2 0.5 0.3 0.1 0.1 -0.5

Textiles products 4.5 3.3 -6.9 6.9 2.7 4.1 0.0 -2.4 -6.7 -5.6 -12.8 0.2 -0.3 0.3 0.1 0.2 0.0 -0.1 -0.3 -0.2 -0.6

Clothing 6.9 5.2 -7.4 4.4 3.6 1.9 11.0 -4.3 -5.8 -9.2 -10.6 0.4 -0.5 0.4 0.2 0.1 0.7 -0.3 -0.4 -0.6 -0.7

Footwear 3.5 3.8 2.1 2.4 5.8 3.6 4.1 0.0 -0.3 7.9 -0.1 0.1 0.1 0.1 0.2 0.2 0.1 0.0 0.0 0.3 0.0

Mineral, ores 5.7 14.8 -1.0 17.7 16.5 15.9 9.7 6.0 4.5 4.4 -18.3 0.8 -0.1 0.9 0.9 0.8 0.5 0.3 0.3 0.3 -1.0

Common metals 8.8 14.1 1.1 20.0 18.8 10.1 7.2 0.7 8.9 9.0 -14.9 1.2 0.1 1.7 1.6 0.8 0.6 0.1 0.8 0.8 -1.2

Machinery, appliances 19.8 8.7 -2.5 22.2 18.9 -0.8 -2.5 -1.5 -1.9 5.1 -11.1 1.7 -0.5 4.2 3.5 -0.2 -0.5 -0.3 -0.4 1.0 -2.2

Vehicles, other transport materials 12.7 5.0 -2.7 25.7 6.2 1.3 -9.8 4.3 -5.6 1.3 -11.2 0.7 -0.3 3.1 0.9 0.2 -1.4 0.6 -0.8 0.2 -1.3

Optical and precision instruments 0.9 8.0 1.3 6.8 12.0 3.0 9.6 11.0 12.6 0.7 -16.3 0.1 0.0 0.1 0.1 0.0 0.1 0.1 0.1 0.0 -0.2

Other products 4.6 23.5 4.5 25.6 20.1 23.6 25.1 7.5 10.7 7.2 -7.3 1.0 0.2 1.1 0.9 0.9 1.0 0.3 0.5 0.3 -0.3

Clas si fied by broad eco nomic cat e go ries

Intermediate goods 33.6 13.0 -1.7 15.0 13.5 10.0 13.1 3.6 4.8 3.6 -19.1 4.3 -0.6 5.1 4.7 3.3 4.2 1.2 1.7 1.2 -6.6

Capital goods 26.7 14.1 -0.9 23.5 24.3 6.5 3.7 3.7 -1.0 5.7 -11.7 3.8 -0.3 6.2 6.2 1.8 1.0 1.1 -0.3 1.5 -3.2

Consumer goods (a) 33.6 4.5 0.5 10.0 1.6 4.1 2.4 1.4 0.9 2.5 -2.6 1.5 0.2 3.3 0.5 1.4 0.8 0.4 0.3 0.8 -0.8

Fuels 5.1 -12.8 36.7 -22.6 -27.7 2.6 -1.6 71.1 70.3 32.0 -13.0 -0.7 1.5 -1.1 -1.6 0.1 -0.1 2.3 2.7 1.6 -0.6

Other 1.1 -2.4 20.6 -1.2 5.5 -11.1 -1.6 5.2 4.6 5.4 -11.0 0.0 0.2 0.0 0.1 -0.1 0.0 0.1 0.2 0.2 0.2

Clas si fied by level of tech no log i cal in ten sity (b)

High Technology 9.8 6.9 3.2 4.3 14.0 -3.0 12.5 17.6 6.4 3.8 -13.9 0.7 0.3 0.4 1.4 -0.3 1.2 1.7 0.6 0.4 -1.4

Medium to high technology 31.4 8.4 -4.4 24.3 12.6 3.8 -4.6 -3.7 -4.8 3.2 -12.0 2.7 -1.4 7.3 4.0 1.2 -1.5 -1.2 -1.6 1.0 -3.6

Medium to low technology 24.8 9.3 7.0 9.7 6.7 10.5 10.4 15.0 17.0 12.5 -15.9 2.3 1.7 2.4 1.7 2.6 2.5 3.5 4.3 3.2 -4.0

Low technology 34.0 9.7 0.9 9.9 8.5 8.7 11.7 3.5 3.7 2.4 -5.6 3.3 0.3 3.5 2.8 2.9 3.9 1.2 1.2 0.8 -2.0

Memo: To tal ex clud ing fu els 94.9 10.1 -0.5 15.4 12.2 6.6 6.4 3.0 2.0 4.0 -10.9 9.6 -0.5 14.7 11.4 6.3 6.1 2.9 1.9 3.8 -10.4

Sources: INE (In ter na tional Trade Sta tis tics).
Notes: (a) In clud ing pas sen ger ve hi cles. (b) Break down of ex ports by level of tech no log i cal in ten sity of the fol low ing cor re spon dence with the two digit Com bined No men cla ture clas si fi ca tion : High Tech nol ogy (30; 84; 88; 90 and 91); Me dium to high tech nol ogy (28; 29; 31-38; 85-87; 89 e 92-95); Me dium to low tech nol ogy (25-27;
39-40; 68-83); Low tech nol ogy (1-24; 41-67; and 96-99).
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Table 5.3

PORTUGUESE EXPORTS OF GOODS BY GEOGRAPHIC AREAS

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

Weights

2007

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

2007 2008

2007 2008

2007 2008

2007 2008

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

TOTAL 100.0 8.9 1.0 13.6 9.8 6.4 6.0 5.2 4.6 5.4 -11.0 8.9 1.0 13.6 9.8 6.4 6.0 5.2 4.6 5.4 -11.0

Intra-EU 76.7 7.8 -2.8 12.1 8.3 6.3 4.7 3.3 1.5 0.2 -16.4 6.1 -2.2 9.6 6.5 4.7 3.6 2.6 1.1 0.2 -12.4

of which:

Spain 28.3 12.5 -3.0 14.8 9.8 13.1 12.6 3.9 5.3 0.8 -21.8 3.4 -0.8 4.2 2.8 3.4 3.4 1.1 1.5 0.2 -6.2

Germany 13.0 8.2 -0.3 28.9 9.7 2.8 -5.0 2.6 -0.5 4.4 -7.7 1.1 0.0 3.5 1.3 0.4 -0.7 0.4 -0.1 0.6 -1.0

France 12.6 11.1 -6.5 14.6 11.3 9.7 8.6 -2.2 -1.1 -5.2 -18.1 1.4 -0.8 2.0 1.4 1.1 1.0 -0.3 -0.1 -0.6 -2.2

United Kingdom 6.0 -7.4 -7.7 -7.4 -0.3 -8.7 -13.1 -3.7 -8.7 -3.0 -15.3 -0.5 -0.5 -0.5 0.0 -0.6 -0.9 -0.2 -0.6 -0.2 -0.9

Italy 4.1 9.6 -7.7 10.6 6.7 4.6 16.9 1.3 -3.5 -10.3 -18.4 0.4 -0.3 0.5 0.3 0.2 0.6 0.1 -0.1 -0.4 -0.8

Ex tra-EU 23.3 12.6 13.5 19.3 15.3 6.9 10.2 12.2 15.0 21.2 6.0 2.8 3.2 4.0 3.3 1.7 2.4 2.6 3.4 5.2 1.5

of which:

United States 4.8 -15.1 -25.0 8.2 -17.3 -29.0 -16.8 -24.2 -19.1 -16.3 -39.9 -0.9 -1.2 0.4 -1.1 -2.0 -1.0 -1.2 -0.9 -0.7 -1.9

PALOP 5.5 35.3 30.4 40.9 35.8 34.7 31.5 20.2 23.9 36.6 38.2 1.6 1.7 1.6 1.5 1.6 1.6 1.0 1.2 2.1 2.4

Source: INE (In ter na tional Trade Sta tis tics).



ex ports of ser vices re corded since the be gin ning of 2008 height ened in the last quar ter of the year and

is likely to con tinue into the first quar ter of 2009.43 A con trib u tory fac tor to the poorer per for mance of

ex ports of ser vices in the most re cent pe riod was the par tic u larly un fa vour able per for mance of the

tour ism sec tor, in line with the sig nif i cant slow down in world tour ism de mand.44 Rev e nues from this

sec tor were 4.2 per cent down, in the last quar ter of 2008, in com par i son to growths of 0.5 per cent,

over 2008 as a whole, and 10.9 per cent, in 2007. The loss of dy na mism in the tour ism sec tor can also

be noted in the num ber of over night stays by non-res i dent tour ists, which were 1.6 per cent down in

2008, after recording growth of 5.8 per cent in 2007 (Chart 5.10).

In 2008, im ports of goods and ser vices de clined mark edly vis-à-vis the pre ced ing year. Less dy na -

mism in terms of im ports, in 2008, es sen tially re flects less vig or ous im ports of goods with a sig nif i cant

de celer ation of 5.7 per cent, in 2007, to 1.9 per cent. Im ports of ser vices, in turn, con tinued to ex pand

at a rate sim i lar that of 2007. Ac cord ing to bal ance of pay ments in for ma tion, in 2008, the nom i nal

growth of im ports of ser vices was 8.6 per cent, against 9.1 per cent in 2007, in which par tic u lar ref er -

ence should be made to the sig nif i cant de celer ation of im ports of tour ism and trans port ser vices,

which, when taken to gether, rep re sent around one half of the nominal imports of services (Table 5.5).

The de celer ation of im ports of goods in 2008 oc curred in a con text of a loss of dy na mism of sev eral do -

mes tic de mand com po nents with a high im port con tent, such as the con sump tion of durables and in -

vest ment in ma chin ery and trans port ma te rial (Chart 5.11). Ac cord ing to cur rent es ti mates, im ports of

goods and ser vices re corded a growth rate of 2.1 per cent (5.6 per cent in 2007), a value that was still

higher than the es ti mated growth for do mes tic de mand (and also weighted global de mand), re sult ing

into an other in crease in the pen e tra tion rate of im ports in the Por tu guese econ omy. In nom i nal terms,

goods im ports were slightly down in 2008 (from 7.4 to 7.2 per cent), not with stand ing the sig nif i cant
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Table 5.4

PORTUGUESE EXPORTS OF SERVICES

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

Weights

2007

Year-on-year rate of change

(per cent)

Contribution to year-on-year

rate of change (p.p.)

2006 2007 2008 2006 2007 2008

Total 100.0 19.4 16.0 5.6 19.4 16.0 5.6

Tourism 43.6 7.6 10.9 0.5 3.9 5.0 0.2

Transportation 25.4 40.7 18.8 10.5 8.6 4.7 2.7

Other business services 18.1 26.4 21.8 10.7 4.3 3.8 1.9

Communications services 3.4 6.5 15.9 8.8 0.2 0.5 0.3

Construction services 3.6 45.8 40.9 8.3 1.1 1.2 0.3

Financial services 1.4 14.5 25.0 -4.0 0.2 0.3 -0.1

Computer and information services 1.4 40.7 36.6 15.3 0.4 0.4 0.2

Personal, cultural and recreational services 1.1 22.2 -6.2 7.2 0.3 -0.1 0.1

Government operations 1.0 17.7 10.3 0.5 0.2 0.1 0.0

Insurance 0.6 14.1 5.9 5.4 0.1 0.0 0.0

Royalties and licence fees 0.4 34.1 9.3 -22.8 0.1 0.0 -0.1

Source: Banco de Por tu gal (Bal ance of Pay ments).

(43) Nominal exports of services were 10.3 per cent down in year-on-year terms, in January 2009, in comparison to a change of 0.4 per cent in the last quarter of
2008.  

(44) The publication of the Survey on the Movement of Persons across Borders, was discontinued in 2008, making it impossible to calculate the evolution of
Portugal’s market share on the basis of this indicator.



growth of fuel im ports which, for the year as a whole, was 30.2 per cent up, af ter a slight de creases in

the pre ced ing year (Ta ble 5.6). Ex clud ing fuel, nom i nal im port growth was 3.6 per cent (9.1 per cent in

2007). The avail able in for ma tion points to a con tin u a tion of the down ward tra jec tory of goods im ports

in the first months of 2009.45 The de celer ation of goods im ports re flected the lower growth of

intra-Com mu nity im ports, par tic u larly in sev eral of the main mar kets of or i gin, such as Spain and
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Table 5.5

PORTUGUESE IMPORTS OF SERVICES

Year-on-year rate of change and respective contribution; nominal values

Weights

2007

Rate of change 

(per cent)

Contribution to rate of change

(p.p.)

2006 2007 2008 2006 2007 2008

Total 100.0 15.1 9.1 8.6 15.1 9.1 8.6

Tourism 27.2 8.3 7.9 2.4 2.4 2.2 0.7

Transportation 30.8 14.9 10.6 6.4 4.5 3.2 2.0

Other business services 20.2 11.7 9.7 17.8 2.4 1.9 3.6

Communication services 5.5 39.4 29.2 15.5 1.5 1.3 0.8

Construction services 1.2 22.4 15.8 28.2 0.2 0.2 0.3

Financial services 1.9 12.9 -2.7 29.0 0.3 -0.1 0.6

Computer and information services 2.8 29.7 11.4 17.4 0.7 0.3 0.5

Personal, cultural and recreational services 3.5 37.1 -1.0 10.1 1.2 0.0 0.4

Government operations 2.0 67.7 -7.2 -21.9 1.1 -0.2 -0.4

Insurance 1.8 11.0 0.8 6.5 0.2 0.0 0.1

Royalties and licence fees 3.1 13.7 5.7 2.4 0.4 0.2 0.1

Source: Banco de Por tu gal (Bal ance of Pay ments).

Chart 5.10

EVOLUTION OF OVERNIGHT STAYS BY

NON-RESIDENTS IN HOTELS BY COUNTRY OF

ORIGIN
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Source: INE.
Note: To tal bed-nights by non-res i dents: 26205.2 thou sand (2008), 26626.8 thou sand
(2007) and 25158.7 thou sand (2006).

Chart 5.11

IMPORTS OF GOODS AND SERVICES AND
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(45) Considering the preliminary information on international trade, published by INE, in Jan u ary 2009, nom i nal goods im ports were 27.0 per cent down in
year-on-year terms, in com par i son to a fall of 6.4 per cent in the last quar ter of 2008. 424242424245454545454545454545454545454545454545454545454545454545



France. This was off set by an acceleration of non-Community imports, particularly from oil producing

countries.

6. PRICES

In fla tion, as mea sured by the av er age an nual rate of change of the Har mo nised In dex of Con sumer

Prices (HICP) in creased by 2.7 per cent in 2008, af ter in creas ing by 2.4 per cent in 2007 (Ta ble 6.1).

To tal price growth in 2008 was higher than the Banco de Por tu gal’s pro jec tions at the be gin ning of the

year, re flect ing the fact that the in crease in the prices of en ergy goods was higher than pro jected and

that the evo lu tion of the com po nent ex clud ing these goods was iden ti cal to the pro jec tion.46 The av er -

age rate of change of the HICP in the euro area also in creased, from 2.1 per cent in 2007 to 3.3 per

cent in 2008. There fore, the in fla tion dif fer en tial be tween Por tu gal and the euro area de creased from

0.3 p.p. in 2007 to -0.6 p.p. in 2008, which is a minimum since the beginning of the euro area.

The ac cel er a tion in prices in 2008 oc curred in a con text in which, on the one hand, wage de vel op ments 

re mained rel a tively sta ble vis-à-vis 2007 and, on the other hand, not with stand ing the fall in prices of to -
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Table 5.6

PORTUGUESE IMPORTS OF GOODS BY GROUPS OF PRODUCTS

Year-on-year rate of change and respective contribution; nominal values

Weights

2007

Rate of change 

(per cent)

Contribution to rate of

change (p.p.)

2006 2007 2008 2006 2007 2008

Total 100.0 8.1 7.4 7.2 8.1 7.4 7.2

Clas si fi ca tion by groups of prod ucts

Agricultural 8.9 9.2 14.9 9.5 0.8 1.2 0.9

Food 3.6 5.5 13.8 11.2 0.2 0.5 0.4

Mineral fuels 14.0 12.0 -1.5 29.1 1.8 -0.2 4.1

Chemicals 8.7 10.7 2.6 6.7 1.0 0.2 0.6

Plastic, rubber products 5.0 6.1 15.3 0.2 0.3 0.7 0.0

Leather, leather products 1.0 2.5 14.2 -1.9 0.0 0.1 0.0

Wood,cork 1.3 -1.8 17.3 -6.1 0.0 0.2 -0.1

Cellulose pulp, paper 2.4 5.0 6.8 0.2 0.1 0.2 0.0

Textiles products 3.1 3.1 0.6 -8.2 0.1 0.0 -0.2

Clothing 2.8 3.6 17.2 1.6 0.1 0.4 0.0

Footwear 0.9 7.0 15.2 4.1 0.1 0.1 0.0

Minerals, ores 1.6 -2.0 4.6 1.8 0.0 0.1 0.0

Basic metals 9.9 23.7 10.8 0.7 2.0 1.0 0.1

Machinery, equipment 19.7 7.9 6.7 3.6 1.6 1.3 0.7

Motor vehicles, other transport equipment 11.9 1.0 9.5 5.8 0.1 1.1 0.7

Optical and precision instruments 2.1 3.8 5.4 1.2 0.1 0.1 0.0

Other products 3.1 -0.4 8.0 1.2 0.0 0.2 0.0

Clas si fied by main eco nomic cat e go ries

Intermediate goods 30.9 9.6 11.3 2.3 2.8 3.4 0.7

Capital goods 31.5 4.6 6.9 4.6 1.5 2.2 1.5

Consumer goods 23.5 8.5 9.3 3.6 1.9 2.1 0.8

Fuels 13.6 13.2 -2.2 30.2 1.9 -0.3 4.1

Other 0.5 -20.5 14.6 23.1 -0.1 0.1 0.1

Memo: To tal ex clud ing fu els 86.4 7.2 9.1 3.6 6.2 7.8 3.1

Source: INE (In ter na tional Trade Sta tis tics).

(46) See Banco de Portugal, Economic Bulletin-Winter 2007.

http://www.bportugal.pt/publish/bolecon/antigos/bol_inverno07_e.pdf


tal im ports of con sumer goods, im port prices of food (in par tic u lar, ex clud ing to bacco) and en ergy in -

creased, in av er age an nual terms, in line with the prices of food and en ergy com mod i ties in in ter na -

tional mar kets (Ta ble 6.2).47  Wages, in 2008, grew at a rate rel a tively sim i lar to the one reg is tered in

2007 and to the evo lu tion in the euro area (Ta ble 6.3). Ac cord ing to Banco de Por tu gal’s es ti mates,

based on in for ma tion from the INE’s (Na tional Sta tis tics Of fice) Em ploy ment Sur vey, there was, in turn, 

an ac cel er a tion in unit la bour costs in the same pe riod, which re flected an atyp i cal de celer ation of pro -

duc tiv ity (see “Sec tion 4 Supply”, in this Bul le tin). The growth of unit la bour costs in the euro area was
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Table 6.1

HIPC – MAIN AGGREGATES

Rate of change, per cent

Weights

2007

2002 2003 2004 2005 2006 2007 2008

Total 100.0 3.7 3.3 2.5 2.1 3.0 2.4 2.7

Total excluding energy 90.8 3.9 3.1 2.3 1.4 2.5 2.3 2.2

Total excl.unprocessed food and energy 79.4 4.5 3.3 2.6 1.7 2.4 2.2 2.5

Goods 62.3 2.4 2.4 1.6 1.9 3.2 2.2 2.4

Food 21.9 1.9 2.6 1.4 0.1 3.6 2.8 4.2

Unprocessed 11.3 0.2 2.1 0.0 -0.5 3.2 3.0 0.6

Processed 10.6 3.8 3.1 2.8 0.8 4.1 2.6 8.1

Industrial 40.4 2.7 2.4 1.8 2.8 3.0 1.9 1.4

Non-energy 31.1 3.1 1.8 0.8 1.0 1.5 1.4 -0.2

Energy 9.2 1.2 4.9 5.4 10.0 8.1 3.5 6.6

Services 37.7 5.9 4.6 3.9 2.5 2.7 2.8 3.1

Memo:

CPI(a) - 3.6 3.3 2.4 2.3 3.1 2.5 2.6

Euro area HIPC - 2.2 2.1 2.1 2.2 2.2 2.1 3.3

Sources: Eurostat, INE and Banco de Por tu gal.
Note: (a) Up to De cem ber 2002, the rates of change were cal cu lated us ing the CPI base 1997. Star ing in Jan u ary 2003 the rates of change used were cal cu lated us ing the CPI base 2002.

Table 6.2

PORTUGAL - MAIN INTERNATIONAL PRICE INDICATORS

Rate of change, per cent

2002 2003 2004 2005 2006 2007 2008

Goods import prices(a)

Total -2.4 -2.2 2.2 3.1 4.1 1.1 5.1

Total excluding fuel -1.8 -2.9 0.8 -0.6 1.4 1.2 0.6

Consumer goods -0.6 -2.9 -1.6 -2.7 0.9 -0.1 -0.3

International commodity prices

Oil price (Brent Blend), EUR -4.9 -5.0 21.4 45.0 19.0 0.4 26.6

Non-energy commodity prices EUR -2.5 -4.6 9.8 10.1 25.2 7.9 4.3

Memo:

Nominal effective exchange rate index for Portugal (b) 0.6 2.6 0.6 -0.2 0.2 0.8 1.2

Sources: Eurostat, HWWI, INE, Thomson Reuters and Banco de Por tu gal.
Notes: (a) Banco de Por tu gal based on in for ma tion pro vided by INE. The clas si fi ca tion by broad eco nomic cat e go ries shown in this ta ble dif fers from that used by INE given that light pas -
sen ger ve hi cles are in cluded in con sumer goods rather than in in vest ment goods. (b) A pos i tive change cor re sponds to an ap pre ci a tion. For a de tailed de scrip tion of the meth od ol ogy see
Gouveia, A. C. and Coimbra, C. (2004), “New effective exchange rate index for the Portuguese economy”, Banco de Por tu gal, Eco nomic Bul le tin-De cem ber. 

(47) For a more detailed discussion on the evolution of prices of processed food see “Box 5.1 Developments in processed food prices throughout 2007”, Banco
de Portugal, Annual Report 2007.

http://www.bportugal.pt/publish/bolecon/docs/2004_4_3_e.pdf
http://www.bportugal.pt/publish/relatorio/rel_07_e.pdf


also higher than in 2007, as so ci ated with both the de celer ation of pro duc tiv ity and ac cel er a tion of com -

pen sa tion per em ployee. As op posed to the pre vi ous year, there was an in crease in the pos i tive dif fer -

en tial be tween the growth of unit labour costs in Portugal and in the euro area, from 0.1 p.p. in 2007, to

0.4 p.p. in 2008 (Chart 6.1).

How ever, in fla tion de vel op ments in an nual av er age terms con cealed a marked intra-an nual evo lu tion,

as well as a no ta ble het er o ge ne ity be tween the di verse sub-ag gre gates (Chart 6.2). In par tic u lar, one

can sin gle out two pe ri ods in the evo lu tion of prices dur ing the course of 2008: a pe riod of ac cel er at ing

prices, from the end of 2007 up to Sep tem ber 2008; and a pe riod of sharp de celer ation in the last quar -

ter of 2008 and early 2009. These intra-an nual de vel op ments re flected the evo lu tion of the prices of

en ergy and pro cessed food, which, in turn, were as so ci ated with the evo lu tion of the prices of en ergy
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Table 6.3

WAGES AND PRODUCTIVITY IN PORTUGAL AND IN THE EURO AREA

Annual average rate of change, per cent

2002 2003 2004 2005 2006 2007 2008

Portugal(a)

Total economy

Compensation per employee 3.0 2.8 2.4 3.9 2.7 3.5 3.1

Productivity 0.3 0.3 1.7 1.2 1.3 1.6 -0.6

Unit labour costs 2.7 2.5 0.7 2.7 1.4 1.8 3.6

Euro area(b)

Total economy

Compensation per employee 2.6 2.3 2.1 1.9 2.2 2.5 3.2

Productivity 0.2 0.4 1.1 0.8 1.4 0.8 0.0

Unit labour costs 2.4 1.9 1.0 1.1 0.8 1.7 3.2

Sources: ECB, INE and Banco de Por tu gal.
Notes: (a) Com pen sa tion per em ployee ex cludes gen eral gov ern ment so cial con tri bu tions. (b) 2008 val ues are pre lim i nary.

Chart 6.1

UNIT LABOUR COSTS IN PORTUGAL AND IN THE
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Chart 6.2 

HARMONISED INDEX OF CONSUMER PRICES
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and food com mod i ties in the world mar ket (see “Sec tion 2 International framework”, in this Bul le tin).

(Charts 6.3, 6.4 and 6.5).48 

As the dis tur bances in prices of spe cific goods or ser vices can spill over into the prices of other goods

or ser vices through (di rect or in di rect) trans mis sion mech a nisms, which vary from mar ket to mar ket,

also de pend ing on their struc ture, this ac cel er a tion in the prices of pro cessed food and en ergy may

have, in turn, in flu enced the evo lu tion of other prices. In par tic u lar, the changes in the prices of trans -

port ser vices ap pear to have been pre ceded by changes in the prices of fuel and lu bri cants, and the

evo lu tion of the prices of pro cessed food seems to have in flu enced, with some lag, the prices of res -

tau rants and cafés (Charts 6.6 and 6.7).49 The lags which may oc cur in such a trans mis sion de pend on

the na ture, mag ni tude and per sis tence of the ini tial price dis rup tions, as well as on the struc ture of the

mar kets. For ex am ple, in spite of the fact that the prices of food be gan to de celer ate in Au gust 2008,

the same evo lu tion was only per cep ti ble in the prices of res tau rants and cafés from No vem ber on -

wards. This intra-an nual evo lu tion led to the ac cel er a tion of the prices of res tau rants and cafés in an -

nual av er age terms (from 2.6 per cent in 2007 to 3.8 per cent in 2008) which, to a large ex tent,

de ter mined the slight ac cel er a tion of the prices of ser vices in 2008. In the case of the prices of trans -

port ser vices, the changes in the prices of en ergy seem to have passed through more quickly.

Late 2008 and early 2009 wit nessed a par tic u larly sharp de celer ation in prices, with year-on-year rates 

of change of the to tal HICP de creas ing from 3.2 per cent in Sep tem ber 2008 to 0.1 per cent in Feb ru ary 

2009. Dur ing this pe riod there was a pro gres sive in crease of the weight of com po nents with neg a tive

rates of change (Chart 6.8).50  This evo lu tion re flected, on the one hand, a con tinued de celer ation of

the prices of en ergy (with neg a tive year-on-year rates of change be tween No vem ber 2008 and Feb ru -
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Chart 6.3

EVOLUTION OF CONTRIBUTIONS TO

YEAR-ON-YEAR RATE OF CHANGE 

OF TOTAL HICP

Source: Eurostat.

Chart 6.4

PRICES OF ENERGY GOODS

Year-on-year rate of change
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(48) There were also some disturbances in relative prices of other goods, which gave rise to spells of higher volatility in the year-on-year monthly rates of change
of prices. In particular, mention should be made to the deceleration observed in April 2008, which was to a large extent determined by the base effect of the
sharp price increase in hospital services in the same month a year earlier.

(49) The prices of other energy goods are usually influenced by the price of oil. However, this does not seem to be the case of electricity and gas prices in
Portugal. Regarding the former, electricity prices increased in 2008 less than in the previous year. Moreover, natural gas sale tariffs to final customers have
been set by Energy Services Regulatory Authority (ERSE) since July 2008. This have had a significant impact on the evolution of the price of gas to
consumers (year-on-year rate of change of 2.5 per cent in the fourth quarter of 2008, after 4.3 per cent in the third quarter and 10.4 per cent in the second
quarter).

(50) In “Box 2 Recent consumer price developments and deflation risks in the euro area” a similar analysis for the euro area is presented. 47474747505050505050505050505050505050505050505050505050505050



ary 2009) and pro cessed food. The de celer ation of the prices of these goods, which reg is tered very

high rates of change at the end of 2007 and be gin ning of 2008, spilled over into other prices, such as

the above-men tioned prices of trans port ser vices and res tau rants and cafés. On the other hand, the

de crease in HICP year-on-year rates of change also re flected a de celer ation of ser vices, which was

par tic u larly strong in the first two months of 2009 (1.5 and 1.4 per cent in Jan u ary and Feb ru ary 2009,

re spec tively, af ter 3.0 per cent in De cem ber 2008) as so ci ated with the drop in the prices of pack age
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Chart 6.5

PRICES OF FOOD

Year-on-year rate of change

Sources: Eurostat and HWWI.
Note: (a) Lagged five pe ri ods.
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Chart 6.6 

EVOLUTION OF PRICES OF FUEL AND

LUBRICANTS AND TRANSPORT SERVICES

Year-on-year rate of change
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Chart 6.7 

EVOLUTION OF PRICES OF PROCESSED FOOD
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Chart 6.8

EMPIRICAL DISTRIBUTION OF YEAR-ON-YEAR

RATES OF CHANGE OF TOTAL HICP

COMPONENTS 

0.00

0.05

0.10

0.15

0.20

-20 -10 0 10 20

Rates of change

February 2009 June 2008 June 2007

Year-on-year rate of
change of to tal HICP

June 2007: 2.4 %
June 2008: 3.4 %
Feb ru ary 2009: 0.1 %

Sources: Eurostat and Banco de Por tu gal cal cu la tions.
Note: Em pir i cal dis tri bu tion ob tained by the use of non-para met ric meth ods, no ta bly a
Gaussi an ker nel weight ing the di verse com po nents (to tal ling 88 com po nents) by their re -
spec tive weight in the total basket.

(a)



hol i days and ac com mo da tion ser vices, which may have been in duced by the sharp slow down in do -

mes tic and for eign de mand in the last quar ter of 2008 (see “Sec tion 5 Expenditure”, in this Bul le tin).

The ex is tence of het er o ge ne ity is a char ac ter is tic in trin sic to the dis tri bu tion of rates of change of the

prices of HICP com po nents. Most re cently, in ad di tion to in creased dis per sion, there has also been a

greater oc cur rence of large de creases, as op posed to large in creases in prices, which led to a change

in the sign of the skew ness of the dis tri bu tion of rates of change of the HICP, which be came neg a tive

(Chart 6.9). It should also be noted that the com po nents with year-on-year rates of change greater

than zero con tinued to have a sig nif i cantly big ger weight than the ones registering drops in prices

(Chart 6.8).

The evo lu tion of in fla tion in Por tu gal has been rel a tively sta ble, in an nual av er age terms, within an in -

ter val with a range not wider than 1.0 p.p., over the last five years. One of the fac tors that con trib uted to 

this sta bil ity was par tic i pat ing in the euro area, and ref er ence should be made to the an chor ing of in fla -

tion ex pec ta tions to val ues close to the av er age in the euro area (Chart 6.10). How ever, in this pe riod

there were in fla tion dif fer en tials be tween the euro area and Por tu gal, which may have been due to dif -

fer ences on the sources of price dis rup tions, on mar ket struc tures and on trans mis sion chan nels. In

such a frame work, the to tal in fla tion dif fer en tial (with in fla tion mea sured by the HICP) be tween the euro 

area and Por tu gal has been de creas ing more or less con tin u ously since July 2007, be ing neg a tive

from Sep tem ber of the same year onwards, and reaching a minimum of -1.1 p.p. in February 2009

(Chart 6.11).

This evo lu tion of the to tal dif fer en tial was rel a tively gen er al ised, mainly re flect ing the com po nents of

non-pro cessed food and of both en ergy and non-en ergy in dus trial goods. In par tic u lar, the ex is tence of 

a neg a tive dif fer en tial in the case of non-en ergy in dus trial goods re flected the de crease in the prices of

this ag gre gate in Por tu gal, which, be ing in line with the de celer ation of the prices of im ports of non-en -

ergy goods, in the con text of an ac cu mu lated ap pre ci a tion of the euro, was also sig nif i cantly in flu enced 
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Chart 6.9
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Chart 6.10
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by the drop in prices of mo tor ve hi cles.51  The stan dard rate of VAT in Por tu gal was also re duced by 1.0

p.p. in July 2008, al though there is some un cer tainty about the actual ex tent of the pas s-through of this

re duc tion to fi nal con sumer prices.52

There was, in turn, a pos i tive dif fer en tial in terms of the change of prices be tween Por tu gal and the

euro area in the ser vices com po nent, dur ing the course of 2008, for which con trib uted the ac cel er a tion

of res tau rant and café prices in Por tu gal. In the first months of 2009 this dif fer en tial be came neg a tive,

mainly due to the fall in prices of trans port ser vices, ac com mo da tion ser vices and pack age hol i days in

Por tu gal. The “Pro cessed food ex clud ing to bacco” ag gre gate reg is tered pos i tive dif fer en tials be tween

the euro area and Por tu gal, in terms of the year-on-year rate of change, through out 2008, be ing vir tu -

ally nil in Feb ru ary 2009.53 The ex is tence of a neg a tive in fla tion dif fer en tial in 2008 does not seem to

have been glob ally con di tioned by the ad min is tered prices com po nent, as the neg a tive in fla tion dif fer -

en tial in the case of goods with ad min is tered prices (i.e. elec tric ity, gas and phar ma ceu ti cal prod ucts)

was off set by the pos i tive dif fer en tial in the case of ser vices with ad min is tered prices (par tic u larly, re -

fuse and sew er age col lec tion ser vices and actual rent als for hous ing). The first months of 2009 wit -

nessed a neg a tive dif fer en tial in the administered prices component, reflecting the decrease in the

positive differential in services with administered prices.

7. Balance of payments

There was an in crease in the net ex ter nal bor row ing of the Por tu guese econ omy as a per cent age of

GDP, in 2008, as op posed to the in ter rup tion to the wors en ing of Por tu gal’s ex ter nal im bal ance in 2007

(Chart 7.1). This evo lu tion re flected mainly the sig nif i cant de te ri o ra tion in the def i cit of the goods and

ser vices ac count. This re sulted, on the one hand, from the plunge in ex ports, es pe cially in the end of
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Chart 6.11

BREAKDOWN OF THE DIFFERENTIAL BETWEEN
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(51) For further insights into the fiscal changes associated with the evolution of the prices of motor vehicles, see “Section 5 Expenditure”, in this Bulletin.

(52) See Banco de Portugal, Economic Bulletin-Summer 2008.

(53) In the case of tobacco, the inflation differential vis-à-vis the euro area is also pos i tive. How ever, more re cently, its con tri bu tion to the to tal in fla tion dif fer en tial
has re mained rel a tively sta ble at around 0.1 p.p., and was vir tu ally nil at the be gin ning of 2009. 5050505050535353535353535353535353535353535353535353535353

http://www.bportugal.pt/publish/bolecon/antigos/bol_varao08_e.pdf


the year, which con trasts with a slighter de celer ation of im ports, amid a vir tual sta bili sa tion of pri vate

con sump tion growth in Por tu gal. On the other hand, the terms of trade evolved un fa vour ably, due to

the sharp in crease, in an nual av er age terms, of com mod ity prices in international markets, in particular 

oil prices.

In mac ro eco nomic terms, the above-men tioned evo lu tion re flected a re duc tion in the do mes tic sav ings 

rate, a slight in crease in the sur plus on the cap i tal ac count and an in vest ment rate that re mained sta ble 

at a level close to the one reg is tered in 2007. The def i cit on the cur rent and cap i tal ac count was 10.5

per cent of GDP, in 2008, in creas ing by 2.4 p.p. of GDP over the pre vi ous year (Chart 7.2 and Ta ble
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Chart 7.1

NET BORROWING FOR THE TOTAL ECONOMY

-10

-5

0

5

10

15

20

25

30

2002 2003 2004 2005 2006 2007 2008

P
e

rc
e

n
ta

g
e

o
f
G

D
P

Current account + capital account
Capital account
Investment rate
Domestic saving rate

Sources: INE and Banco de Por tu gal.

Chart 7.2

CURRENT AND CAPITAL ACCOUNT
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Table 7.1

CURRENT AND CAPITAL ACCOUNT

Balance as a percentage of GDP

2002 2003 2004 2005 2006 2007 2008

Current and capital account -6.6 -4.2 -6.1 -8.3 -9.2 -8.1 -10.5

Current account -8.1 -6.1 -7.6 -9.5 -10.0 -9.4 -12.1

Goods and services -7.9 -6.5 -7.5 -8.4 -7.6 -6.8 -8.9

Goods -10.4 -9.1 -10.3 -11.0 -10.8 -10.7 -12.8

Services 2.5 2.6 2.8 2.6 3.2 3.9 3.9

of which:

Travel and tourism 2.8 2.7 2.8 2.5 2.6 2.8 2.7

Income -2.3 -1.7 -2.1 -2.6 -4.1 -4.2 -4.7

Current transfers 2.2 2.1 2.0 1.5 1.6 1.6 1.5

of which:

Emigrants/immigrants remittances 1.8 1.4 1.4 1.2 1.2 1.2 1.1

Capital account 1.5 1.9 1.5 1.2 0.8 1.3 1.7

Memo: 

Current transfers account + capital account 3.7 4.0 3.5 2.7 2.4 2.9 3.1

Sources: INE and Banco de Por tu gal. 



7.1). In com par i son to the pro jec tion dis closed in early 2008, the def i cit on the cur rent and cap i tal ac -

count was re vised up wards by 3.2 p.p. of GDP, not with stand ing a ma jor down ward re vi sion in the

growth of eco nomic ac tiv ity, to a large ex tent re flect ing a sig nif i cantly higher than ini tially pro jected def i -

cit on the goods and ser vices ac count, as so ci ated with a marked down ward re vi sion of ex ports of

goods and ser vices, a slight down ward re vi sion of im ports of goods and ser vices and a sharp de te ri o -

ra tion of terms of trade.54 

As re gards the com po nents of the cur rent and cap i tal ac count, the slight in crease in the sur plus on the

cap i tal ac count, in 2008, partly re flected the pub lic trans fers, which may have been in flu enced by the

tem po ral over lap ping of pro jects still fi nanced un der the 3rd Com mu nity Sup port Frame work with pro -

jects al ready in cluded in the Na tional Stra te gic Ref er ence Frame work. The def i cit on the cur rent ac -

count in creased, in turn, from 9.4 per cent of GDP, in 2007, to 12.1 per cent of GDP in 2008, off set ting

the fa vour able evo lu tion of the surplus on the capital account.

The de te ri o ra tion of the def i cit on the cur rent ac count re sulted from the un fa vour able evo lu tion of the

bal ance of goods and ser vices ac count and, to a lesser ex tent, of in come and cur rent trans fers ac -

counts. The def i cit on the in come ac count in creased for the fifth con sec u tive year, from 4.2 per cent of

GDP in 2007 to 4.7 per cent of GDP in 2008, to a large ex tent re flect ing the marked in crease in the def i -

cit on the port fo lio in vest ment in come ac count. This in crease in the def i cit on the in come ac count is

con sis tent with the con tinued de te ri o ra tion of the Por tu guese in ter na tional in vest ment po si tion. In turn, 

the def i cit on the goods and ser vices ac count in creased by 2.1 p.p. as a re sult of the de te ri o ra tion of

the def i cit on the goods ac count, as the surplus on the services account remained stable in

comparison to 2007.

The break down of the change in the bal ance of the goods and ser vices ac count shows that all the ef -

fects con sid ered in the break down con trib uted to in creas ing the def i cit in 2008, namely vol ume, terms

of trade and, to a lesser ex tent, price and cross ef fects (Chart 7.3). There was a sig nif i cant de crease in

the vol ume ef fect, vis-à-vis the pre vi ous year, be ing neg a tive in 2008. This evo lu tion re flected, on the

one hand, the non-en ergy goods com po nent, as a re sult of the ma jor de celer ation in the vol ume of ex -

ports of goods ex clud ing fuel, which fell by 1.3 per cent in 2008, to gether with a less marked de celer -

ation of im ports ex clud ing fuel, which grew by 2.9 per cent (Chart 7.4). There was, on the other hand, a

sig nif i cant de crease in the vol ume ef fect as so ci ated with the ser vices ac count, which was vir tu ally nil in 

2008. As in the case of goods ex clud ing fuel, ex ports of ser vices also de cel er ated in vol ume, in 2008

(in par tic u lar, ex ports of tour ism and trans port ser vices), hav ing grown at a lower rate than im ports,

which de cel er ated more slightly (again, there was a greater slow down in im ports of tour ism and trans -

port ser vices). The marked wors en ing of the vol ume ef fect of the goods and ser vices ac count there -

fore re flected a fall in the vol ume of ex ports of goods and ser vices (which was par tic u larly sig nif i cant in

the last quar ter of 2008), as so ci ated with a con trac tion of global con sump tion and in vest ment, in the

con text of the eco nomic and fi nan cial in ter na tional cri sis and the high level of un cer tainty over the fu -

ture de vel op ments of world eco nomic ac tiv ity. Ad di tion ally, and in spite of the ad verse in ter na tional

con text, there was a less marked de celer ation of im ports of goods and ser vices in vol ume, re flect ing

the vir tual sta bili sa tion of pri vate con sump tion growth, in real terms, in Por tu gal.55

The evo lu tion of ex port prices of goods and ser vices was close to the one reg is tered in 2007, while im -

port prices of goods and ser vices ac cel er ated in 2008, grow ing at a higher rate than ex port prices. This

evo lu tion led to a more neg a tive price ef fect than in 2007 and to a loss in the terms of trade, which con -

trasts with the gain in 2007 (Chart 7.3). In line with the evo lu tion of oil prices in in ter na tional mar kets

Economic Bulletin | Banco de Por tu gal

Economic Policy and Situation | Spring 2009

69

(54) See Banco de Portugal Economic Bulletin-Winter 2007.

(55) For a more detailed analysis of the evolution of consumption, exports and imports in 2008, see “Section 5 Expenditure”, in this Bulletin.

http://www.bportugal.pt/publish/bolecon/antigos/bol_inverno07_e.pdf


(see “Sec tion 6 Prices”, in this Bul le tin) there was a par tic u larly sig nif i cant ac cel er a tion in the prices of

fuel ex ports and im ports, re sult ing in a strong neg a tive price effect in the energy account.

Not with stand ing the fact that, in nom i nal terms, the def i cit on the en ergy ac count con tinued to be

higher than the one of the non-en ergy com po nent of the goods and ser vices ac count, net en ergy trans -

ac tions be tween Por tu gal and abroad and other goods and ser vices trans ac tions made an equally im -

por tant con tri bu tion to the wors en ing of the def i cit on the goods and ser vices ac count (Chart 7.5).

How ever, un der ly ing these con tri bu tions were dis pa rate dom i nant ef fects. The con tri bu tion of the en -

ergy ac count was es sen tially de ter mined by the evo lu tion of prices, whereas in the case of the non-en -

ergy com po nent, its contribution was dominated by the volume effect.

In 2008, the fi nan cial ac count con tinued to re flect the main te nance of a large def i cit be tween do mes tic

sav ings and in vest ment. The year re corded net in flows of 10.9 per cent of GDP, in com par i son to 8.0

per cent of GDP in 2007 (Ta ble 7.2).56 The sig nif i cant re course to ex ter nal sav ings to meet the bor row -
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Chart 7.3

BREAKDOWN OF THE CHANGE IN THE GOODS

AND SERVICES ACCOUNT BALANCE
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be bro ken down into four effects:
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- terms of trade ef fect - ef fect of the rel a tive change in ex port and im port prices;
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- cross ef fect - ef fect of the in ter ac tion be tween changes in vol ume and prices of ex ports
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 de note the ex ports and im ports in year t-1 at cur rent prices; vx t
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the rates of change of ex port an im port prices in t; pt  is the av er age rate of change of ex -
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Chart 7.4 
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(56) As in previous years, financial account records are affected by temporary end-of-year operations between banks and monetary authorities, which are only
reflected in the distribution of the economy’s external position between these two sectors, without affecting the overall financial account balance. Those
operations affect statistics on other investment flows of these two sectors making it more difficulty to identify the importance of banks for the financing of the
economy. The values corresponding to the adjusted end-of-year flows on such operations (representing 2.1 and 3.0 per cent of GDP, respectively in 2007
and 2008) are set out in brackets in table 7.2. For example, the values relating to 2008 are adjusted both for temporary operations occurring at the end of
2007 and reversed in the first days of 2008 (3.2 per cent of GDP) and temporary operations occurring at the end of 2008 (0.3 per cent of GDP). At the end of
2007, in the context of euro money market tensions, this effect was particularly relevant. In this period, deposits of resident credit institutions with the Banco
de Portugal increased markedly, partly due to extraordinary liquidity-absorbing operations conducted by the Eurosystem. Given the temporary nature of the
above mentioned operations, the analysis presented in this section is based on figures adjusted for these operations.



ing re quire ments of res i dent sec tors has led to a sit u a tion in which the in ter na tional in vest ment po si tion 

of the Por tu guese econ omy has become progressively more indebted.

Un der the terms of its par tic i pa tion in the euro area and the par tic u larly fa vour able fi nan cial con text in

force for a very long pe riod up to the ap pear ance of the fi nan cial cri sis, Por tu guese banks found it easy

to se cure euro fund ing for long term ma tu ri ties in in ter na tional fi nan cial mar kets, per mit ting them to

sus tain a high dif fer en tial be tween growths in do mes tic de mand and in come, trans lat ing into sig nif i cant 

def i cits on the cur rent plus cap i tal ac count. Since mid 2007, de vel op ments in the frame work and in the

li quid ity of sev eral fi nan cial mar kets seg ments changed the fi nan cial con di tions of Eu ro pean banks in

gen eral and, there fore, Por tu guese banks’ op er at ing con text also changed sig nif i cantly, which was ex -

ac er bated by the par tic u larly ad verse evo lu tion of cap i tal mar kets and the con tin u ous, sig nif i cant and

com pre hen sive de te ri o ra tion of pros pects re lat ing to the evo lu tion of eco nomic ac tiv ity. At the same

time, in a con text of in creased risk aver sion, res i dents have re ad justed their port fo lio of fi nan cial as sets 

to wards bank deposits to the detriment of financial investments more sensitive to market fluctuations,

such as mutual funds units.

At an ini tial stage, in the con text of the cur rent fi nan cial cri sis there was a pro gres sive re duc tion of the

in ten sity of ex ter nal fi nan cial flows, i.e. smaller in creases both in terms of li a bil i ties and as sets. Such

de vel op ments, which were al ready ev i dent in the sec ond half of 2007, in ten si fied in the first half of

2008 and fol lowed a pe riod char ac ter ised by grow ing fi nan cial in te gra tion, with very sub stan tial flows

of fi nan cial li a bil i ties and as sets with the rest of the world: in the for mer case, par tic u larly re flect ing the

grow ing gross in debt ed ness of gen eral gov ern ment and banks to non-res i dents and, in the sec ond

stage, sig nif i cant ac qui si tions of for eign se cu ri ties by Por tu guese in vest ment funds. With the aug ment

of the fi nan cial cri sis in the sec ond half of 2008, par tic u larly in the fourth quar ter, there was a sud den

change in the di rec tion and di men sion of ex ter nal fi nan cial flows (Chart 7.6).57 Ac cord ingly, in 2008 as
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Chart 7.5

GOODS AND SERVICES ACCOUNT

Breakdown on energy and non-energy accounts
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(57) In this period, financial derivatives item recorded very significant liabilities and assets flows. In the case of general government, this increase was associated 
with the significant issuance of public debt and with the respective use of interest rate and foreign exchange rate hedging instruments, particularly in the
fourth quarter of 2008. Regarding other monetary financial institutions and other resident sectors, financial derivatives item in 2008 reflected the broadening
of the questionnaire used to determine this account to include all other resident monetary financial institutions, which are required to report operations
realised on their own account and on behalf of customers (up to 2007 only the main institutions were surveyed). Nevertheless, the contribution of the net
change in financial derivatives to the external financial situation of the different sectors considered is virtually nil.
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Table 7.2

FINANCIAL ACCOUNT

As a percentage of GDP

Jan-Dec 2007 Jan-Dec 2008

Change in Change in 

Liabilities Assets Net change Liabilities Assets Net change

Current plus capital account -8.1 -10.5

Financial account 17.0 (19.1) -8.9 (-11.0) 8.0 -1.8 (-4.7) 12.6 (15.6) 10.9

Direct investment 1.4 -2.5 -1.1 1.5 -0.9 0.6

excluding Madeira and S. Maria (Azores)

off-shores 1.5 -2.4 -0.9 0.9 -0.4 0.5

Portfolio investment 11.0 -4.9 6.2 15.8 -7.4 8.3

Financial derivatives -5.0 5.1 0.1 -13.8 13.9 0.2

Other investment 9.6 (11.6) -7.1 (-9.2) 2.4 -5.2 (-8.2) 7.1 (10.0) 1.9

Reserve assets 0.4 0.4 0.0 0.0

By institutional sector of resident investor:

Monetary Authorities (a) -0.3 (1.8) 0.0 -0.3 (1.7) 7.6 (4.7) 0.1 7.7 (4.8)

Portfolio investment 0.0 0.6 0.6 0.0 -2.3 -2.3

Financial derivatives 0.0 0.0 0.0 0.0 0.0 0.0

Other investment -0.3 (1.8) -1.1 -1.4 (0.7) 7.7 (4.7) 2.4 10.1 (7.1)

Reserve assets 0.4 0.4 0.0 0.0

General Government 1.8 0.8 2.7 0.7 3.6 4.2

Direct investment 0.0 0.0 0.0 0.0 0.0 0.0

excluding Madeira and S. Maria (Azores)

off-shores 0.0 0.0 0.0 0.0 0.0 0.0

Portfolio investment 1.7 -0.1 1.6 5.7 -0.3 5.4

Financial derivatives -0.5 0.6 0.1 -3.9 4.1 0.2

Other investment 0.7 0.3 1.0 -1.2 -0.2 -1.4

Other Monetary Financial Institutions (a) 13.0 -3.8 (-5.8) 9.2 (7.2) -12.7 5.6 (8.6) -7.1 (-4.2)

Direct investment 0.4 -0.3 0.0 0.1 0.0 0.1

excluding Madeira and S. Maria (Azores)

off-shores 0.4 -0.3 0.0 0.1 0.0 0.1

Portfolio investment 7.3 -3.0 4.3 7.3 -8.6 -1.2

Financial derivatives -3.4 3.3 -0.1 -8.7 8.6 -0.1

Other investment 8.8 -3.8 (-5.9) 5.0 (2.9) -11.5 5.6 (8.5) -5.9 (-2.9)

Non-Monetary Financial Institutions 2.6 -1.6 1.0 3.3 4.0 7.2

Direct investment 0.4 -0.1 0.2 0.3 -0.1 0.2

excluding Madeira and S. Maria (Azores)

off-shores 0.4 -0.1 0.2 0.2 -0.1 0.1

Portfolio investment 2.6 -1.8 0.8 3.3 3.7 7.1

Financial derivatives -0.8 0.8 0.0 -0.3 0.3 0.0

Other investment 0.3 -0.4 -0.1 -0.1 0.0 0.0

Non-Financial Corporations and Households -0.1 -4.4 -4.5 -0.6 -0.6 -1.2

Direct investment 0.6 -2.0 -1.4 1.1 -0.8 0.3

excluding Madeira and S. Maria (Azores)

off-shores 0.7 -2.0 -1.2 0.6 -0.3 0.3

Portfolio investment -0.6 -0.6 -1.2 -0.6 0.0 -0.6

Non-financial corporations -0.6 -0.3 -0.9 -0.6 -0.2 -0.8

Households 0.0 -0.3 -0.3 0.0 0.2 0.2

Financial derivatives -0.3 0.3 0.1 -0.9 0.9 0.0

Other investment 0.1 -2.1 -2.0 -0.2 -0.7 -0.9

Errors and omissions 0.1 -0.4

Sources: INE and Banco de Por tu gal.
Notes: A (+) sign means an in crease in for eign li a bil i ties or a de crease in for eign as sets, i.e. a fi nan cial in flow. A (-) sign means a de crease in for eign li a bil i ties or an in crease in for eign as -
sets, i.e. a fi nan cial out flow. (a) The fig ures in brack ets in other in vest ment of mon e tary au thor i ties and of other mon e tary fi nan cial in sti tu tions are ad justed for tem po rary end-o f-year op er -
a tions be tween the two sec tors re versed on the first days of the subsequent year. 



a whole, the deficit of the current plus capital account was financed by a reduction of external assets of

approximately 13 per cent of GDP, and a fall of external liabilities of around 2 per cent of GDP.

In 2008, it should be stressed the reversal of the net financing flow of other monetary financial institu-

tions, i.e. net outflows of funds of 4.2 per cent of GDP, contrasting with net inflows of 7.2 per cent of

GDP in 2007. This reflected, mainly, a very significant reduction of loans or deposits in the Portuguese

banking system by non-residents. This evolution may, in part, be associated with the amortisation of

medium and long-term securities issued by subsidiaries and branches of Portuguese banks abroad.
58

Additionally, there was a significant increase in the Portuguese banking system’s net investments in

bonds and other medium and long term debt securities issued by non-residents, which may have been

associated with credit securitisation operations.
59

These operations made a positive contribution to in-

stitutions’ liquidity management, given that these securities are eligible as collateral in Eurosystem

monetary policy operations. Despite unfavourable conditions in access to financing in international

wholesale debt securities markets, other monetary financial institutions preserved some access to pri-

mary debt securities markets, particularly in the second quarter of the year, albeit with shorter maturi-

ties and higher costs. In fact, portfolio investment liability flows of other monetary financial institutions

amounted to 7.3 per cent of GDP in 2008, value similar to the previous year. At the same time, in a con-

text of disturbance in the functioning of the interbank money market and, in general, of the wholesale

debt market, banks seem to have concentrated there liquidity at the domestic level, leading to a

reduction of other investment assets, in contrast to the previous year.
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Chart 7.6

FINANCIAL ACCOUNT

Balance and flows by institutional sector
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Note: Figures for “Other investment” of Monetary Authorities and Other Financial Monetary Institutions are adjusted for temporary end-of-year operations between the two sectors, which

were reversed in the first few days of the following year.

(58) It should be remembered that the channelling of funds – obtained from the issuance of securities by subsidiaries and branches abroad – to their respective

parent companies is registered in Portugal’s financial account as an increase in liabilities of other investment by other financial monetary institutions,

corresponding to loans or deposits made by non-resident financial institutions with resident institutions.

(59) These operations are materialised in the issuance of securities by non-monetary financial institutions, which are typically underwritten by non-residents,

corresponding in the financial account to increases in portfolio investment liabilities of these institutions. In 2008, an amount of 4.9 per cent of GDP was

issued in securities under the scope of securitisation operations and acquired by non-residents, which compares with 1.7 per cent of GDP in the previous

year. Acquisitions by credit ceding banks (or by other resident banks usually belonging to the same banking group) of securities issued under the scope of

securitisation operations are recorded, in the financial account, as an increase in the investment portfolio assets of other financial monetary institutions, as

they correspond to acquisitions from non-resident institutions which initially acquired them. In this case, this does not signify a change in the type of bank

lending to resident sectors, which remains in the banks’ portfolios, although in the form of external securities values.



The above-men tioned fi nan cial as sets port fo lio re al lo ca tion by res i dents, which in volved sub stan tial

re demp tions of mu tual funds units and, con se quently, a re duc tion of in vest ment in se cu ri ties is sued by

non-res i dents by funds, is mir rored by a ma jor change of the role of non-mon e tary fi nan cial in sti tu tions

in fi nanc ing the bal ance, noted since the be gin ning of the in ter na tional fi nan cial mar kets cri sis in the

sum mer of 2007. It should be re mem bered that as part of par tic i pa tion in the euro area and in the con -

text of a par tic u larly fa vour able fi nan cial en vi ron ment in force for a very long pe riod up to the ap pear -

ance of the fi nan cial cri sis, in sti tu tional in ves tors, par tic u larly mu tual funds, took ad van tage of this

en vi ron ment to di ver sify their fi nan cial as sets port fo lios, grad u ally in creas ing the rel a tive im por tance of 

for eign se cu ri ties and thus con trib ut ing sig nif i cantly to the ac cu mu la tion of ex ter nal as sets. As op -

posed to 2007, when net out flows as so ci ated with port fo lio in vest ment of this sec tor amounted to 1.8

per cent of GDP (-8.0 per cent of GDP in the first half of 2007 and 4.3 per cent of GDP in the second

half), 2008 witnessed portfolio disinvestment of 3.7 per cent of GDP.

The net in flow of funds via non-res i dents’ ac qui si tion of gen eral gov ern ment debt was in 2008 sig nif i -

cantly up over the pre vi ous year, re flect ing to a large ex tent the di rect ac qui si tion of se cu ri ties is sued

by the Trea sury in the pri mary se cu ri ties mar ket, par tic u larly in the last quar ter of 2008. In turn, the re -

pay ment of short-term loans granted by non-res i dent fi nan cial in sti tu tions con trib uted to net outflows of 

funds in the first half of 2008.

In 2008, di rect in vest ment op er a tions cor re sponded to net in flows of 0.6 per cent of GDP, in con trast to

net out flows of 1.1 per cent of GDP in the pre vi ous year. This evo lu tion mainly re flected a sig nif i cant

de crease of Por tu guese di rect in vest ment abroad as a percentage of GDP.

The Por tu guese econ omy’s debtor po si tion vis-à-vis the rest of the world, as sessed by the in ter na -

tional in vest ment po si tion, con tinued to in crease, stand ing at 97.2 per cent of GDP in 2008, com pared

to 91.3 per cent in 2007 (Ta ble  7.3). The in crease in Por tu gal’s ex ter nal debtor po si tion has been es -

sen tially as so ci ated with the ac cu mu la tion of debt with non-res i dents, as the debt po si tion in the form

of di rect in vest ment and shares (net of Por tu gal’s ex ter nal in vest ment po si tion in the same in stru -

ments) has not been very significant (Chart 7.7).
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Chart 7.7

INTERNATIONAL INVESTMENT POSITION
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Table 7.3

INTERNATIONAL INVESTMENT POSITION

EUR millions As a percentage of GDP

2006 2007 2008 2006 2007 2008

End-of-period positions Transactions Price changes Exchange rate

changes

Other

adjustments

End-of-period

positions

End-of-period positions

International investment position -125 833 -148 974 -18 050 6 295 -464 -337 -161 531 -80.9 -91.3 -97.2

         Direct investment (a) -26 179 -32 339 -974 7 406 -170 82 -25 996 -16.8 -19.8 -15.6

         Portfolio investment (b) -25 786 -37 576 -13 821 -2 104 306 517 -52 678 -16.6 -23.0 -31.7

         Financial derivatives 181 82 -251 332 0 0 163 0.1 0.1 0.1

         Other investment (c) -81 553 -86 984 -3 084 0 -601 -936 -91 605 -52.5 -53.3 -55.1

         Reserve assets 7 504 7 843 79 662 1 0 8 585 4.8 4.8 5.2

By institutional sector of resident investor:

Monetary Authorities 15 370 16 894 -12 877 805 -12 -22 4 787 9.9 10.4 2.9

         Portfolio investment 10 692 9 656 3 841 147 -1 2 13 645 6.9 5.9 8.2

         Financial derivatives 0 0 3 -4 0 0 0 0.0 0.0 0.0

         Other investment -2 826 -605 -16 800 0 -12 -24 -17 442 -1.8 -0.4 -10.5

         Reserve assets 7 504 7 843 79 662 1 0 8 585 4.8 4.8 5.2

General Government -67 314 -72 275 -7 031 -2 882 261 2 -81 925 -43.3 -44.3 -49.3

         Direct investment 118 101 0 0 -1 0 100 0.1 0.1 0.1

         Portfolio investment -70 880 -72 396 -8 976 -3 203 174 -1 -84 402 -45.6 -44.4 -50.8

         Financial derivatives -59 -57 -333 321 0 0 -69 0.0 0.0 0.0

         Other investment 3 506 77 2.279 0 87 3 2 446 2.3 0.0 1.5

Other Monetary Financial Institutions -78 756 -93 970 11 846 3 071 -277 252 -79 079 -50.7 -57.6 -47.6

         Direct investment 1 450 1 865 -206 -688 -269 -26 677 0.9 1.1 0.4

         Portfolio investment 7 496 -588 2 077 3 913 74 -256 5 220 4.8 -0.4 3.1

         Financial derivatives 296 186 173 -155 0 0 204 0.2 0.1 0.1

         Other investment -87 998 -95 433 9 802 0 -82 534 -85 179 -56.6 -58.5 -51.3

Non-monetary financial institutions 30 620 27 680 -12 041 -6 612 -2 -89 8 936 19.7 17.0 5.4

         Direct investment -5 335 -6 294 -335 4 1 -46 -6 670 -3.4 -3.9 -4.0

         Portfolio investment 36 584 33 800 -11 727 -6 727 7 471 15 823 23.5 20.7 9.5

         Financial derivatives -55 -50 -61 111 0 0 0 0.0 0.0 0.0

         Other investment -575 224 81 0 -10 -513 -218 -0.4 0.1 -0.1

Non-financial corporations and households -25 754 -27 304 2 052 11 915 -433 -479 -14 251 -16.6 -16.7 -8.6

         Direct investment -22 413 -28 012 -433 8 089 99 154 -20 103 -14.4 -17.2 -12.1

         Portfolio investment -9 678 -8 048 964 3 767 52 301 -2 964 -6.2 -4.9 -1.8

         Financial derivatives -1 3 -33 58 0 0 28 0.0 0.0 0.0

         Other investment 6 339 8 753 1 554 0 -584 -934 8 788 4.1 5.4 5.3

Sources: INE and Banco de Por tu gal.
Notes: (a) In cludes quar terly es ti mates cal cu lated by Banco de Por tu gal based on the ac cu mu la tion of monthly flows and on the lat est an nual data ob tained from Di rect In vest ment Sur veys. (b) In cludes quar terly es ti mates cal cu lated by Banco de Por tu gal based on the ac cu mu la tion of monthly flows and on the lat est an nual data
ob tained from the “Sur vey on stocks of for eign se cu ri ties held by res i dents”. (c) In cludes, in some com po nents, quar terly es ti mates cal cu lated by Banco de Por tu gal based on accumulation of monthly flows.



The wors en ing of the in ter na tional in vest ment po si tion (5.9 p.p. of GDP) was lower than the bal ance on 

the fi nan cial ac count (10.9 per cent of GDP) chiefly as a re sult of changes in the value of for eign di rect

in vest ment in Por tu gal. This re sulted from the high level of de pre ci a tion of GALP, whose quo ta tion de -

creased by around 60 per cent be tween De cem ber 2007 and De cem ber 2008 and whose cap i tal is

ma jor ity owned by non-res i dents (around 66 per cent). 

8. CONCLUSION

The cur rent world wide re ces sion ary pe riod whose depth and per sis tence is un par al leled over the last

de cades, has cre ated im por tant chal lenges for mon e tary and bud get ary au thor i ties glob ally. Since the

erup tion of the fi nan cial cri sis in sum mer 2007, the au thor i ties have im ple mented a di ver si fied set of

pol i cies, oc ca sion ally un con ven tional, to sta bi lise fi nan cial mar kets and stim u late eco nomic ac tiv ity.

Gov ern ments have, in par tic u lar, ini ti ated large scale bud get stim u lus programmes, cen tred on pub lic

rev e nues and ex pen di tures, im ply ing a sub stan tial de te ri o ra tion of pro jected bud get bal ances for

2009. In a con text such as the pres ent, char ac ter ised by a grow ing de te ri o ra tion of the mac ro eco nomic 

en vi ron ment and an ever in creas ingly di ver si fied re ac tion from the au thor i ties and in greater

magnitude, reference should be made to several relevant principles in this respect.

Firstly, his tor i cal ev i dence sug gests that the sta bili sa tion of the fi nan cial sys tem is a pre req ui site for the 

res o lu tion of sit u a tions char ac ter ised by the con ju gated oc cur rence of fi nan cial and eco nomic cri ses.

This ev i dences the im por tance for eco nomic growth of the main te nance of credit flows di rected to sol -

vent eco nomic agents and with prof it able in vest ment pro jects. This prin ci ple has underlied a  vast

range of in ter ven tions by the au thor i ties, among which par tic u lar ref er ence should be made to the ex -

traor di nary li quid ity man age ment mea sures taken by the mon e tary au thor i ties, the state guar an tees

on bank de pos its, the state guar an tees on new debt se cu ri ties is su ances by fi nan cial in sti tu tions, the

vol un tary re capi ta li sa tion programmes and the in jec tions of pub lic cap i tal in dis tressed fi nan cial in sti tu -

tions. It should, how ever, be noted that sev eral of these mea sures im plied a trans fe r of risk from fi nan -

cial in sti tu tions to the state. In such a con text, the need to ensure a sustainable situation with regard to

the public finances in the long term is reinforced.

Sec ondly, there is a high level of het er o ge ne ity be tween the sev eral coun tries re gard ing their ma -

noeuv ring space for im ple ment ing sig nif i cant dis cre tion ary bud get mea sures. In par tic u lar, in the cur -

rent con text of dif fi cul ties in ac cess to ex ter nal fund ing and dif fer en ti a tion of costs in terms of the

is su ance of sov er eign debt, the said ma noeuv ring space is cru cially de pend ent on the as sess ment of

the sustainability of the pub lic fi nances. In Por tu gal, this di men sion sug gests the need for pru dence

and cri te rion in the im ple men ta tion of any ad di tional dis cre tion ary mea sures. In this per spec tive, it

should be stressed that ac cord ing to Banco de Por tu gal es ti mates, the gen eral gov ern ment struc tural

def i cit was 4.6 per cent of trend GDP in 2008, with a new in crease be ing ex pected in 2009, in a con text

of an ex pan sion ary ori en ta tion of bud get pol icy in ac cor dance with the lat i tude es tab lished in the Sta bil -

ity and Growth Pact. Such high levels sug gest the need to draw up a cred i ble strat egy in ad vance

which en sures the re sump tion of a sus tained trajectory of budget consolidation after the current period

of a strong contraction of economic activity.

Fi nally, pol icy mea sures should mini mise dis tor tions on the in cen tives to eco nomic agents which

weaken the econ omy’s struc tural frame work. This would be the case for ex am ple of pol i cies de signed

to in crease the de gree of autarky of the econ omy, via the am pli fi ca tion of bar ri ers to the cir cu la tion of

peo ple, cap i tal, goods or ser vices. Sim i larly, un con di tional fi nan cial sup port to spe cific sec tors of ac tiv -

ity or firms may, in cer tain cases, dis tort the in cen tives for a nec es sary cor po rate re struc tur ing, en cour -

ag ing the in ef fi cient allocation of resources in an intertemporal perspective.

Banco de Por tu gal | Eco nomic Bul le tin

Spring 2009 | Eco nomic Pol icy and Sit u a tion

76



Ow ing to the na ture and the com bi na tion of shocks which are cur rently af fect ing the world econ omy –

and not with stand ing the strong re sponse of mon e tary and bud get ary pol i cies – a more se vere, per sis -

tent and com pre hen sive con trac tion than in pre vi ous re ces sion ary pe ri ods is fore see able. A small

open econ omy such as the Por tu guese will tend to share the main cy cli cal char ac ter is tics ob served in

the econ o mies with which it is strongly in te grated in eco nomic and fi nan cial terms. It should, how ever,

be stressed that the pol i cies fur thered and the re ac tion of na tional eco nomic agents dur ing the course

of this eco nomic and fi nan cial cri sis will con di tion the Por tu guese econ omy’s ca pac ity, af ter the cri sis

has ended, to once again achieve a level of sus tained eco nomic growth which en sures a re turn to the

real con ver gence pro cess to wards av er age in come levels in the euro area. Ac cord ingly, it is im por tant,

in this re ces sion ary pe riod, to guar an tee a trend wage evo lu tion, in ag gre gate terms, in line with the av -

er age growth of pro duc tiv ity, to re main com mit ted to im prov ing the skills of the work ing pop u la tion and

the youn ger gen er a tions, not to in tro duce sig nif i cant, per ma nent dis tor tions on the al lo ca tion of the

econ omy’s pro duc tive fac tors and, in gen eral, com mit to im prov ing the economy’s institutional

environment, namely in terms of its judicial system and the functioning of labour and product markets.
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Box 1: Interim update of macroeconomic projections for 2009

Dur ing the course of 2008, the in ter na tional en vi ron ment of the Por tu guese econ omy was marked by a pro gres sive 

in ten si fi ca tion of the fi nan cial cri sis and its grow ing in ter ac tion with the evo lu tion of global eco nomic ac tiv ity. This

in ten si fi ca tion was par tic u larly felt since Sep tem ber and orig i nated a sig nif i cant con trac tion of eco nomic ac tiv ity in

most de vel oped econ o mies and an eco nomic slow down in emerg ing mar kets, ac com pa nied by a sharp fall in in ter -

na tional trade in the fourth quar ter of 2008 which is ex pected to have per sisted at the be gin ning of 2009. Ad di tion -

ally, in a con text of high levels of un cer tainty and risk aver sion, global growth pros pects have been mark edly

re vised down ward. These de vel op ments were sig nif i cantly more un fa vour able than those es ti mated and pro jected

on the ba sis of the in for ma tion avail able at the end of 2008 and cor re spond to the ma teri ali sa tion, at a higher than

an tic i pated mag ni tude, of the down ward risk fac tors on eco nomic ac tiv ity and in fla tion iden ti fied in the pro jec tions

pub lished in the Eco nomic Bul le tin - Win ter 2008. In this frame work, the fol low ing box up dates the mac ro eco nomic

pro jec tions of Banco de Por tu gal for 20091.  

The in for ma tion for the fourth quar ter of 2008, pub lished by the Sta tis tics Por tu gal (INE) in mid-March 2009, in di -

cated a sub stan tially lower than pro jected growth of eco nomic ac tiv ity. Cur rent es ti mates point to a stag na tion of

GDP in 2008, in com par i son to the growth of 0.3 per cent es ti mated in the Eco nomic Bul le tin - Win ter 2008 (Ta ble

1). The re vi sion re flects es sen tially a larger fall of ex ports and in vest ment at the end of 2008, in a con text in which

the main te nance of a sit u a tion of tur moil in fi nan cial mar kets is sig nif i cantly af fected on the con fi dence of eco nomic

agents at the global level, de ter min ing the post pone ment of ex pen di ture de ci sions. The Por tu guese econ omy is

par tic u larly vul ner a ble to the evo lu tion of the in ter na tional eco nomic situation owing to its high level of economic

and financial integration.

The down ward re vi sion of growth pros pects for the world econ omy, this year, will im ply a re duc tion in the ex ter nal

de mand ad dressed to Por tu guese com pa nies sig nif i cantly higher than as sumed in the Win ter Eco nomic Bul le tin of

2008 (Ta ble 2). This up date is based on the in for ma tion un der pin ning the pro jec tion of Eu ro pean Cen tral Bank

(ECB) staff, pub lished in the ECB’s Monthly Bul le tin of March 2009, up dated with the pro jec tions re cently pub lished 
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Table 1

PROJECTIONS OF BANCO DE PORTUGAL: 2009

Rate of change, per cent

Weights

2008

Current projection EB Winter 2008 Revision

2008  2009  2008  2009  2008  2009  

Gross domestic product 100.0 0.0   -3.5   0.3   -0.8   -0.3   -2.7   

Private consumption 66.5 1.7   -0.9   1.4   0.4   0.3   -1.3   

Public consumption 20.7 0.5   0.4   0.2   -0.1   0.3   0.5   

Gross fixed capital formation 21.7 -1.7   -14.4   -0.8   -1.7   -0.9   -12.7   

Domestic demand 109.5 0.9   -3.5   1.0   0.0   -0.1   -3.5   

Exports 32.8 -0.4   -14.2   0.6   -3.6   -1.0   -10.6   

Imports 42.2 2.1   -11.7   2.4   -1.0   -0.3   -10.7   

Contribution to GDP growth  (in p.p.)

Net exports -1.0   0.3   -0.8   -0.8   -0.2   1.1   

Domestic demand 1.0   -3.9   1.1   0.0   -0.1   -3.9   

  of which: changes in in ven to ries 0.2   -0.2   0.3   0.1   -0.1   -0.3   

Current and capital account  (% of GDP) -10.5   -7.9   -9.0   -7.9   -1.5   0.0   

Goods and services account (% of GDP) -8.9   -6.6   -8.0   -7.0   -0.9   0.4   

Harmonised Index of Consumer prices 2.7   -0.2   2.7   1.0   0.0   -1.2   

Note: Re vi sion in per cent age points.

(1) The current projections have been produced on the basis of information available up to the end of March 2009.



by the OECD. In this con text, the cur rent pro jec tion con sid ers a fall of ap prox i mately 13 per cent in the ex ter nal de -

mand ad dressed to Por tu guese com pa nies in 2009 (-2.5 per cent in the Winter Economic Bulletin of 2008).

In ad di tion, the tech ni cal as sump tions con sid ered are also those un der pin ning the pro jec tion pub lished in the

ECB’s Monthly Bul le tin of March 2009. The as sump tions point to a very sig nif i cant re duc tion of short-term in ter est

rates, and to a de pre ci a tion of the euro in ef fec tive terms of around 2.5 per cent (12 per cent against the US dol lar).

As re gards the evo lu tion of oil prices, the cur rent as sump tions point to a large drop of the av er age an nual value, of

around 100 dol lars in 2008 to close to 50 dol lars in 2009 (cor re spond ing to a re duc tion of around 65 eu ros in 2008

to 38 eu ros in 2009). The cur rent pro jec tion also con sid ers the le gally ap proved or suf fi ciently spec i fied fis cal stim -

u lus mea sures, in line with the usual procedures of the projection exercises of the Eurosystem.

Avail able in di ca tors for the first months of 2009 point to the main te nance of a fall of de mand in in ter nal and ex ter nal

mar kets. In par tic u lar, qual i ta tive in di ca tors in di cate a re duc tion to his tor i cally min i mum levels of con sumer con fi -

dence, pro duc tion ex pec ta tions in in dus try and ex port or der books in the man u fac tur ing in dus try (see “Box 4 The

recent evolution of qualitative indicators). These in di ca tors, in con junc tion with avail able quan ti ta tive in di ca tors,

sug gest a neg a tive evolution of economic activity in the first quarter of 2009.

The cur rent pro jec tion points to a sit u a tion in which the stag na tion of GDP, in real terms, in 2008, will be fol lowed by

a con trac tion of 3.5 per cent in 2009. This evo lu tion trans lates a pro jected fall both in do mes tic de mand and ex -

ports, also ac com pa nied by a pro nounced re duc tion of imports (Table 1). 

Pri vate con sump tion is pro jected to de crease 0.9 per cent in 2009, re flect ing a sig nif i cant drop in ex pen di ture with

the ac qui si tion of du ra ble goods, as well as a slow down of ex pen di ture in non-du ra ble goods. In a con text of a par -

tic u larly fa vour able evo lu tion of real dis pos able in come, ben e fit ing from the stag na tion of con sumer prices, this

evo lu tion is marked by a de te ri o ra tion of la bour mar ket con di tions, in ad di tion to the greater un cer tainty over fu ture

levels of in come and house hold wealth, which will tend to in duce the post pone ment of con sump tion de ci sions, par -

tic u larly the ac qui si tion of du ra ble goods. Ad di tion ally, not with stand ing the fall in in ter est rates as sumed in this pro -

jec tion, the more re stric tive bank cri te ria re gard ing new loans, in ad di tion to the in crease in bank spreads, re flect ing 

the higher credit risk and the high bank fi nanc ing costs in whole sale mar kets, will also particularly contribute to the

projected evolution of durable goods consumption. 

In terms of in vest ment, the cur rent pro jec tion in cludes a con trac tion of close to 15 per cent, re flect ing the large fall

in pri vate in vest ment, as pub lic in vest ment is ex pected to in crease. The fall in pri vate in vest ment re flects a sim i lar

evo lu tion of the busi ness and res i den tial com po nents. Against a back ground of high un cer tainty over the pros pects 

of fu ture de mand (both in the do mes tic mar ket as in the case of Por tu gal’s ex port mar kets), in creased re stric tive -

ness levels in the na tional bank ing sys tem’s fi nanc ing terms, not with stand ing a sharp fall in in ter est rates, and high
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Table 2

UNDERLYING ASSUMPTIONS OF THE PROJECTION

Current projection EB Winter 2008 Revision(a)

2008 2009 2008 2009 2008 2009

External demand  yoy 1.5  -12.9  2.5  -2.5  -1.0  -10.4  

Interest rate 

Short term % 4.6  1.8  4.6  2.6  0.0  -0.8  

Long term % 4.5  4.4  4.5  4.4  0.0  0.0  

Exchange rate  (+ = appreciation)

Effective Portugal yoy 4.8  -2.4  4.3  -3.8  0.5  1.4  

Euro-dollar aal 1.47  1.29  1.47  1.28  0.0  0.0  

Price of oil

US dollars aal 98.0  49.3  98.7  56.5  -0.7  -12.7  

euros aal 65.8  38.2  66.5  44.3  -1.1  -13.8  

Notes: Yoy, year-on-year rate of change; %, as a per cent age; aal, av er age an nual level. (a) Re vi sions of ex ter nal de mand and in ter est rates and nom i nal ex change rates are ex pressed
iin per cent age points with the rest be ing ex pressed as a percentage.



levels of un cer tainty over house hold earn ings pros pects, it is likely that the private sector will postpone investment

decisions.

Cur rent pro jec tions point to a re duc tion of around 14 per cent in ex ports in 2009 (fol low ing the stag na tion es ti mated

in 2008), in line with the col lapse of in ter na tional trade that oc curred since the last quar ter of 2008. The pro jected

evo lu tion of ex ports is heavily con tin gent upon the con trac tion of world eco nomic ac tiv ity and by its im pact on the

in ter na tional trade in goods. The Por tu guese econ omy will also tend to be par tic u larly pe nal ised by ex ports of tour -

ism ser vices, to the ex tent that the cur rent in ter na tional fi nan cial cri sis has par tic u larly af fected the most relevant

markets for the Portuguese economy.

In the cur rent sce nario, char ac ter ised by a strong fall in global de mand and, par tic u larly, in its com po nents with

higher im port con tent, a con trac tion of more than 10 per cent in im ports is an tic i pated. This evo lu tion of the vol ume

of im ports, in con junc tion with the marked fall in the price of oil and in in ter est rates, in a con text of the an tic i pated

main te nance of the terms of trade in non-en ergy goods, is likely to im ply a re duc tion of the Por tu guese econ omy’s

ex ter nal bor row ing re quire ments to around 8 per cent in 2009 (10.5 per cent in 2008), not with stand ing the

significant reduction in the volume of exports.

The cur rent pro jec tion points to a re duc tion of the Har mo nised In dex of Con sumer Prices (HICP) of 0.2 per cent in

2009, af ter an in crease of 2.7 per cent in 2008. Ac cord ing to the avail able in for ma tion, this re duc tion in the over all

con sumer price in dex is dif fer ent from a sit u a tion of de fla tion to the ex tent that it trans lates a tem po rary re duc tion

that is highly con di tioned by the evo lu tion of the prices of en ergy goods, which are ex pected to re cord a large fall.

The prices of other goods and ser vices, which rep re sent around 90 per cent of the HICP ref er ence bas ket, are

likely to con tinue to show pos i tive growth. It should be stated that, how ever, the cur rent pro jec tion points to a re duc -

tion of the rate of growth of these prices to close to 1 per cent in 2009 (2 per cent in 2008). In a con text of a strong

con trac tion in de mand, this evo lu tion of the prices of non-en ergy goods and ser vices is likely to re flect nar row ing

profit mar gins, in a con text of stag nant im port prices of non-en ergy goods and high growth of unit la bour costs in the 

pri vate sec tor, notwithstanding the projected slowdown of nominal wages in this sector.

The un prec e dented mag ni tude and na ture of this re ces sion ary pe riod can be put into per spec tive by a com par i son

with pre vi ous re ces sion ary pe ri ods (Chart 1). The last 30 years wit nessed 3 re ces sion ary ep i sodes, be sides the

pres ent one, and none of them re corded a con trac tion of more than 1 per cent of GDP. The anal y sis of the pro jected 

evo lu tion of the global de mand com po nents makes it pos si ble to con clude that this re ces sion com prises an un par -

al leled fall in ex ports and in vest ment in com par i son to the oth ers. This evo lu tion of in vest ment and ex ports trans -

lates, on the one hand, the strong im pact of the fi nan cial cri sis and its in ter ac tion with the de te ri o ra tion of eco nomic

ac tiv ity and, on the other, the global na ture of the cur rent con trac tion and its im pact on in ter na tional trade flows. On

the con trary, the pro jected evo lu tion of con sump tion is very sim i lar to that reg is tered in pre vi ous in stances and is

sup ported by an ac cel er a tion of real dis pos able income in contrast with a fall or stagnation of this variable in

previous recessionary episodes.
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Chart 1

EVOLUTION OF GDP AND EXPENDITURE IN RECESSIONARY PERIODS

Average annual rate of change
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Box 2: Recent consumer price developments and deflation risks in the euro area

The last few months of 2008 and early 2009 wit nessed a rel a tively rapid de celer ation of con sumer prices in the

main ad vanced econ o mies, in clud ing the euro area. This evo lu tion re sulted mainly from the sig nif i cant de cline in

in ter na tional oil prices and in sev eral food prices. The aim of this box is to as sess the cur rent de vel op ments of con -

sumer prices in the euro area and the prob a bil ity of the oc cur rence of a deflationary situation.

The eco nomic def i ni tion of de fla tion ap plies to a sit u a tion in volv ing a per sis tent and gen er al ised fall in price levels.

In this con text, price re duc tions in spe cific sec tors of the econ omy and/or a tem po rary fall in the over all price level

can not be qual i fied as de fla tion. The eco nomic costs of de fla tion are es sen tially con tin gent upon the shock caus ing 

the gen er al ised fall in prices. Ep i sodes of de fla tion at a time of eco nomic growth have been ob served in the past1.

In such cases, de fla tion prob a bly re sulted from a pos i tive sup ply shock char ac ter ised by an in crease in pro duc tive

ca pac ity, pro duc tiv ity gains and/or an in crease in in ter na tional com mer cial flows. In the case of a neg a tive shock on 

ag gre gate de mand, as in the cur rent sit u a tion, de fla tion can have very ad verse ef fects, con trib ut ing to wards an

am pli fi ca tion of the eco nomic re ces sion2. 

One of the im pli ca tions of the gen er al ised fall in price levels in a con text of lower de mand is an in crease in debt in

real terms, con trib ut ing to in creased de fault rates on fi nan cial com mit ments by house holds and firms and, con se -

quently, to a de te ri o ra tion of the bal ance sheets of fi nan cial in sti tu tions. The econ omy’s fi nanc ing con di tions can,

ac cord ingly, be come more re stric tive which will, in turn, con trib ute to lower ag gre gate de mand. This de fla tion-debt

spi ral can be mag ni fied in a con text of fall ing as set prices, to the ex tent that the value of the col lat eral for al ready

ex ist ing loans is lower, in creas ing the like li hood of de fault by house holds and firms. A sec ond ef fect, de riv ing from a 

de fla tion ary sit u a tion is re lated with the ex is tence of wage ri gid ity which, by pre vent ing a re duc tion of nom i nal

wages ac cord ing to the con di tions pre vail ing in the la bour mar ket, con trib utes to a fur ther in crease in un em ploy -

ment af ter a de mand shock. Fi nally, ex pec ta tions of eco nomic agents re gard ing fu ture in fla tion also play an im por -

tant role in this type of ep i sode. The in cor po ra tion of a gen er al ised and sub stan tial fall in prices in the ex pec ta tions

of eco nomic agents may lead to a re-as sess ment of agents’ ex pec ta tions re gard ing fu ture de mand and in come

and, con se quently, of their con sump tion ex pen di ture. This pro cess may sig nif i cantly compromise the effectiveness 

of economic policy measures to boost demand and counteract the fall in prices, particularly that of monetary policy.

Euro area in fla tion, mea sured by the year-on-year change of the Har mo nised In dex of Con sumer Prices (HICP),

de clined from a his tor i cal max i mum of 4 per cent in mid 2008 to 1.2 per cent in Feb ru ary 2009. The same pe riod

also wit nessed a sharp de celer ation in sev eral food and en ergy prices, which had been ris ing since mid 2007. Ex -

clud ing food and en ergy, the year-on-year change in the HICP has re mained rel a tively sta ble, at close to 1.8 per

cent (Chart 1), which sug gests that the evo lu tion of the to tal HICP was, to a large ex tent, con di tioned by the be hav -

iour of spe cific prices. It should be noted, how ever, that the ex is tence of down ward pres sures on prices as so ci ated

with the lagged ef fects of the sharp re duc tion in food and en ergy prices in the recent past should not be excluded.

For a more de tailed as sess ment of the level of gen er ali sa tion of price re duc tions, an anal y sis of the monthly dis tri -

bu tion of the year-on-year rate of change of the prices of goods and ser vices in cluded in the HICP was per formed,

with the ob jec tive of pro vid ing a better char ac teri sa tion of its evo lu tion. On ac count of the rel a tively rapid re duc tion

of in fla tion over the last months it is in ter est ing to as sess the evo lu tion of the pro por tion of com po nents of the HICP

with neg a tive year-on-year growth. Ac cord ing to the dis tri bu tion of the year-on-year change of the prices of the

HICP com po nents, the pro por tion of com po nents with a year-on-year change of less than zero in creased sig nif i -

cantly rel a tively to mid 2008 (Chart 2). It should, how ever, be noted that a sub stan tial part of this in crease is likely to

be tem po rary, as it is re lated with a down ward cor rec tion of sev eral pro cessed food and fuel prices, which grew by

more than 5 per cent in first half 2008. Most of the re main ing prices of goods and ser vices in cluded in the HICP con -

tinued to re cord pos i tive year-on-year growth, with a slight in crease in the pro por tion of the com po nents with

growth rates be tween 1 and 4 per cent. Ref er ence should also be made to the fact that the weight of com po nents
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(1) For example, at the beginning of the 20th century, prices fell at a moderate rate between 1925 and 1929 in most industrialised countries, while activity grew at a sustained pace. 

(2) An example of this type of episode in the most recent period is that of Japan, where the fall in prices was accompanied by weak growth over a large part of the last decade.



with year-on-year changes of more than 2 per cent was around 50 per cent in February 2009, in line with the aver-

age since the beginning of the period under analysis
3
.
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Chart 1

HARMONISED INDEX OF CONSUMER PRICES
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Chart 2

EMPIRICAL DISTRIBUTION OF YEAR-ON-YEAR RATES OF CHANGE OF TOTAL HICP COMPONENTS

0

5

10

15

20

25

30

35

Jun-07 Jun-08 Feb-09

W
e

ig
h

te
d

fr
e

q
u

e
n

c
y

<0 0 to 1 1 to 2 2 to 3

3 to 4 4 to 5 >=5

Note: Empirical distribution obtained by the use of non-parametric methods, notably a

Gaussian kernel weighting the diverse components by their respective weight in the total

basket.

Sources: Eurostat and Banco de Portugal calculations.

0.0

0.1

0.2

0.3

-20 -10 0 10 20
Ratesofchange

February2009 June2008 June2007

Total HICP y-o-yrc

June 2007: 1.9%

June 2008: 4%

February 2009: 1.2%

(3) The sectional analysis of the year-on-year change in the HICP used the most detailed breakdown available, which includes 93 components, for the January 2002 to February 2009

period.



With the ob jec tive of pro vid ing a more de tailed char ac teri sa tion of the dis tri bu tion of con sumer prices, mea sures of

skew ness and of the thick ness of the dis tri bu tion tails (kurtosis) were also cal cu lated (Chart 3). As re gards skew -

ness4, the dis tri bu tion is cur rently neg a tively asym met ric, which means that there is a greater prob a bil ity as so ci -

ated with year-on-year changes higher than the weighted av er age of the prices of the com po nents, i.e. to tal HICP,

rather than the op po site. The kurtosis mea sure5 tells us that the dis tri bu tion is char ac ter ised by hav ing heavy tails,

which in creases the prob a bil ity of the occurrence of extreme component changes.

Sum ming up, the anal y sis of the monthly dis tri bu tion of the year-on-year rate of change of goods and ser vices

prices in the euro area sug gests that the in crease of the pro por tion of the com po nents with neg a tive changes is

con cen trated in the prices of spe cific goods and that there is a rel a tive de gree of het er o ge ne ity in the be hav iour of

prices across HICP com po nents. Thus, the cur rent sit u a tion can not be clas si fied as de fla tion ary, ac cord ing to the

def i ni tion provided at the beginning of this box.

Look ing ahead, and ac cord ing to Eu ro pean Cen tral Bank (ECB) staff mac ro eco nomic pro jec tions for the euro area

re leased in March6, the ex pected evo lu tion of the in ter na tional com mod ity prices and the de te ri o ra tion of the eco -

nomic out look are likely to trans late into a re duc tion of the euro area av er age an nual HICP change from 3.3 per

cent in 2008 to be tween 0.1 and 0.7 per cent in 2009. Ac cord ing to these pro jec tions, in 2010 in fla tion is ex pected

to in crease to between 0.6 and 1.4 per cent. 

In the cur rent con text of a global eco nomic and fi nan cial cri sis, there re mains a high level of un cer tainty over both

the mag ni tude and per sis tence of the cur rent global re ces sion and its ef fects on con sumer prices. Against this

back ground, there are some non-neg li gi ble down ward risks to prices in the euro area. In such cir cum stances, the

prob a bil ity of the oc cur rence of a de fla tion ary sit u a tion de pends cru cially upon the evo lu tion of in fla tion ex pec ta -

tions in the me dium to lon ger term, which are, in turn, as so ci ated with the cred i bil ity of the mon e tary au thor ity in en -

sur ing me dium-term price sta bil ity. In this con text, it must be noted that, ac cord ing to the most re cent in for ma tion,

euro area me dium and long-term in fla tion expectations remain anchored at around 2 per cent (Chart 4).
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(4) The measure used is calculated as m m3 2

3 2 , where m k  is the central moment of order k.4444455555555444

(5) The measure used is calculated as  ( )m m
4 2

2 3- , where m k  is the central moment of order k, which indicates an excessive kurtosis relative to the normal distribution. A positive

value represents a distribution with a greater probability density concentrated at the tails than a normal distribution. 5555566666666555

(6) See ECB Monthly Bulletin, March 2009.
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Chart 4

MEDIUM AND LONG TERM INFLATION
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Box 3: Fiscal prospects 

The Jan u ary 2009 Sta bil ity Programme up dated the me dium term Por tu guese fis cal pol icy guide lines, un der the

Sta bil ity and Growth Pact. Its date of pre sen ta tion, a lit tle later than usual, was con di tioned by the Amend ment to

the State Bud get for 2009, which was also pub lished in mid Jan u ary. The pack age of fis cal stim u lus mea sures

adopted to coun ter the eco nomic cri sis is one of the es sen tial el e ments of both doc u ments. Ac cord ing to data re -

cently com piled in the frame work of the ex ces sive def i cit pro ce dure, the gen eral gov ern ment def i cit in na tional ac -

counts stood at 2.6 per cent of GDP in 2008, 0.4 p.p. higher than the of fi cial tar get. It should be pointed out,

how ever, that the 2008 bud get ary out come was cru cially in flu enced by a size able amount of temporary measures,

which have reached 1.1 per cent of GDP.

The fig ures for the main bud get ary in di ca tors in cluded in this Programme up date are set out in Ta ble 1. Ref er ence

should be made to the highly sig nif i cant in crease in the def i cit for 2009, to 3.9 per cent of GDP, ow ing to the de te ri o -

ra tion of the mac ro eco nomic sce nario and im ple men ta tion of an im por tant set of fis cal stim u lus mea sures, whose

ef fects on pub lic ac counts will, ac cord ing to of fi cial es ti mates, to tal 1.2 per cent of GDP in 2009 (0.8 per cent re sult -

ing from the pack age ap proved in De cem ber and 0.4 per cent from the adop tion of sev eral mea sures since mid

2008). These mea sures are con sis tent with the Eu ro pean Eco nomic Re cov ery Plan agreed in De cem ber 2008 at

the Eu ro pean Coun cil, which rec om mended a care ful de sign of the fis cal stim u lus based on the fol low ing guide -

lines: i) be timely, tem po rary, tar geted and co or di nated; ii) mix in stru ments on the rev e nue and ex pen di ture sides;

iii) be con ducted within the Sta bil ity and Growth Pact. In the case of Por tu gal, the mea sures were fo cused on pub lic 

in vest ment, as sis tance to com pa nies and ex ports, em ploy ment sup port and so cial pro tec tion, gen er ally com ing

un der the guide lines of the Eu ro pean Com mis sion re gard ing the con tents of anti-cri sis bud get ary pack ages. The

Programme as sumes a def i cit re duc tion to 2.9 and 2.3 per cent of GDP in 2010 and 2011, as a re sult of some re -

cov ery of eco nomic ac tiv ity, the van ish ing, es sen tially in 2010, of the ef fect on the def i cit of the fis cal stim u lus mea -

sures and ad di tional gains from the im ple men ta tion of reforms in previous years. The Programme forecasts an

increase in the debt ratio up to 2010, then falling slightly in 2011 to 70 per cent.

The more de tailed fis cal pro jec tions in cluded in the Programme are set out in Ta ble 2. Ref er ence should be made

to the sig nif i cant in crease in to tal ex pen di ture as a ra tio to GDP (3.6 p.p.) in 2009, es sen tially ow ing to the fore cast

evo lu tion of so cial pay ments, sub si dies and cap i tal ex pen di ture. The for mer re flects the growth of ex pen di ture on

pen sions, the ef fect of the eco nomic cy cle on un em ploy ment ben e fit out lays and the im pact of sev eral stim u lus

mea sures. The be hav iour of sub si dies and in vest ment fun da men tally de rive from the anti-cri sis mea sures. The

other cap i tal ex pen di ture is af fected by the as sumed ab sence of tem po rary mea sures of the same kind of those im -

ple mented in 2008 (which, in na tional ac counts, are re corded as dis pos als of non-pro duced non-fi nan cial as sets).
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Table 1

MAIN FISCAL INDICATORS IN THE STABILITY PROGRAMME UPDATE

As a percentage of GDP

2008 2009 2010 2011

Overall general government balance -2.2 -3.9 -2.9 -2.3 

Primary balance 0.8 -0.6 0.4 1.1 

Overall structural balance (a) -2.2 -3.3 -2.1 -1.7 

   Change 0.5 -1.1 1.2 0.4 

Primary structural balance (a) 0.9 0.0 1.2 1.7 

   Change 0.8 -0.9 1.2 0.5 

Public debt 65.9 69.7 70.5 70.0 

Source: Sta bil ity Programme-Jan u ary 2009.
Note: (a) Cor re sponds to the cy cli cally ad justed, as the Sta bil ity Programme up date does not iden tify tem po rary measures.



The growth of to tal rev e nue as a per cent age of GDP by 2 pp in a con text of quasi-sta bili sa tion of the fis cal bur den,

ow ing to the as sump tion made on the evo lu tion of other cur rent rev e nue and cap i tal rev e nue, should also be men -

tioned. The de crease in the def i cit pro jected for 2010 and 2011 is es sen tially based on the re duc tion of sev eral ex -

pen di ture head ings, particularly subsidies and investment in 2010 and, to a lesser extent, compensation of

employees in both years. 

The Eu ro pean Com mis sion’s In terim Fore casts of last Jan u ary pre sented a more un fa vour able evo lu tion of pub lic

ac counts in Por tu gal, in 2009 and 20101, partly as a re sult of a sharper de te ri o ra tion in the mac ro eco nomic sce -

nario (Ta ble 3). Ref er ence should be made to the fact that the most re cent de vel op ments have made both es ti -

mates to the change in eco nomic ac tiv ity in 2009 out dated (see “Box 1 Interim update of macroeconomic

projections for 2009”), the same hap pen ing with fis cal pro jec tions. Fur ther, the as sess ment of the struc tural po si -

tion of pub lic fi nances in 2008 is neg a tively af fected by the iden ti fi ca tion of tem po rary mea sures of a con sid er able

mag ni tude. Also ac cord ing to the Com mis sion, the im pact of re forms im ple mented in pre vi ous years, in par tic u lar

the re form of pub lic ad min is tra tion, could be less sig nif i cant than pro jected in the Programme. Not with stand ing this

less fa vour able pros pect, the Com mis sion in its as sess ment of the Sta bil ity Programme con sid ers that the fis cal

stim u lus mea sures ap proved in 2008 are in line with the Eu ro pean Eco nomic Re cov ery Plan and ad e quately re -

spond to the fall in eco nomic ac tiv ity. It rec om mends, how ever, that the in crease in the size of the def i cit in 2009

should not ex ceed the fore cast and that the con sol i da tion planned to start in 2010 should be pur sued with de ter mi -

na tion, in creas ing the pace of the ad just ment if cyclical conditions are more favourable than foreseen. The Ecofin

Council endorsed these guidelines in its opinion on the Programme.

The wors en ing of the struc tural fis cal im bal ance in 2008, only partly ex plained by the ef fects of the anti-cri sis mea -

sures, and the pros pect of an in crease in the gen eral gov ern ment def i cit in 2009, to a much higher fig ure than the
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Table 2

PROJECTIONS FOR THE GENERAL GOVERNMENT ACCOUNTS IN THE STABILITY PROGRAMME

As a percentage of GDP

2008 (a) 2009 2010 2011

Memo: 

2008 outturn (a)

Total revenue 42.1 44.1 43.6 43.6 41.9   

   Taxes on income and wealth 9.9 9.8 9.6 9.7 9.9   

   Taxes on production and imports 14.8 14.8 15.0 15.0 14.6   

   Social contributions 11.4 11.4 11.5 11.4 11.6   

   Other current revenue 4.6 5.8 5.4 5.3 4.8   

   Capital revenue 1.4 2.4 2.1 2.1 0.9   

Total expenditure 44.4 48.0 46.5 45.9 44.5   

Social payments 19.5 20.8 20.8 20.7 19.9   

   Compensation of employees 11.4 11.1 10.9 10.7 11.5   

   Intermediate consumption 4.5 4.6 4.6 4.6 4.4   

   Interest 3.0 3.3 3.4 3.4 2.9   

   Subsidies 1.1 1.9 1.1 1.1 1.2   

   Other current expenditure 2.2 2.3 2.2 2.1 2.0   

   Capital expenditure 2.7 4.1 3.5 3.4 2.7   

      Investment 2.4 2.9 2.4 2.5 2.1   

      Other capital expenditure 0.4 1.2 1.1 1.0 0.6   

Overall balance -2.2 -3.9 -2.9 -2.3 -2.6   

Source: Sta bil ity Programme - Jan u ary 2009.
Note: (a) There is a break in the se ries of the gen eral gov ern ment ac counts in cluded in the Sta bil ity Programme be tween 2008 and 2009, re lated to the re cord ing of so cial con tri bu tions to
the Caixa Geral de Aposentações  sub sys tem. To elim i nate this break an amount of €2292.9 mil lion was de ducted from so cial con tri bu tions and com pen sa tion of em ploy ees in 2008 (both 
to the out turn and the es ti mate in cluded in the Programme) in this ta ble, ac cord ing to the in for ma tion in cluded in the Programme for correction purposes.

(1) In spite of projecting deficits of more than 3 per cent of GDP, the European Commission, in February 2009, decided to initiate excessive deficit procedures only in the case of Member 

States whose deficits exceeded the reference value in 2008: i.e. Spain, France, Greece, Ireland, Latvia and Malta.



Sta bil ity Pact ref er ence value, re quire an as sess ment of the bud get ary de vel op ments nec es sary to en sure the

sustainability of pub lic fi nances. This is also par tic u larly rel e vant to the fi nanc ing con di tions that the Por tu guese

econ omy will face. Sev eral ques tions are par tic u larly im por tant in such a con text. Firstly, the quan ti fi ca tion of the

im pact of tran si tory fac tors, i.e. hav ing a per ma nent ef fect on the levels but only tem po rary on the rates of change,

on the evo lu tion of rev e nue and ex pen di ture in 2006 and 2007. Sec ondly, the con fir ma tion of the re vers ible na ture

of the fis cal stim u lus mea sures ap proved and im ple mented since mid 2008. Fi nally, an as sess ment of the ad di -

tional ef fects which can be ex pected from the re forms im ple mented over the last years, with a particular emphasis

on the reform of public administration. 
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Table 3

COMPARISON BETWEEN THE STABILITY PROGRAMME UPDATE AND EUROPEAN COMMISSION

PROJECTIONS

As a percentage of GDP

2008 2009 2010 2011

Over all gen eral gov ern ment bal ance

Update of the Stability Programme -2.2 -3.9 -2.9 -2.3 

European Commission -2.2 -4.6 -4.4 -

Tem po rary Mea sures

Update of the Stability Programme 0.0 0.0 0.0 0.0 

European Commission 0.7 0.1 0.0 -

Struc tural bal ance

Update of the Stability programme -2.2 -3.3 -2.1 -1.7 

European Commission -3.0 -3.9 -3.3 -

Real GDP (rate of change)

Update of the Stability programme 0.3 -0.8 0.5 1.3 

European Commission 0.2 -1.6 -0.2 -

Memo: Banco de Por tu gal (a) 0.0 -3.5 - -

Sources: Sta bil ity Programme - Jan u ary 2009, Eu ro pean Com mis sion and Banco de Por tu gal.
Note: (a) See “Box 1 Interim update of macroeconomic projections for 2009” in this Bul le tin.



Box 4: The recent evolution of qualitative indicators 

Qual i ta tive in di ca tors play an im por tant role in the pro duc tion of es ti mates and short term fore casts on the main

mac ro eco nomic vari ables. Their gen er al ised use is as so ci ated with the fact that such in di ca tors tend to re flect cur -

rent and fu ture eco nomic con di tions, and are usu ally pro duced at a much ear lier stage than most quan ti ta tive in di -

ca tors.1 The rel e vance of this in for ma tion is par tic u larly im por tant at the cur rent stage of the eco nomic cy cle,

char ac ter ised by a sharp fall in economic activity that started in the third quarter of 2008.

The im por tance of this type of in di ca tor is il lus trated in Chart 1, which sets out the re la tion ship be tween the evo lu -

tion in real terms of sev eral ex pen di ture com po nents – pri vate con sump tion, cor po rate in vest ment and ex ports of
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Chart 1

QUALITATIVE INDICATORS vs EXPENDITURE COMPONENTS 

Quarterly data: 1989 - 2008
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(1) The monthly opinion surveys published by the European Commission, using base information provided by national statistics institutes, refer to various sectors in the European Union 
(EU) countries and are supplied on the last day of the respective month.



goods - and a se lected se ries of qual i ta tive in di ca tors – con sumer con fi dence, pro duc tion forecasts and orders for

exports.

Chart 1 also sets out in for ma tion on the cor re la tion struc ture, cal cu lated af ter the re moval of the trend of the se ries

in or der to in ter pret their sta tis ti cal sig nif i cance. The re sults show a strong as so ci a tion be tween the evo lu tion of the

vari ables, in the sense that they all de pend upon a com mon set of de ter mi nants. In this il lus tra tive anal y sis, the

high est cor re la tion co ef fi cients oc cur con tem po ra ne ously be tween the evo lu tion of the qual i ta tive in di ca tors and

the cor re spond ing quan ti ta tive vari ables. This fact high lights the im por tance of this type of in di ca tor, to the ex tent

that they can con trib ute to mea sure the con tem po ra ne ous evo lu tion of the main mac ro eco nomic vari ables, in for -

ma tion on which is typ i cally pro vided with a cer tain de lay. For mal ec ono met ric re sults also show that the qual i ta tive

in di ca tors also help to ex plain eco nomic evo lu tion in the fol low ing quar ters.2

Chart 2 shows the most re cent monthly evo lu tion of such in di ca tors. Not with stand ing a cer tain de gree of re cov ery

in March, the in di ca tors re corded min i mum his tor i cal levels, whose rel e vance should, how ever, be in ter preted with

cau tion ow ing to the even tual non stationarity of the se ries in the sam ple pe riod, par tic u larly in the case of the con -

sumer con fi dence in di ca tor. It should also be noted that sev eral of the de creases re corded over the last months -

par tic u larly in Oc to ber - were the high est re corded over the en tire pe riod for which these in di ca tors are avail able.

Fi nally the ex traor di nary char ac ter of the be hav iour of these qual i ta tive in di ca tors is also stressed when their evo lu -

tion is com pared with the pro jec tions of univariate mod els in which the fore cast is ex clu sively based on the ex trap o -

la tion of historical regularities displayed in the past by each of the series.

The eco nomic evo lu tion in the fourth quar ter has con firmed the ini tial in di ca tions pro vided by these in di ca tors, with

a par tic u larly sharp fall in ex ports and in vest ment hav ing been re corded. In the case of pri vate con sump tion, the

sig nif i cant de celer ation sug gested by the evo lu tion of con sumer con fi dence (Chart 1) has still not been con firmed. 

In the fourth quar ter of 2008, its evo lu tion re flected the fact that there has been only a slight de celer ation in the con -
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Chart 2

RECENT EVOLUTION 

Monthly data: January 2008 - March 2009
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(2) In addition to the results obtained on consumption though  this illustrative analysis, this conclusion has also been found in several recent studies related with short term forecasts for
investments and exports. A study of the relationship between qualitative indicators and business investment using several alternative econometric techniques is provided in J. R.
Maria and S. Serra (2008), “Forecasting investment: A fishing contest using survey data”, Banco de Portugal, Working Paper 18. Several bridge-models for exports, based on
qualitative indicators, are given in F. Cardoso and C. Duarte (2006), “The use of qualitative information for export forecasts”, Banco de Portugal ,Economic Bulletin-Winter 2006.



sump tion of durables, which are tra di tion ally more sen si tive to the eco nomic cy cle. This be hav iour is ex plained by

the strong in crease of sales of mo tor ve hi cles at the end of 2008, de riv ing from the an tic i pa tion of pur chases, ow ing

to the an nounce ment of fis cal changes for 2009.

In such a con text, the cur rent pros pects for the Por tu guese econ omy are ob vi ously af fected by this par tic u larly

marked evo lu tion of qual i ta tive in di ca tors, which sug gest the main te nance of weak eco nomic per for mance, as one

of the un der ly ing el e ments be hind the down ward re vi sion of growth pros pects for 2009, pub lished in this Eco nomic

Bul le tin (see “Box 1 Interim update of macroeconomic projections for 2009").
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THE MONETARY TRANSMISSION MECHANISM FOR A SMALL

OPEN ECONOMY IN A MONETARY UNION*1

Bernardino Adão**

1. INTRODUCTION

This paper develops a stylized model of a small open economy integrated in a monetary union. As the

small country trades with countries inside and outside of the monetary union, there are three blocks in

the model. The small open country, the block represented by all the remaining countries that belong to

the monetary union, and the one that includes all countries that do not belong to the monetary union.

As in any monetary dynamic general equilibrium model, in our model too, the behavior of the equilib-

rium variables is described by a system of difference equations, with as many equations as endoge-

nous variables, and some initial and terminal conditions. In general these additional restrictions to the

system are not enough to determine a finite number of solutions.
2

There is, however, a way to obtain a

unique locally-bounded equilibrium, that has the property that in its neighbourhood there is no other

equilibrium.
3

The procedure is relatively simple, the central bank must follow an interest rate rule that

obeys the Taylor principle.
4

The Taylor principle says that the interest rate rule should be such that the response of the interest rate

to a unitary change in the appropriate inflation must be larger than unity. The interest rate relevant for

the small country is the one set by the central bank of the monetary union. The central bank of the mon-

etary union follows an interest rate rule that is a function of the union’s inflation and output. If the infla-

tion rate in all countries of the union, except the one of the small country, was taken as exogenous the

Taylor principle would be violated. The reason is easy to understand. If those union aggregate vari-

ables were taken as exogenous, a change in the small country’s inflation would imply a negligible

change in the interest rate, since the small country contributes little to the union’s inflation. Thus, to

guarantee local determinacy the variables associated with the countries outside the union can be as-

sumed exogenous, but not the variables associated with the other countries in the union.

To guarantee that the model possesses the local uniqueness property we adopted a straightforward

ad-hoc specification of two blocks of equations, each containing three equations, that specify the be-

havior of some aggregate variables inside and outside the union. One block contains three reduced
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form equations, an IS curve, a Phillips curve and an interest rate rule that describe the behavior of out-

put, inflation and the interest rate for the countries outside the union. These three variables are deter-

mined entirely inside this block. The other block of equations contains three other similar reduced form

equations, regarding the behavior of inflation, output and the interest rate in the union. This block of

equations contains three equations and five variables. These variables are: the inflation rate and the

output in the small open economy and in the remaining countries of the union, and the interest rate in

the monetary union. The arguments in this block of equations associated with the small open economy

are scaled down in accordance with the dimension of the small country in the union. These five vari-

ables interact with the other variables in the model, and are determined together with them.

Adolfson et al. (2007) developed a model of a small open economy with two blocks only: the small

open economy and all the remaining countries. In that context, the Taylor principle is trivially satisfied if

foreign inflation, foreign output and the foreign interest rate are taken as exogenously given. This pa-

per can be seen as an extension to their paper, as it considers that the small open economy is inte-

grated in a monetary union. Following their work and the literature, we consider various nominal and

real frictions, such as sticky wages, sticky prices, variable capital utilization, capital adjustment costs,

habit persistence and volume premium on the foreign interest rate.

Adolfson et al. (2007) calibrated and estimated their model using the euro area data. This paper pres-

ents a model designed to assess the transmission of monetary policy shocks in a small country inte-

grated in a monetary union. As Portugal can be thought as such an economy, we used the Portuguese

data to calibrate several of the parameters of our model. We assume that after the monetary shock, in-

flation, output and the interest rate outside of the union are unchanged and that inflation, output and

the interest rate inside the union change according to the referred three equation block, containing an

IS curve, a Phillips curve and an interest rate rule. More specifically, in the quantitative exercise per-

formed we consider parameters for the IS curve, Phillips curve and the interest rate rule that, together

with the remaining calibrated equations, generate responses of these variables to the typical euro area

monetary shock that mimic the paths of the responses of these variables in the general equilibrium

model of Adolfson et al. (2007) to the same shock.

Some of the model parameters are calibrated to the steady state values of the Portuguese economy

variables, for others we do not have information and they correspond to the estimates obtained (or val-

ues assumed) by Adolfson et al. (2007) for the euro area. The shape and sign of the impulse re-

sponses of the main macro variables to an unanticipated temporary decrease in the nominal interest

rate are well in line with the literature. When compared with the euro area, output, employment, invest-

ment and real wage in Portugal increase more and inflation adjusts quicker and reacts slightly more on

impact. On the other hand, consumption in Portugal has a behavior almost identical to the one of the

euro area. In general, economies where inflation adjusts faster in response to a given monetary policy

shock, have smaller responses of the real variables to that shock. That is not the case here, since Por-

tugal was assumed to have a higher net foreign debt level and a higher degree of openness than the

EMU.

Banco de Portugal | Economic Bulletin

Spring 2009 | Articles

96



The trade with the two areas responds differently. Due to the change in the exchange rate, the trade

with countries outside the euro area changes substantially more than the trade with countries inside

the euro area. Both exports and imports to and from the euro area increase, with exports changing

less. Imports from outside the euro area decrease initially and exports to outside the euro area

increase.

The paper is organized as follows. In Section 2 the model is explained. Section 3 studies the effects of

a monetary shock on the Portuguese economy. Section 4 provides some conclusions. The appendix

describes how the model is solved and calibrated.

2. MODEL

The model has 3 economic blocks: the small open country, the other countries inside the monetary un-

ion and the countries outside the monetary union. We are concerned with the small open economy and

assume the developments in the small open economy have small effects over the remaining economic

areas. As such, in the model the small open economy is described in detail, but the other economic

areas are not.

2.1. Households

There is a representative household in the small open economy, whose preferences over stochastic

sequences of consumption Ct real money
M

P
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, and labor Lt are represented by the utility function:
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where E0 is the conditional expectation operator, � � (0,1) is the discount factor, and b is a parameter

that controls the habit persistence. This utility function is similar to the one used by Christiano et al.

(2005) and Adolfson et al. (2007). The aggregate consumption is a bundle given by a CES index of do-

mestically produced and imported foreign goods:
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whereCt
h denotes consumption of the home good,Ct

o denotes consumption of the good produced out-

side of the union, Ct
u denotes consumption of the good produced inside of the union,�o,c is the share

of imported consumption from outside of the union in total consumption,�u,c is the share of imported

consumption from inside of the union in total consumption and �c is the elasticity of substitution be-

tween the three consumption goods. Thus, consumers derive utility from the consumption of domesti-

cally produced goods as well as from the consumption of goods produced outside and inside of the
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union. The price of aggregate consumption (defined as the minimum expenditure required to buy one

unit of Ct ) is given by:

� �� � � � � �P 1 P P Pt
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o 1
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u 1
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where Pt is the price of the domestically produced good, Pt
o is the price of the outside of the union im-

ported good and Pt
u is the price of the inside of the union imported good. All these prices are in units of

the domestic currency. Consumers choose quantities of each of these three goods that for a given ex-

penditure maximize aggregate consumption. The individual demands for each good that maximize (2)

subject to PC P C P C P Ct t
h

t
o

t
o

t
u

t
u

t
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.

Also, the aggregate investment is a bundle given by a CES index of domestically produced and im-

ported foreign goods:
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,

where I t
h denotes the home good investment, I t

o denotes outside of the union investment good, I t
u de-

notes inside of the union investment good,�o,i is the share of outside of the union investment good in

total investment, �u,i is the share of inside of the union investment good in total investment and �i is

the elasticity of substitution between the three investment goods. The price of aggregate investment is

equal to:
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The individual demands for each investment good are
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and

I
P

P
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u
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.

Each household is a monopoly supplier of its own labor and can set its wage according to the mecha-

nism described in Calvo (1983), to which we will come back later. In order to guarantee that this friction

does not cause households to become heterogeneous we assume complete domestic financial mar-

kets against the outcomes of this friction. As a result all households have the same budget constraint:
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(3)

The terms on the left hand side of the equality show how the households use their income and the

terms on the right hand side the various sources of that income. Here, Mt are money holdings, Dt are

deposits that pay nominal gross interest rate Rt , Bt
o are holdings of foreign bonds denominated in for-

eign currency that pay a nominal gross interest rate Rt
o

o� , St is the nominal exchange rate, Bt
u are hold-

ings of foreign bonds denominated in domestic currency that pay a nominal gross interest rate Rt
u

u�

and wt is the real wage. The term P r ut t t represents the household’s earnings from supplying capital ser-

vices. The function � �a u Kt t
1 denotes the cost of setting the utilization rate of capital to ut . We assume

� �a ut is increasing and convex. These assumptions capture the idea that the more intensely the stock

of capital is utilized, the higher are maintenance costs. We assume that ut � 1 in steady state and that

� �a a1 0, 0� � � , and �� �a 0. The expression R
B

z
t
o

u
t

t












�
���

�

�
����1

1

1

� is the level-adjusted gross interest rate on for-

eign bonds denominated in foreign currency, Bt
S B B

P
t t

o
t
u

t
� �

.The term zt is a unit root technology shock

to be described later. The function � ��i
B

z
t

t
for i o,u,� is assumed to be strictly decreasing in Bt and to

satisfy � ��i B � 1, where B is the steady state value of
B

z
t

t
. This function depends on the real holdings of

the aggregate foreign assets. This means that domestic households take the functions ���i . as given

when deciding on the individual optimal holdings of the foreign bonds.

Functions �itry to capture imperfect integration in the international financial markets. If the domestic

economy as a whole is borrowing above its steady state, domestic households are charged a premium

on the foreign interest rates, if borrowing below its steady state, domestic households pay less. The in-

troduction of this premium is needed in order to ensure a well-defined steady-state in the model (see

Schmitt-Grohë and Uribe, 2003, for further details). Without this premium, the stock of bonds and con-

sumption would not be stationary. The remaining variables are Tt which is a lump-sum transfer, and Ft

that stands for the profits of the firms in the economy.

Investment I t induces a law of motion for capital:
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where is the depreciation rate andV is an adjustment cost function such that ! " ! "V Vi i# #� � � 0, and

�� �V 0, where #i is the growth rate of investment along the balanced growth path. The household

chooses $ %C ,L ,M ,D , B , B ,u ,K ,It t t t t
o

t
u

t t t to maximize expected lifetime utility (1) subject to con-

straints (3), (4) and initial values for M ,D , Bo
0 0 0 , and Bu

0 .

The labor used by the intermediate good producers is supplied by a representative competitive firm

that hires labor to each family j.This firm aggregates the differentiated labor of households according

to the production function,

L L djt
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where �w is the elasticity of substitution between the different types of labor and Lt
d is the aggregate la-

bor demand. This firm maximizes profits taking as given the labor wages wjt and aggregate labor wage

wt . Its maximization problem is:

max
L

t t
d

jt jt

jt

w L w L d j
&0

1
.

The demand for the labor of household j is given by

L
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w
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As referred above households set their wages according to a Calvo’s setting, Calvo (1983). In each pe-

riod, a fraction1
(w of households can change their wages. All the other households can only partially

index their wages to past inflation and past productivity growth. Indexation to past inflation is controlled

by the parameter )w and indexation to past productivity growth by the parameter ) p. Both assume val-

ues in the interval ! "01, . Thus, a household that could not change her wage for s periods has real wage
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, , where ,t is gross inflation of the domestic good in period t, , is the

steady state domestic inflation, zt is gross productivity growth in period t and z is the steady state

productivity growth.

When setting the wage the relevant part of the objective function for the household is,
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subject to
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where- jt s� is the marginal utility of consumption of the domestic good in period t s� of household j.

In each period a fraction 1
(w of the households set wt
* as their wage while the remaining fraction in-

dex their wage by past inflation. Thus the real wage evolves according to:
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2.2. Final good producer

There is one domestic final good that is produced with intermediate goods:
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where �d is the markup in the domestic goods market. The input demand functions of the final pro-

ducer are:
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where p j,t is the price of intermediate product j and Pt is the price of the final home good. Pt is defined

as the minimum expenditure in intermediate inputs to produce one unit of final output and is given by

P p djt j t
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2.3. Intermediate producers

There is a continuum of intermediate good producers. Each one has the following technology:

y A k l zj t t j t j t t, , , ,� 





1
1. . /

where At is a total productivity technological shock that follows an autoregressive process:

� �A A zt t A A t� �
1exp ,,# where zA t A A t A t, , ,,� 0 1 1 ~N( , )01

and
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The parameter / corresponds to the fixed cost of production that guarantees that economic profits are

zero in the steady state. We have:

� �z z zt t z z t� �
1exp ,,# where z
z

z t
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,
,�


1 .
and #

#
z
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1 .

.

Intermediate producers solve two problems. First, given wt and rt , they rent labor and capital in perfect

competitive markets in order to minimize real expenditure.

The second problem intermediate producers must solve is to choose the price that maximizes ex-

pected discounted real profits. Firms set prices according to a Calvo set-up too. In each period, a frac-

tion 1
( of firms can choose optimally their prices. The price chosen in period t is denoted by pt . We

suppressed the firm’s indexation because all firms that have the opportunity to choose the price set the

same price. The remaining ( firms cannot choose the price. In period t these firms update their price to

p j,t t

d d







1
1

1
, ,) ) , where p j,t
1 is the price firm j was charging in period t
1, ,t
1 is past inflation of the

domestic good,, is the steady state domestic inflation and )d is an indexation parameter. The index-

ation parameter, )d assumes values in the interval ! "01, . Each firm uses the stochastic discount factor

�(- t to compute the value of its profits.

When a firm can choose its price at date t its problem is:
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d denotes the marginal cost, subject to
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2.4. Central bank

The central bank sets the nominal interest rate according to the Taylor rule:
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where mt is a random shock to the monetary policy that follows mt m m,t� 0 1 , where 1m,t~ � �N 01, . Variable

,u is the target level for the inflation in the union, which is equal to the steady state inflation in the union,

,t
u is the inflation in period t in the union without including the small open country,Y u is the steady-state

output in the union,Yt
u is the output in period t in the union without including the small open country.
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The parameter : is the weight of the small open country in the union, while 9 9R , , , and 9 , are the

usual parameters of the Taylor rule.

2.5. Government

The budget constraint of the government in the small open economy is:

P G T M Mt t t t t� � 
 
1,

where Gt is government consumption, which includes only domestic produced goods and we take as

exogenous. The other variables are taxes, Tt and money supply, Mt .

2.6. Evolution of net foreign assets

The evolution of net foreign assets at the aggregate level satisfies:
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I t . We assume that the demands from the other

countries for the product produced domestically have the same functional form as the demands by the

domestic consumers. Thus, the total exports to the union are X Yt
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, where�u,u and �o,o are shares, and �u,x and

�o,x are elasticity parameters. The variables Yt
u and Yt

o denote the output of the other countries in the

union and the output of the countries outside of the union, respectively.

2.7. Relative prices

When deciding their consumption and investment baskets agents in the small open economy use the

following relative prices: �t
c,d P

P
t
c

t
� and �t

i,d P

P
t
i

t
� . To decide imports consumers use two relative prices:

the relative price between imports from the union and the domestically produced good �t
u,d P

P
t
u

t
� and

the relative price between imports from outside of the union and the domestically produced good

�t
o,d P

P
t
o

t
� .
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From the definitions of prices we have:
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2.8. Aggregation

The aggregate demand in the small open economy is:
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where Ct
h and I t

h denotes consumption and investment of the home good. Thus, the demand for each

intermediate good producer is:
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Using the production function and market clearing we obtain:
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2.9. Rest of the world

The rest of the world is composed by two regions: the remaining countries in the union and the coun-

tries outside of the union. The output, inflation and the interest rate in the union and outside of the un-

ion are given by two blocks one for each region, each containing three equations: an IS equation, a

Phillips equation and an interest rate equation. More specifically,
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 �1 : : , and R Rt
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o� or R Rt

k
t� . The pa-

rameter : is the size of the domestic country in the union.
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2.10. Equilibrium

The definition of equilibrium for this economy is standard. It is a vector of prices, policy variables and

quantities that satisfies certain conditions. These conditions are the following:

• The conditions that solve the households problem;

• The conditions that solve the firms problem;

• The government’s budget constraint;

• The budget constraint with the foreign sector,

• The IS, Phillips and interest rate equations for each region,

• The markets clearing conditions.

3. IMPULSE RESPONSE FUNCTIONS

After solving and calibrating the model, which we describe in the appendix, we are ready to study the

impulse response functions of the various variables to a monetary policy shock. The shock considered

is a white noise shock to the nominal interest rate rule.

Except for inflation, the nominal interest rate and the interest rate premium, which are reported as an-

nualized quarterly rates, the graphs associated with the impulse response functions have on the y-axis

the percentage deviations of the variables from their steady state values.

There is a feature on the impulse response functions worth noting. As can be seen from Chart 1, with

the exception of the variables associated with trade, most of the variables respond in a hump-shaped

form, peaking after 3 or 4 quarters and returning to the preshock levels after about three years. The ex-

ceptions are the nominal exchange rate, some relative prices and the different imports and exports.

The euro area variables: the nominal interest rate, inflation and output replicate closely the path of the

impulse responses of these variables to a monetary shock in the Adolfson et al. (2007) model. On im-

pact the nominal interest rate drops by 40 basis points and returns to the steady state four years later.

Both output and inflation have hump-shaped responses and achieve their peaks after about one year,

around 0.3 percent of the steady state for output and around 10 basis points (annualized) for inflation.

The small open economy responses to the monetary policy shock are roughly similar to the ones ob-

tained in a standard closed economy, even though the model possesses an additional channel of mon-

etary policy transmission. We summarize these responses now. Because prices are sticky, the

unexpected decrease in the nominal interest rate implies a decrease in the real interest rate. A lower

real interest rate makes bonds less attractive than investment, which leads to an increase in invest-

ment. As the stock of capital increases the marginal productivity of labor increases also and firms

increase their labor demand.
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The temporary lower real interest rate has intertemporal substitution effects on consumption and labor

supply. It makes present consumption and present leisure (since nominal wages are sticky) relatively

less expensive, which lead households to increase consumption and decrease labor supply. The

changes in the labor supply and labor demand lead to an increase in the real wage. Output increases,

since consumption and investment increase, and capital utilization increases because there are costs

in adjusting capital. As consumption and investment increase the demand for imports increases.

The additional channel for the monetary policy transmission associated with an open economy com-

pels firms to increase production too. In a closed economy households can only smooth out the path of

consumption by varying the path of investment. But in an open economy households have another al-

ternative to accomplish that, the possibility of changing the path of net exports. The monetary shock

considered leads to an increase in the domestic income. In order to smooth their path of consumption

and leisure households increase their net foreign assets. This behavior of foreign assets implies an in-

crease in net exports and a further increase in the output. After the shock, the stock of net foreign

assets is above its steady state value for about four years.

There is an additional income effect in Portugal that is absent in the Adolfson et al. (2007) calibrated

model of the EMU. They assumed that net foreign assets of the EMU in the steady state were zero, in-

stead we assumed that the ratio between the steady state net foreign debt and GDP for Portugal, and

the ratio between steady state euro denominated and total net foreign debt were equal to those ratios

for Portugal in 2007. Given that most of the net foreign debt of Portugal is denominated in euro, the im-

pact of a drop in the euro interest rate is more favorable for Portugal than for the EMU. For this reason

alone, it should be expected that investment and output in Portugal would vary more than investment

and output in the EMU.

The degree of openess is relevant too. The more open an economy is, the less it has to rely on invest-

ment to partially insulate consumption from economic disturbances, as it has access to more foreign

assets, that can be used in addition to investment to smooth out consumption. For that reason, output

in a more open economy tends to be more volatile, as the economy can take advantage of the tempo-

rary shocks it faces, by increasing production when the shock is positive or decreasing production

when the shock is negative, without having to change consumption too much (i.e. at a lower cost), than

a less open economy. Since the EMU has a smaller degree of openness than Portugal, it should be ex-

pected that in reaction to a positive temporary shock, like the monetary policy shock considered, con-

sumption would increase less and output more in Portugal than in the EMU.

The output increases in percentage deviations from the steady state a little more in Portugal than in the

euro area. The impulse response function for the output in Portugal is almost all the time above the one

for the EMU. For Portugal the maximum response is just over 0.3 and in the EMU it is just below 0.3.

The investment, employment and real wage in Portugal and in the EMU, as computed by Adolfson et

al. (2007), have similar shapes but in Portugal those variables move more. The impulse response

functions for investment, employment and real wage in Portugal are almost all the time above the ones

for the EMU. For Portugal the maximum response for investment is just about 0.6 for employment is
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about 0.25, and for the real wage about 0.1, while for the EMU the maximum response for investment

is about 0.5 for employment is about 0.2 and for the real wage is about 0.07.

Inflation in Portugal responds quicker to the shock than inflation in the euro area, on impact it increases

by more and returns faster to the steady state. The maximum increase of inflation in Portugal is 16 ba-

sis points while that maximum in the EMU is around 10 basis points. This should be associated with the

fact that we assumed that in Portugal each quarter 20 percent of the firms change their prices opti-

mally, while Adolfson et al. (2007) took that only 10 percent of the firms in the EMU change their prices

optimally.

The relative price of the euro area’s good is persistently below the steady state in response to the

shock due to the referred differentiated behavior of inflation in Portugal and in the euro area. This fact,

together with the shock having an impact in the output relatively higher in Portugal than in the euro

area, implies that imports from the euro area increase more than exports to the euro area, in response

to the shock.

Even though the effects of the shock are stronger in Portugal than in the euro area, consumption in

Portugal and in the euro area have almost identical paths. This indicates that households in Portugal

are successfully using the available saving instruments to smooth out consumption.

Now we interpret the behavior of the exchange rate. From the first order conditions of the households

we obtain the uncovered interest rate parity (UIP) condition, which says that the expected depreciation

of the euro is equal to the current interest rate in the monetary union minus the interest rate outside of

the union minus the change in the volume premium.
5

The UIP does not restrict the depreciation rate of

the euro in the impact period. Apart from the impact period, the nominal exchange rate behavior is the

one implied by the UIP. The foreign interest rate is unchanged and the volume premium changes little,

as the adjustment costs of the asset stocks were assumed to be relatively small. Thus, just after the im-

pact period, from the second to the fifth quarter the euro appreciates as the decrease in the interest

rate is larger in absolute value than the decrease in the volume premium on the foreign debt, and after

the sixth quarter it depreciates, little, as the opposite happens.

In the impact period the currency depreciates because, as we observed before, net exports must in-

crease to smooth out consumption. Net exports to the euro area did not increase due to the evolution,

described above, of the main aggregate variables in Portugal and in the euro area. Thus, in order for

net exports to increase, net exports to outside of the union must increase. That is possible only if the

relative price of the good produced outside of the union increases, given that we assumed that the

main aggregate economic variables outside of the union were constant. The current relative price of

the good produced outside of the union is equal to the price in the previous period plus the current de-

preciation of the euro plus the differential of inflation between the outside of the euro area and Portu-

gal. For the relative price of the good produced outside of the union to be persistently above its steady

state, it is necessary that on impact the euro depreciates sufficiently to compensate its subsequent ap-
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preciation, and the persistent domestic inflation. Summing up, in the short run, lower real interest rates

in the euro area tend to reduce the foreign exchange value of the euro, which lowers the relative prices

of the goods produced in Portugal and in the euro area. This leads to higher outside of the union

aggregate spending on goods and services produced in Portugal and in the euro area.

The behavior of the net foreign assets impulse response function, which reflects the evolution of the

net exports, is a result of the households choice to smooth out consumption through time. It has an

hump-shaped pattern, achieves its peak after four quarters at about 0.18 of the steady state, and re-

turns to the steady state after 4 years.

With respect to the impulse response functions of the exports and imports there is a striking difference

between those to and from inside the euro area and those to and from outside of the euro area. Exports

and imports to and from the euro area increase but imports increase more, imports achieve a maxi-

mum of 0.42 percent above the steady state while exports achieve a maximum of 0.24 percent above

the steady state. As referred already, this behavior is explained by two facts. First, because output in

Portugal increases more than in the euro area. Secondly, because the relative price of the good pro-

duced in Portugal increased due to the fact that inflation in Portugal is slightly above the euro area’s in-

flation. As we noted previously too, the trade with the countries outside of the euro area evolves in a

very different way. That is in part explained by the path of the relative price of the good produced out-

side the euro area, which jumps up on impact and returns with some persistence to its steady state 6

quarters after the shock. Both exports and imports to and from countries outside of the euro area

change substantially. Exports on impact are about 0.54 percent above the steady state and imports on

impact are about 0.32 percent below the steady state. Imports from outside of the union achieve its

maximum when investment achieves its maximum, 5 quarters after the shock.

In our model the effects over the euro exchange rate are smaller than in Adolfson et al. (2007). In our

model on impact the euro depreciates by about 0.4 percent from the steady state, while in Adolfson et

al. (2007) it depreciates by about 0.5 percent from the steady state. Most likely, if we were to change

some of the parameters in our model in order to get that higher value for the depreciation of the euro,

the effects over many of the real variables like output, investment and real wages, which are already

bigger in Portugal than in the union, would be further augmented.

4. CONCLUSIONS

In this paper we introduce modifications in the benchmark open economy monetary business cycle

model of Adolfson et al. (2007) in order to incorporate a small country that trades with countries inside

and outside of the monetary union to which it belongs. To guarantee local determinacy the variables

associated with the countries outside the union can be assumed exogenous, but not the variables as-

sociated with the other countries in the union. As the interest rate rule for the union depends on the in-

flation and output of the union, if we were to take these variables as exogenous the interest rate would

not obey the Taylor principle and there would not be a unique local equilibrium. To surpass this difficulty
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we assumed that inflation, output and interest rate inside the union change according to a three equa-

tion block, containing an IS curve, a Phillips curve and an interest rate rule. The parameters for these

three equations were chosen so that these equations, together with the remaining conditions of the

model, could deliver the European Union’s inflation, output and interest rate impulse response

functions to a monetary shock, obtained by Adolfson et al. (2007).

We use the model to study the monetary transmission mechanism in Portugal. There are various find-

ings. The shape and sign of the responses of the variables are similar to the ones obtained in the litera-

ture for the euro area. It seems that real variables in Portugal adjust more. When compared with the

euro area, the output, investment, real wage and employment in Portugal expand more in response to

an unexpected decrease in the interest rate. Inflation in Portugal adjusts quicker and reacts further on

impact. The trade with the two areas responds differently to the referred monetary shock. Trade with

countries inside the euro area increases, as both exports and imports increase. Imports from countries

outside the euro area decrease in the first two quarters, increasing thereafter, while exports to coun-

tries outside of the euro area increase substantially on impact.

It could be worthwhile to conduct more empirical work in the context of this model. Different behaviors

for the aggregate variables of the countries inside and outside of the euro area can be considered. For

instance, to assume that the equations that determine the evolution of these variables are the ones

given by an estimated VAR. Another dimension that can be explored is the estimation of some of the

parameters of the model using Bayesian methods, as Adolfson et al. (2007) do.
6

The model has many frictions, but is simplistic in various dimensions. As such it could be interestingly

extended in various directions. It could incorporate government debt and non-Ricardian households

so that fiscal policy could interact with the monetary policy in a less trivial way. It could incorporate a fi-

nancial sector to study the so called financial accelerator channel of the monetary policy. It could con-

sider the labor market as a more complex market allowing for unemployment. More sectors of

production could be considered, in particular the nontradable good sector.
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APPENDIX

1. Solving the model

The equilibrium conditions can be described by a set of difference equations, with the same number of

endogenous variables, see Adão (2009). We want to solve this system of equilibrium equations. How-

ever, there are two main difficulties in determining the solution. First, since there is growth in the model,

there are variables that are growing while others are stationary. Thus, to solve the model we need to

make all the variables stationary. Second, the equilibrium equations are non-linear difference equa-

tions and typically their solution is not trivial. The usual procedure involves simplifying each equation of

the system. Each equation of the system is approximated by a linear equation. More specifically, each

equation is replaced by its first order Taylor approximation, and that approximation is taken around the

equilibrium steady state.

To find the steady state it is necessary to give functional forms to ��a . , ��V . and ��� . . We take

� � � � � �a u u u� � � �� �
1 2

2
1 12 . In the steady state we have u = 1, then � �a 1 0� and � �	 �a 1 1� . The invest-

ment adjustment cost function is given by 
 � 
 �V
I

I
k I

I I
t

t 1

t

t 1� �
� �

2

2

� . Thus, in the steady state,


 � 
 �V VI I� �� 	 � 0. Finally the volume premium factor is given by � � � �� ��i t i tB B B� � �exp 
 at the

steady state � ��i B � 1 for i = u,o. To obtain a system in stationary variables we redefine the variables,

see Adão (2009). The transformation of the original system of equations into a system of equations

with stationary variables is involved but trivial.

The next step is to loglinearize the system of equilibrium conditions for the stationarized variables

around the deterministic steady state. Once that is done we obtain a system of various difference

equations. Let statet denote the vector of endogenous state variables, nstatet denote the vector of en-

dogenous non-state variables and exot the vector of exogenous variables. The system obtained has

the format:

AA state BB state CC nstate DD exot t t t� � � � � � � ��1 0,

E
FF state GG state HH state

JJ nstate K
t

t t t

t

� � � � �

� � �
� �

�

1 1

1 K nstate LL exo MM exot t t� � � � �

�

�
���

�

�
����

�
�1

0,

where the symbols with two equal capital letters denote matrices.

There are a few available algorithms designed to solve this type of difference equations system. We

used the one developed by Uhlig (1995). Uhlig’s algorithm enables us to write all variables as linear

functions of the vectors statet�1, and exot , which are given at date t. More formally, it gives us matrices

P, Q, R and S so that the equilibrium described by the recursive equilibrium law of motion,

state P state Q exot t t� � � ��1 ,
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and

nstate R state S exot t t� � � � ,

is stable.

6.2. Calibration

Most of the parameters can be related to the steady state values of the variables in the model and

therefore, can be calibrated so as to match the sample mean of these. The remaining were taken from

Adolfson et al. (2007). Proceeding in this way we minimized the dimensions in which Portugal is differ-

ent from the euro area. That makes it easier to identify the causes for the differences between the re-

sults obtained for Portugal and the ones for the euro area obtained by Adolfson et al. (2007).

Many of the parameters were calibrated using the “Quarterly Series for the Portuguese Economy” data

set, which refers to the period 77:Q1-07:Q4. This data set is included in the Economic Bulletin of the

Bank of Portugal, Summer 2008, and is available online. For the period that starts in 1999, the year in

which Portugal entered the European Monetary Union, and ends in 2007, per capita Private Consump-

tion grew at 0.29 percent quarterly, per capita Public Consumption grew at 0.32 percent quarterly, per

capita Investment grew at -0.11 percent quarterly, per capita GDP grew at 0.25 percent quarterly, per

capita Exports grew at 1.05 percent quarterly and per capita Imports grew at 0.79 percent quarterly.

We considered the average growth rate of zt to be 0.25 percent quarterly, which is the growth rate of

real GDP per capita in the period 99:Q1-07:Q4.

The stock of capital was computed using the perpetual inventory method.
7

The quarterly aggregate de-

preciation rate, �, obtained was 0.011. Adolfson et al. (2007) set it equal to 0.013.

For many reasons it is difficult to determine the steady state real interest rate relevant for the represen-

tative Portuguese consumer. The average real interest rate measured by the ratio between the 3

month money market interest rate and the realized inflation rate was 0.041 percent quarterly in the pe-

riod 99:Q1-07:Q4.
8

The usefulness of this real interest rate is problematic as it implies a discount factor

�, the ratio between the average growth rate and the average real interest rate, larger than one. As

such we discarded it and considered alternatives. The other available nominal interest rate series are

implicit interest rates. They are obtained either by dividing interest received on bank deposits by bank

deposits or by dividing interest received on bank loans by the bank loans. The interest rates on depos-

its we discard as they also imply a discount factor larger than one. Among the interest rates on credit,

the mortgage interest rate is our preferred, as it is the lowest and the most relevant for the representa-

tive consumer. The average real interest rate measured by the difference between the implicit mort-

gage interest rate and the realized inflation rate was 0.46 percent quarterly in the period 99:Q1-07:Q4.
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(7) The perpetual inventory method is a method of estimating a country’s total capital stock, using the level of real investment in each year. Investment is

classified by type of capital goods, which we denote by j, such as buildings, machinery, and vehicles. Assuming an appropriate rate of depreciation �
j t, for

each type of capital, the law of motion of the different types of capital, K
j t, , is K K I

j t j t j t j t, , , ,( )� � ��1 1� . Notice that if each type the investment series is

sufficiently long, the initial stock of capital is irrelevant, as it is already completely depreciated, to determine the more recent values of the stock of capital.

The aggregate stock of capital is obtained by aggregating the various types of capital.77777777777777777777777

(8) This money market interest rate series is the 3-month EURIBOR, and the inflation used was the GDP deflator growth.88888888888888888888888



This real interest rate together with assumed growth rate of zt implies a � equal to 0.998. Adolfson et al.

(2007) consider a similar value of � for the euro area, 0.999.

Following Adolfson et al. (2007), we set the labor supply elasticity, �, to 1 and the habit parameter to

0.65. Christiano et al. (2005) consider similar values for these parameters. The constant associated

with labor in the utility function, � is chosen so that in the steady state agents work 30 percent of their

time. Adolfson et al. (2007) assume agents work 30 percent of their time while Chari et al. (2002) as-

sume agents work 25 percent of their total time in steady state.

We considered labor income to be the sum of Remunerações do Trabalho plus Contribuições para a

Segurança Social and capital income to be all the remaining domestic income.
9

We took as the value

of., the sample mean of the ratio between non-labor income and domestic income, which for the pe-

riod 99:07 is 0.27. The value that Adolfson et al. (2007) consider to be the share of capital for EMU is

0.29.

The share of imports in the main components of the domestic expenditure were obtained from the na-

tional input-output matrices of INE. That calculation was done for the period 1996-1999. During that

period the average share of private consumption that was imported was 27 percent and for the same

period the average percentage of investment that was imported was 33 percent. The sample mean, for

the period 99:1-07:4, of the share of imports from the euro area was 66 percent and the share of im-

ports from countries outside of the euro area was 34 percent. The percentage of imported consump-

tion from the union was assumed to be proportional to the ratio between total imports from the euro

area and aggregate imports. Thus, the share, �u,c, was calibrated to match the sample mean, 0.18.

Under this assumption, the other parameters, �u,i, �o,cand �o,i, were set to 0.22, 0.09 and 0.11. For

the period, 99:1-07:4, the ratio between the price of investment and the GDP deflator, and the ratio be-

tween the price of consumption and the GDP deflator, which we denoted by �i,d and �c,d respectively,

averaged 0.98 and 0.99. The values of the elasticities �c and �i could be determined if we had informa-

tion on the relative prices �o,d and �u,d , which we do not have. Studies seem to indicate that for the

United States and Europe the elasticity between home goods and foreign goods is between 1 and 2,

and values in this range are generally used in empirical trade models.
10

We set �c � 1.5 and �c � 1.6,

which are the estimates obtained by Adolfson et al. (2007) for the euro area, and set both �u,x and �o,x

equal to 1.5.

The evidence from survey data, as described in Martins (2006), indicates that the frequency of price

changes by Portuguese firms is 1.9 times per year. And of those firms that change prices only about 42

percent use forward looking information to set their price. This implies that in each quarter about 20

percent of the firms change their prices optimally. This value is higher than the one estimated by Smets

and Wouters (2003) and Adolfson et al. (2007) which is around 10 percent, but lower than the one esti-
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(9) As the national accounting data of GDP includes net indirect taxes, these need to be subtracted from the GDP to obtain the domestic income.999999999999999999999

(10) For the US see, for example, the survey by Stern et al. (1976). For Europe see, for example, the discussions of Collard and Dellas (2002), Whalley (1985,

Ch. 5) and Deardorff and Stern (1990, Ch. 3). In similar studies, for the United States, Chari et al. (2002) and Backus et al. (1994) set the substitution

elasticity between foreign and domestic investment goods equal to 1.5, and for Europe Christoffel et al. (2008) estimate � c � 19. and �
i
� 16. .101010101010101010101010101010101010101010



mated by Christiano et al. (2005), 40 percent. Following Adolfson et al. (2007) we set the mark-up

equal to 16 percent.
11

We set the indexation parameter, )d , equal to 0.22, which is the value estimated

by Adolfson et al. (2007) for the euro area. Following Adolfson et al. (2007) and Christiano et al. (2005),

the markup power in wage setting is set to 1.05. Following Adolfson et al. (2007), the indexation of

wages, parameter, )w, is set to 0.50, and the probability of not being able to change the wage, (w, is

set equal to 0.69.

The steady state of the model is independent of the adjustment cost functions, but the dynamics de-

pend on them. The estimates in the literature concerning the adjustment costs of investment, capital

utilization and foreign debt differ substantially. Christiano et al. (2005) find estimates of 2.48 and 0.01

for ��V and
9
9

2

1
, respectively. Altig et al. (2003) find a value of 0.049 for

9
9

2

1
. Adolfson et al. (2007) esti-

mate a value of a 8.67 for ��V and estimate a value of 0.252 for < i.
12

We took the values reported in

Adolfson et al. (2007).

During the period 99:01-07:04 the share of the exports to countries outside of the euro area was 0.37,

while as referred before, the share of imports from countries outside the euro area was 0.34. The pa-

rameters chosen replicate approximately these ratios as well as the average sample shares in the

GDP of private consumption, public consumption, investment, total exports and total imports. It is com-

mon in the literature, including Adolfson et al. (2007), to assume that in the steady state exports are

equal to imports, and the net foreign debt is zero. Instead, we assumed that the level and composition

of the steady state net foreign responsabilities were the values for Portugal at the end of 2007. At this

date the net foreign responsibilities were a large fraction of GDP, being 83 per cent denominated in

euros.

The parameters of the IS curve, Phillips curve and Taylor rule were chosen so that the impulse re-

sponse functions of the union’s inflation, output and interest rate to a monetary shock could mimic the

impulse response functions of these variables to a monetary shock in the model estimated by Adolfson

et al. (2007) for the euro area. The parameters of the interest rate rule are similar to the ones estimated

for the euro area by Adolfson et al. (2007) and Smets and Wouters (2003). The parameter : reflects the

size of Portugal and is set to 0.05. The parameters in the equations that determine the nominal interest

rate, output and inflation outside the union do not need to be specified as we assumed that these vari-

ables are not affected by a monetary policy shock in the union.
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(11) Chari et al. (2005) have a mark-up of 11 per cent.111111111111111111111111111111111111111111

(12) These divergent results in the literature are due to the fact that the data sets are divergent and to the different estimation techniques used. Adolfson et al.

(2007) use Bayesian estimation techniques while Christiano et al. (2005) match the impulse response functions of the identified shocks.121212121212121212121212121212121212121212
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Chart 1(to be continued)

IMPULSE RESPONSES TO THE MONETARY POLICY SHOCK
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Chart 1(continued)

IMPULSE RESPONSES TO THE MONETARY POLICY SHOCK
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NEW FACTS ON POVERTY IN PORTUGAL*1

Nuno Alves**

1. INTRODUCTION

Poverty represents a deprivation of the basic right of individuals to fully participate in the social, eco-

nomic, cultural and political life of their communities. The poor tend to be excluded from several mar-

kets, face limited access to legal and political institutions and invest insufficiently in acquiring assets

that optimize their participation in economic activities, in particular human capital. Further, this exclu-

sion tends to be transmitted across generations. In a context of imperfect markets, the importance of

reducing poverty levels is thus founded not only on equity but also on efficiency grounds.

The persistently high poverty rates in Portugal represent an inescapable issue of the Portuguese de-

velopment process in recent decades. A growing literature has analysed this question, starting with the

seminal works of Silva (1982) and Costa et al. (1985). Subsequent important contributions may also be

highlighted, in particular Silva et al. (1989), Pereirinha (1996), Ferreira (2000), Albuquerque et al.

(2006), Rodrigues (2007) and Costa et al. (2008). This article builds upon these works and aims to

present recent evidence on the characteristics of the poor in Portugal and on several mechanisms that

determine poverty in Portugal.

Relative to the above references this article presents several novelties. First, it is based on the latest

expenditure survey in Portugal, with data for 2005/06. The survey is also used to uncover evidence on

a number of important phenomena, such as the life-cycle evolution of households’ income and expen-

diture, the intergenerational transmission of education and the existence of positive assortative mating

along education lines in Portugal. Second, the poverty indicators are based not only on income aggre-

gates but also on expenditure aggregates, which potentially give different insights on the composition,

dynamics and determinants of poverty. Finally, the article presents an analysis of several poverty de-

terminants based on multivariate regressions, which allows assessing the relative contribute of each

explanatory variable, controlling for the impact of the other.

To understand recent poverty trends in Portugal and to design optimal policies to fight poverty it is im-

portant to move beyond the simple statistical measurement of poverty and disentangle the mecha-

nisms influencing poverty spells. Poverty may be usefully understood as the combination of (i)

individuals and families’ decisions in face of aggregate and idiosyncratic shocks; (ii) the set of institu-

tional features characterizing the economy, including the socio-demographic structure, the level of hu-
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man capital and the functioning of goods, labour and credit markets; and (iii) the myriad of public

policies affecting the choice-set and the incentive structure facing individuals. Naturally, these three di-

mensions are strongly interrelated. Below we will present several insights regarding the contribution of

these features in explaining recent poverty trends in Portugal, even though it will not be possible to

statistically identify, for each factor, causality in a strict sense.

The remainder of this article is structured as follows. In Section 2 we clarify the concept of poverty as

well as several methodological assumptions adopted in the analysis. Section 3 presents a thorough

account of poverty in Portugal in 2005/06 and a brief presentation of the main trends for the period

1994/95 – 2005/06. Section 4 estimates the quantitative importance of several covariates of poverty in

Portugal within a Probit regression framework. Section 5 presents the main conclusions and, in this

light, previews several forces influencing poverty dynamics in the near future.

2. CONCEPTS AND METHODS

There is probably no definition that captures simultaneously all the dimensions that characterize living

in poverty (see Lang, 2007 and Jantti and Dazinger, 2000). In this article poverty will be conceptually

defined as a situation of deprivation based on lack of resources which limits individuals from fully par-

ticipating in society (for close definitions see Rodrigues, 2007, or Costa et al., 2008). Two dimensions

should be highlighted concerning this definition. On the one hand, the requirement of full participation

in society implies that the poverty concept is relative and that the poverty threshold is linked to the

overall resources of society in each period.
2

This implies that the evaluation of the existence of a situa-

tion of lack of resources includes “not only the commodities which are indispensably necessary for the

support of life, but whatever the customs of the country renders it indecent for creditable people, even

of the lowest order, to be without” (Adam Smith, The Wealth of Nations, 1776). On the other hand, the

definition refers to the lack of economic resources as defining poverty and thus abstracts from broader

concepts such as social exclusion or multidimensional poverty. In the latter case, the analysis would

also focus on issues such as the inadequate access to housing, education, health care and justice, as

well as to individual vulnerabilities preventing the fulfilment of basic human needs. It is nonetheless im-

portant to note that economic deprivation, as analysed in this article, is an important determinant of

multidimensional poverty (Berthoud and Zantomio, 2008).

We will consider an individual to be poor within a given time period if her level of equivalized income

(expenditure) is below 60 per cent of the median equivalized income (expenditure) in Portugal in that

period. There are five dimensions of this definition worth clarifying and qualifying.

First, the definition of a poverty line equal to 60 per cent of median equivalized income (expenditure)

follows the Eurostat definition of an individual “at risk-of-poverty”. The link between the poverty line and

median income reflects the relative nature of our poverty concept. This contrasts with the concept of
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(2) In this context it is interesting to note that, as argued by Sen (2003 and 2006), a position of relative poverty in the space of income may contribute to a

position of absolute poverty in the space of capabilities (where capabilities refer to the individual’s freedom and ability to pursue the basic entitlements in

society, whether material, social or political).
2



absolute poverty, where the poverty line is defined with respect to the value of a specific basket of basic

goods, which usually remains fixed over long periods.
3

There are no definite arguments in the literature

sustaining the choice of one of these concepts. In practice, almost all studies undertaken in the Euro-

pean Union and a growing number of studies for the remaining advanced countries use measures of

relative poverty (see Jantti and Dazinger, 2000, European Commission, 2009, OECD, 2008, or Jesuit

and Smeeding, 2002). In the present study, the choice for a definition based on relative poverty is

based in addition on the overall reasonability of the poverty lines using the admittedly ad-hoc threshold

of 60 per cent of median income (expenditure).
4

In fact, we estimate that the poverty line computed us-

ing total expenditures, for the case of a household composed by just one individual, was €406 per

month in 2006 (at 2006 prices). In turn, the poverty line computed with monetary income stood at €382

per month in 2005 (at 2005 prices)
5
. According to the equivalence scale used in this study (see below),

those values would be multiplied by a factor of 2.1 in the case of a family composed by 2 adults and 2

children. To put these figures in perspective, it can be noted, for example, that the gross monthly

income of an individual earning the minimum wage in 2006 stood at €437.

Second, we will compute the poverty measures using data from the latest three household expenditure

surveys, conducted by Statistics Portugal (INE). The surveys were conducted in 1994/95, 2000 and

2005/06.
6

Around 10000 non-overlapping households participated in each survey. The surveys pro-

vide information not only on the income and expenditure patterns of each household but also on sev-

eral socio-demographic characteristics of the households and the comprising individuals. Total income

and expenditure include both monetary and non-monetary components. The non-monetary compo-

nents correspond to owner-occupied housing, self-consumption, wages paid in goods and other

non-monetary transfers. The measure of household income in the expenditure survey includes social

transfers and is liquid of taxes and contributions to social security regimes. The surveys also provide

household weights that allow extrapolating the results to the population as a whole (INE, 2008a).

These weights were used in all computations in the present study. It should finally be noted that while

the household expenditures refer to the main year of each survey (1995, 2000 and 2006), the income

aggregates refer to the year preceding the survey (1994, 1999 and 2005, respectively).

Third, given that the measurement unit in the expenditure surveys is the household, we assume that

resources are fully shared within each household. Everyone living in a poor household is thus equally

poor. In addition, household income and expenditure has been rescaled in order to take into account

the fact that different households – in terms of size and composition – have different needs. There is

some dispute in the literature on the extent of economies of scale within households and thus on how
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(3) For example, in the US, the official poverty line is computed with the method proposed by Orshansky (1965). This method starts by estimating the minimum

cost of a nutritional diet for families of different sizes. Subsequently, this cost is multiplied by a factor corresponding to the inverse of the weight of food

expenditures in total expenditures. The poverty line thus obtained is adjusted annually for inflation using the CPI-U. This methodology has been subject to

numerous critiques in the literature (see Meyer and Sullivan, 2008b).
3

(4) This conclusion contrasts with the one obtained if poverty lines were computed based on absolute concepts of poverty. In this case, as reported in Costa et

al. (2008), the poverty line calculated on the basis of an absolute concept of poverty “for most recent dates is too high, leading to implausibly high poverty

rates”.
4

(5) The poverty lines for all income and expenditure aggregates used in this article are presented in Table 1.
5

(6) The first two surveys were named Survey to Household Budgets (Inquérito aos Orçamentos Familiares - IOF) and the most recent was named Survey on

Household Expenditure (Inquérito às Despesas das Famílias - IDEF). For a thorough presentation of the questionnaire and sample design of the latest IDEF

2005/06, see INE (2008a).
6



to “equivalize” income and expenditure. In this article, we use the OECD modified equivalence scale,

which attributes a weight of 1.0 to the first adult in the household, 0.5 to other adults and 0.3 to children

(below 15 years). Whenever income and expenditure measures are mentioned in this article they will

always refer to equivalized aggregates.

Fourth, the analysis conducted in this article will focus symmetrically on income and expenditure ag-

gregates. This contrasts with most of the recent studies for Portugal, which are uniquely based on in-

come aggregates, but is consistent with the insights in the literature that no single measure yields a

perfect account of the degree of resource deprivation (see Blundell and Preston, 1998). The authors

favouring income measures typically underline that entitlement to a minimum income is a prerequisite

for participation in society. In this case the premise is that there is a minimum right to resources

(Atkinson, 1998). Those favouring expenditure measures focus primarily on the existence of a mini-

mum standard of living. They also argue that expenditure captures best not only long-term living stan-

dards but also the role of government programs and credit markets (Meyer and Sullivan, 2008).

Furthermore, there is evidence of underreporting of income in these types of surveys (Rodrigues,

2007). These arguments suggest that poverty indicators based on expenditure aggregates are, at a

minimum, indispensable complements to the indicators based on income aggregates (see Meyer and

Sullivan, 2008b, for an analysis of the evolution of poverty in the US using consumption and income in-

dicators). Below, we will show that both measures yield several different conclusions regarding the

level, composition and recent trends in poverty during the last decade but yield close insights as

regards the underlying factors associated with poverty.

Further, we will study not only poverty indicators based on total expenditure and income but also indi-

cators based on expenditure excluding rents and monetary income. Considering these latter aggre-

gates is important (i) for comparability reasons, given that most poverty studies in the European Union

refer to monetary income poverty; (ii) because imputed rents display a questionable surge between the

2000 and 2006 surveys, which significantly affects the intertemporal comparability of the results (see

Subsection 3.3 below); and, (iii) because it is not clear theoretically whether housing services should

be included in the income and expenditure measure.
7

For these reasons, in this article we will typically

analyse two measures of income (total and monetary) and two measures of expenditure (total and

excluding rents).

Finally, the cross-section nature of the data sets prevents an assessment of the degree of persistence

of poverty in Portugal, an analysis of the main poverty triggers and mitigating factors, as well as a study

of the reasons explaining the duration of poverty. It should be clear that analysing poverty dynamics is

crucial to develop not only a better understanding of the causes underlying poverty experiences but

also to design more effective policies targeted against poverty. The new EU Statistics on Income and

Living Conditions (EU-SILC), available for Portugal since 2004, is an important step in this direction
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(7) As mentioned by Lang (2007), the analysis of a measure of income and expenditure excluding housing services may be justified if the household depends

on remaining in that specific house to participate fully in society.
7



(see Costa et al., 2008, for an analysis of poverty dynamics in Portugal using the European Union

Household Panel, for the period 1995-2000).

3. UPDATED FACTS ON POVERTY IN PORTUGAL

In this section we present some facts on poverty in Portugal using the most recent expenditure sur-

veys. Subsection 3.1 documents aggregate measures of poverty in 2005/06. Subsection 3.2 then

presents several poverty profiles, identifying the main characteristics of the poor in 2005/06. Finally,

Subsection 3.3 assesses the main poverty trends in Portugal over the last decade.

3.1 A picture of aggregate poverty in 2005/06

Chart 1 shows the distribution of the expenditure and income aggregates in Portugal in 2005/06. As

can be seen from the figure, these distributions are highly skewed, with around 65 per cent of individu-

als having expenditure and income levels below average.
8

The figure also suggests that a significant

number of individuals lies below the poverty line in each case.

Table 1 quantifies these observations. The table presents three indicators of poverty, as suggested by

Foster et al. (1984).
9,10

These indicators take the form:

� � � �FGT
z y

z
f y dy

z

�

�

�
��

�
���

	


����

0

, � 
 0

where z represents the poverty line and y represents either the income or expenditure level. � �FGT 0

corresponds to the headcount ratio, i.e., the proportion of the population that is poor. � �FGT 1 corre-

sponds to the average normalised poverty gap, i.e., the average distance between income and expen-

diture of poor individuals and the poverty line, as a fraction of the poverty line. � �FGT 2 squares the

average distance to the poverty line thus attributing more weight to the poor individuals that are

farthest from the poverty line.

In Table 1, these indicators are presented with bootstrapped standard errors in parenthesis. The stan-

dard errors account for the fact that the data stems from a survey of households and thus inevitably

contains some margin of error. When drawing comparisons between indicators or when analysing the

evolution of a certain indicator over time it is important to take these standard errors seriously in order

to be able to draw conclusions that are statistically significant.
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(8) According to the survey, the mean of total annual expenditures (total income) was €9793 (€12278); the 90
th

percentile of total annual expenditures (total

income) was €17373 (€21944) and the 99
th

percentile of total annual expenditures (total income) was €35574 (€47605).
8

(9) These indicators fulfil several important properties (see Jantti and Dazinger, 2000). In particular, they are additively decomposable, which allows

straightforward breakdowns of poverty across groups in the population. See, however, the critique to the general decomposability nature of these indicators

in Sen (2006).
9

(10) For completeness Table 1 also presents some inequality indicators, namely the Gini index and several decile expenditure/income shares.
10



There are important insights on aggregate poverty in Portugal that can be drawn from the table.
11

First,

the level of poverty in Portugal is high irrespective of the indicator under analysis. In terms of interna-

tional comparisons, while the proportion of poor in Portugal measured with monetary income stood at

18.5 per cent in 2005, the corresponding Eurostat figure for the European Union and the euro area at

that time was 16 per cent. Only three euro area countries – Spain, Greece, and Ireland - displayed a

slightly higher income poverty rate compared to Portugal, even though not statistically different at stan-

dard confidence levels (taking into account the standard errors reported in Table 1). In turn, the lowest

poverty rates in the European Union – standing close to 10 per cent – were observed in Sweden, the

Netherlands, the Czech Republic and Denmark.

Second, the table quantifies the number of poor in Portugal, also with a breakdown by age group, for

the income and expenditure measures analyzed in this study. Taking into account the uncertainty
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Chart 1

DISTRIBUTION OF EXPENDITURE AND INCOME
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Source: IDEF 2005/06.

Note: The vertical line represents the poverty line for the case of a sole person.

(11) Table 2 also highlights the strong inequality in the distribution of income and expenditure, one of the highest in the European Union. As a striking illustration

of this pattern, it can be mentioned that the income (expenditure) of the highest decile amounts closely to the sum of the income (expenditure) of the first five

deciles of the respective distribution.
11



around each of these measures, as well as the differing conclusions using each measure of income or

expenditure, it can be concluded that the number of poor in Portugal in 2005/06 stood close to 2 mil-

lion, of which around 300000 were children. These figures are globally in line with those reported in

Rodrigues (2007), European Commission (2009) and INE (2008a, 2008b). They represent a represent

a disquieting reality in the Portuguese development process.

Third, according to the expenditure survey, the non-monetary income components decrease the inci-

dence and depth of poverty. This is mainly related to the prevalence of owner-occupied housing in Por-

tugal, also among the poor. This finding, reported also in Rodrigues (2007), implies that the traditional

monetary income indicators may overstate the true level of poverty in Portugal.

A fourth insight implicit in Table 1 is that the poverty depth – for example computed with – is not ex-

tremely deep. This is in part related to the fact that the survey does not capture the most destitute in so-

ciety, who are thus also excluded in a statistical sense. In terms of income (monetary income), the

mean of poverty gaps in 2005 stood at around €1350 (€1200) per year. Coupling this information with

the properties of the income distribution in Portugal, we are able to calculate that the poverty gap in

Portugal in 2005 corresponded to 3.9 percent per cent of the monetary income of the 30 per cent rich-
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Table 1

MAIN INDICATORS

Expenditure Income

Total Exc. rents Total Monetary

Poverty lines: one person household (euros per year) 4 869.41 3 796.24 5 815.49 4 584.00

Foster-Greer-Thorbecke poverty indices

FGT(0): headcount ratio (proportion poor) 0.184 0.211 0.162 0.185

(0.005) (0.006) (0.005) (0.005)

FGT(1): average normalised poverty gap 0.047 0.060 0.038 0.049

(0.002) (0.002) (0.002) (0.002)

FGT(2): average squared normalised poverty gap 0.019 0.026 0.014 0.020

(0.001) (0.001) (0.001) (0.001)

Number of poor 1 951 033 2 235 992 1 717 759 1 959 267

Children (under 15) 282 618 326 476 299 158 313 396

Prime-aged adults (15-64) 1 102 760 1 259 934 979 179 1 116 875

Individuals aged 65 or over 565 655 649 582 439 422 528 996

Gini index 0.329 0.357 0.344 0.373

(0.004) (0.004) (0.005) (0.006)

Decile group shares (in percentage)

Q1 (first decile) 3.016 2.629 3.139 2.765

(0.051) (0.047) (0.060) (0.058)

Q2 (second decile) 4.607 4.159 4.607 4.220

(0.053) (0.057) (0.062) (0.064)

Q10 (tenth decile) 25.473 27.033 27.569 29.631

(0.344) (0.372) (0.515) (0.594)

Source: IDEF 2005/06.

Notes:Average values and poverty lines defined per equivalent adult. Values in euros per year (evaluated at 2005 prices for income and 2006 prices for expenditure). Observations

weighted with sample weights. Bootstrapped standard errors in parenthesis.



est individuals (3.5 per cent if total income was considered). This illustrates markedly the high income

inequality prevailing in Portugal.

Finally, the table also highlights that the level of poverty measured with expenditure aggregates is

higher than the one computed with income aggregates. This raises a natural question of understand-

ing whether the individuals identified as poor when the expenditure aggregates are used coincide with

those identified as poor with income aggregates.

Table 2 aims to answer this question. The main conclusion of the table is that the intersection between

those groups is limited. From the group of individuals who are expenditure poor, only around half are

also income poor. From the group of individuals who are income poor, around 63 per cent are also ex-

penditure poor.
12

These are seemingly low figures but have also been reported for other economies

(see Brewer et al., 2006, for the case of the UK). The reasons behind this non-overlap may be three-

fold. First, expenditures may be lumpy in the short-term, in particular due to the acquisition of durable

goods, and this may change the relative position of individuals in the expenditure/income scale. Sec-

ond, expenditure surveys usually display significant measurement errors. In particular, it is well known

that income is usually underreported in these surveys. Third, income varies significantly over the

life-cycle of individuals and also in response to idiosyncratic shocks, such as unemployment, disability,

work bonuses, retirement or breaks from employment due to family responsibilities. In face of these

shocks, agents tend to smooth expenditures, by changing the level of savings or debt. This is actually
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Table 2

INTERSECTION BETWEEN THE INCOME POOR AND THE EXPENDITURE POOR

IDEF 2005/06 IPEF 2006

Fraction Expendit.

(euros)

Income

(euros)

Fraction Net wealth

(euros)

Expenditure poor 100.0 3 628.2 6 192.4 100.0 25 642.5

Expenditure poor and Income poor 51.1 3 350.6 4 237.2 51.2 18 659.1

Expenditure poor and Income non-poor 48.9 3 905.6 8 146.4 48.8 32 390.7

Expenditure poor and Expenditure exc. Rents poor 89.3 3 498.1 6 145.2 89.5 26 697.2

Expenditure poor and Expenditure exc. Rents non-poor 10.7 4 520.0 6 515.4 10.5 18 326.2

Income poor 100.0 4 947.3 4 454.2 100.0 23 787.1

Income poor and Expenditure poor 62.7 3 350.6 4 237.2 63.0 18 659.1

Income poor and Expenditure non-poor 37.3 7 044.3 4 739.2 37.0 30 682.4

Income poor and Monetary income poor 83.8 4 913.3 4 253.4 84.1 27 123.3

Income poor and Monetary income non-poor 16.2 5 096.1 5 333.7 15.9 9 317.1

Expenditure non-poor and Income non-poor 100.0 11 577.6 14 493.4 100.0 80 098.0

Sources: IDEF 2005/06, IPEF 2006.

Notes: Observations were weighted with sample weights; variables defined per equivalent adult. Net wealth is computed only for the subset of households in the IPEF. Values defined in

euros per year (evaluated at 2005 prices for income and 2006 prices for expenditure and net wealth).

(12) The Table 2 also highlights that there is a large intersection between the expenditure poor and the “Expenditure excluding rents” poor, as well as between

the income poor and the monetary income poor.
12



one of the reasons why expenditures may better represent the permanent income position of the

agents instead of the more volatile information stemming from monetary income.
13

In this case, the in-

formation based on expenditure may better reflect longer-lasting poverty spells. The last column in Ta-

ble 2 suggests this may actually be the case in the IDEF 2005/06. In particular the level of net

equivalized wealth of the income poor individuals who were not expenditure poor was significantly

higher that the net wealth of the remaining income poor (while the net wealth of the former stood at

slightly above €30000, the net wealth of the latter was below €20000).
14

This fact suggests the

existence of a relevant role of wealth in the smoothing of expenditure decisions by the income poor

households.

The fact that different conclusions arise from the use of different aggregates implies that a thorough

analysis of all the data is important to draw a robust and consistent picture of poverty in Portugal. In the

next subsection we thus analyse a number of poverty profiles for various measures of income and

expenditure.

3.2 Who were the poor in Portugal in 2005/06?

This subsection presents a set of disaggregate facts on poverty in Portugal, breaking down the aggre-

gate poverty incidence across a number of socio-economic characteristics. These poverty profiles are

presented in Table 3, based on geographical location, household size, marital condition, age, educa-

tion and employment status (with the latter three features related to the household’s representative).
15

It is important to note upfront that these poverty profiles do not establish causal relationships and do

not allow inferring the underlying relationships between each variable and the incidence of poverty. A

step in this direction will be undertaken in the regression analysis presented in Section 4.

Some fundamental facts are worth highlighting from the table.
16

In terms of geographical breakdown,

the regions with the highest poverty rates are, in descending order, Madeira, Azores and Alentejo.
17

The Lisbon region and the Algarve consistently present the lowest poverty rates in Portugal. In this

context it is important to note that the poverty lines are the same for all regions, which implies that dif-

ferences in price levels – also associated with differences in the respective levels of income per capita

– are not controlled for when measuring regional poverty.

As regards household size, the highest poverty rates are observed for households composed of 6 or

more individuals (with poverty rates ranging between 31 to 42 percent). Households with just one indi-
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(13) A quite striking example is reported in Costa et al. (2008), where it is shown that between 1995 and 2000 almost half of households in Portugal lived in

poverty for at least one year. This high figure is in part associated with the fact that the analysis was based on monetary income aggregates.
13

(14) The net wealth measure is computed with the latest Household Wealth and Indebtedness Survey (IPEF) carried out by Statistics Portugal and Banco de

Portugal during the last quarter of 2006 and the first quarter of 2007. The sample of the survey is a sub-set of the respondents to the IDEF 2005/06, and is

composed of about 8500 households. For a detailed presentation of the characteristics of the IPEF, see Farinha (2008).
14

(15) The household representative is loosely defined as the member over 14 years which is recognized as such by the other members, and which must always

reside on the same house.
15

(16) The conclusions reported in table 3 for the incidence of poverty, FGT(0), would be qualitatively unchanged for other measures of poverty, such as FGT(1) or

FGT(2). These results, as well as the corresponding bootstrapped standard errors, are available from the author upon request.
16

(17) The North also records one of the highest poverty rates when total income is considered.
17
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Table 3

BREAKDOWN OF POVERTY INCIDENCE, BY THE CHARACTERISTICS OF THE HOUSEHOLD OR THE

REPRESENTATIVE

Expenditure Income

% sample Total Exc. rents Total Monetary

Total 100.0 0.184 0.211 0.162 0.185

Region

North 35.4 0.185 0.205 0.191 0.213

Center 22.5 0.232 0.248 0.160 0.201

LVT 26.3 0.110 0.145 0.122 0.120

Alentejo 7.2 0.260 0.293 0.167 0.207

Algarve 4.0 0.151 0.198 0.136 0.187

Azores 2.3 0.264 0.333 0.217 0.232

Madeira 2.3 0.298 0.357 0.187 0.235

Urban / rural

Rural 12.4 0.362 0.355 0.272 0.338

Semi-urban 16.7 0.224 0.243 0.196 0.235

Urban 70.9 0.144 0.179 0.135 0.147

Household size

1 6.1 0.268 0.329 0.254 0.346

2 20.8 0.211 0.265 0.181 0.218

3 29.8 0.134 0.163 0.109 0.142

4 28.0 0.146 0.154 0.124 0.140

5 9.8 0.202 0.231 0.242 0.202

6 or more 5.6 0.422 0.395 0.330 0.313

Age

Less than 25 0.7 0.152 0.288 0.178 0.186

25-34 9.9 0.136 0.196 0.131 0.149

35-44 28.7 0.146 0.168 0.146 0.153

45-54 22.0 0.146 0.158 0.136 0.156

55-64 17.6 0.173 0.191 0.145 0.183

65-74 13.4 0.284 0.305 0.218 0.236

Equal or over 75 7.7 0.356 0.422 0.278 0.354

Education (completed)

None 11.5 0.450 0.472 0.388 0.422

4 years 39.0 0.234 0.255 0.200 0.232

6 years 16.9 0.141 0.174 0.134 0.150

9 years 12.8 0.084 0.127 0.083 0.106

12 years 10.4 0.051 0.091 0.052 0.061

Terciary 9.5 0.015 0.028 0.012 0.010

Employment status

Worker (non self-emp.) 47.8 0.126 0.157 0.107 0.111

Self-employed 15.4 0.120 0.141 0.121 0.175

Unemployed 6.4 0.306 0.325 0.339 0.353

Retired 25.2 0.278 0.304 0.218 0.252

Non-worker 5.2 0.303 0.322 0.305 0.373

For memory: subset of households with working-age representative (age over 14 and under 65 years)

Representative with no spouse/companion

Working 8.7 0.135 0.135 0.188 0.152

Not working 3.9 0.359 0.342 0.349 0.402

Representative with spouse/companion

Both working 50.8 0.096 0.060 0.121 0.063

One working 28.5 0.203 0.231 0.223 0.272

Both not working 8.2 0.226 0.249 0.247 0.270

of which: both unemployed 0.8 0.489 0.443 0.501 0.421

Source: IDEF 2005/06.

Notes: Average values and poverty lines defined per equivalent adult. Values defined in euros per year (evaluated at 2005 prices for income and 2006 prices for expenditure). Observa-

tions weighted with sample weights.



vidual also face significantly higher than average poverty rates. The lowest poverty rates are observed

for households with 3 or 4 individuals, which represent more than half of the population.

With respect to age, the highest poverty rates are clearly concentrated in households with representa-

tives older than 64 years and, in particular, in households where the representative is older than 74

years. All the other age brackets record lower than average poverty rates (with the exception of house-

holds where the representative is younger than 25 years, which represent a negligible fraction of the

population).

The number of years of education of the representative is an important variable to identify the inci-

dence of poverty. In fact, the poverty rate consistently decreases as the number of years of completed

education increases. This relation holds robustly across all income and expenditure measures. It is

noteworthy that over 40 per cent of households whose representative has zero years of completed ed-

ucation – mainly older households – are in poverty according to most measures. Households whose

representative has only 4 years of completed education also record higher than average poverty rates

(these households correspond to almost 40 per cent of the population). In contrast, households with

representatives with 12 years or more of education face poverty rates clearly below 10 percent, which

are close to zero in the case of those with tertiary education.

These figures are directly associated with the high returns to education in the Portuguese labour mar-

ket, which are closely related to the low supply of educated individuals (this issue is explored further in

Section 4 below). As shown in Chart 2, households with higher education levels can expect on average

higher labour market incomes, higher total monetary incomes and higher total expenditure levels.

Chart 2 also shows that these patterns occur along the full life-cycle of the households, with the maxi-

mum expected wage earnings - for all education levels - occurring between 45 and 64 years. The re-

turns to education throughout the working life of an individual also translate into the pension levels in

retirement. In fact, the sharp fall in labour market earnings occurring at retirement is only partially

translated in a fall in monetary income, which is related to the existence of a social security system in

Portugal. Finally, in line with theoretical predictions, expenditure displays a smoother profile relative to

income, and displays a much milder fall in older age brackets.

In terms of employment status, Table 3 shows that households where the representative works have

clearly lower poverty rates relative to the cases where the representative is unemployed, retired or not

working for other reasons (this is the case, for example, of students, individuals with disability, individu-

als in public service or individuals taking care of their home or family). When we focus on working-age

representatives (presented in the lower panel of Table 3) we also conclude on the importance of partici-

pation in the labour market. Households where the representative (and the spouse/companion) works

face much lower poverty rates relative to the case where the representative (or the spouse/compan-

ion) is not working
18

. A particularly vulnerable situation occurs when both the representative and the
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(18) For expositional purposes, from now on references to spouses should be interpreted as including companions as well.
18



spouse are unemployed. Almost half of the households are in poverty in this case
19

. Another vulnera-

ble situation occurs for households with children and a single representative who does not work. In re-

sults not shown in the table we conclude that over half of these households live in poverty, regardless

of the expenditure and income aggregate analysed.

Despite the impact of participating in the labour market in lowering the incidence of poverty, it must be

noted that the shares of poor representatives and spouses who work is quite significant, albeit lower

than the corresponding figures for the non-poor. Chart 3 below illustrates this fact. The chart presents

the share of working representatives and spouses – for poor and non-poor households - in each age
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Chart 2

THE LIFE-CYCLE PROFILE OF WAGES, INCOME AND EXPENDITURE, BY EDUCATION ATTAINMENT
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Source: IDEF 2005/06.

Note: The x-axis refers to the age of the representative. The level of education refers to the maximum education of either the representative or the spouse.

(19) Note that poverty rates for this group when we use income measures stand at a lower level, around 43 per cent. However, it should be noted that there is a

calendar mismatch that may influence the interpretation of the results. In fact, while representatives reported their “usual” employment status, the reported

income refers to the full year of 2005.
19



bracket.
20

For example, in the age brackets between 34 and 54 years, around 70 per cent of represen-

tatives in poor households were working, while the corresponding figure for the non-poor was close to

90 per cent. For the same age brackets, between 40 and 50 per cent of spouses in poor households

were working, while the corresponding figure for the non-poor was around 65 per cent.
21

To end this subsection it is instructive to briefly summarize the breakdown of the poor in the population.

Table 4 highlights that, when measures of expenditure are used, around 15 per cent of the poor are

children (under 15 years), 30 per cent are working individuals, close to 30 per cent are retired and 25

per cent are not working for other reasons (including unemployed and students). The corresponding

figures for income measures are, respectively, around 17, 25, 26 and 32 per cent.
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Chart 3

SHARES OF WORKING REPRESENTATIVES AND WORKING SPOUSES/COMPANIONS (WHERE

APPLICABLE)
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Source: IDEF 2005/06.

Note: The x-axis refers to the age of the representative.

(20) The figure presents results for total income and expenditure poverty. The results are analogous when monetary income or expenditure excluding rents are

used.
20

(21) The differences are relatively higher when poverty is measured with income, which is not surprising given that participation in the labour market directly

influences monetary income.
21



3.3. Recent trends in poverty in Portugal: 1994/95-2005/06

There is a long-standing conviction that poverty levels in Portugal have stood at high and relatively sta-

ble levels in recent decades (see Rodrigues, 2007, and Costa et al., 2008). According to the most re-

cent Eurostat statistics, poverty rates in Portugal, measured with monetary income, declined gradually

from levels around 21 per cent in 1995 to 18 per cent in 2006 (even though it should be underlined that

there is a methodological break in 2004). Further, INE (2008a) showed recently that according to the

latest expenditure survey the incidence of poverty declined between 1999 and 2005. In this subsection

we assess the recent poverty trends in Portugal with evidence from the three latest expenditure sur-

veys (IOF 1994/95, IOF 2000 and IDEF 2005/06). We will show that recent poverty trends differ

whether one uses expenditure or income aggregates. Further, we will also conclude that the sample

design in each survey significantly affects the results. The breakdown of the sample in terms of

education is particularly critical in this respect.

We start by presenting in Chart 4 the annual average growth of expenditure and income in Portugal in

the sub-periods between the three expenditure surveys, for each quintile of the distributions. The main

messages arising from the figure are the following. First, the average rate of growth of expenditure and

income in the second half of the 90s was significantly higher than in the first half of the 00s, for all quin-

tiles of the distributions. Second, between the 2000 and 2005/06 surveys there was an abnormal in-

crease in the value of rents (which is included in the non-monetary components of expenditure and

income). In particular, imputed rents grew over 50 per cent in cumulated terms between 1999 and

2005, according to the expenditure surveys. This is equally clear in Chart 4 when we compare the rate

of growth of expenditures including or excluding rents. This fact leads us to favour an intertemporal

analysis of poverty using expenditure excluding rents and monetary income.

The third feature worth highlighting from Chart 4 is that the evolution across quintiles is clearly different

when we focus on expenditure or income aggregates. From the lower panel of Chart 4, it is clear that
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Table 4

BREAKDOWN OF THE POOR

Per cent

Expenditure Income Memo:

Total Exc. rents Total Monetary % sample

Children 14.5 14.6 17.4 16.0 15.5

Worker 29.3 31.3 25.4 24.8 44.0

Unemployed 7.6 7.4 8.9 8.4 5.4

Retired 29.8 29.3 25.6 26.9 19.3

Other non-worker 18.8 17.4 22.7 24.0 15.8

Total 100.0 100.0 100.0 100.0 100.0

Source: IDEF 2005/06.

Notes: Average expenditure / income and poverty lines defined per equivalent adult. Observations were weighted with sample household weights.



when we look at the behaviour of expenditure excluding rents between 1994/95 and 2005/06 the low-

est quintile consistently observed the highest rates of growth and the highest quintiles consistently ob-

served the lowest rates of growth. This implied a decline in relative poverty and in the inequality of the

distribution of expenditure except rents throughout this period. When we turn to the behaviour of mon-

etary income, the picture is quite different. In fact, the lowest quintile did not perform significantly better

than the median quintile and the highest quintile consistently observed the highest rate of growth of

monetary income throughout the decade. This behaviour implied a slight increase in the inequality of

the distribution of monetary income, while no conclusion can be drawn regarding the evolution of the

poverty rate.
22

In order to start analysing the main poverty trends between 1994/95 and 2005/06 Chart 5 presents the

evolution of poverty rates during this decade, with 95 per cent confidence intervals around the point es-
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Chart 4

ANNUAL GROWTH OF EXPENDITURE AND INCOME AGGREGATES, BY QUINTILE
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Sources: IOF 1994/95, IOF 2000 and IDEF 2005/06.

(22) A more thorough analysis of the evolution of inequality throughout this period is available from the author upon request. For completeness, it is worth

reporting here that the Gini coefficients for monetary income in 1994/95, 2000 and 2005/06 were, respectively, 0.354, 0.364 and 0.373. The corresponding

Gini coefficients for expenditure excluding rents were, respectively, 0.395, 0.377 and 0.357.
22



timates. A straightforward interpretation of the figure would lead one to conclude that poverty rates

computed with expenditure measures declined between 1995 and 2000, and again between 2000 and

2006, albeit not significantly in statistical terms in the case of expenditure except rents in each sub-pe-

riod
23

. In turn, according to the income measures, we would conclude that poverty stayed broadly con-

stant between 1994 and 1999 and declined significantly between 1999 and 2005. However, as we will

show below, these conclusions are most likely not robust and must be qualified.

The main problem is that the survey samples do not consistently reflect the population under study in

the respective years, in particular in 2000. In fact, while the 1994/95 and 2000 surveys were both de-

signed based on the 1991 Census of the population, the sample for the 2005/2006 survey was based

on the 2001 Census. This implies that in 2000 the survey was designed to reflect the structure of the

population observed almost a decade earlier. Moreover, it turns out that older individuals are over-rep-

resented in the 2000 survey. For example, the share of individuals older than 64 years is 20.3 per cent
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Chart 5

TRENDS IN POVERTY INCIDENCE 1994/95-2005/06
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Note: Evolution of poverty rates, FGT(0), with 95 per cent confidence intervals around the point estimates.

(23) These results were confirmed with formal statistical tests.
23



in the IOF 2000, which contrasts with 16.4 per cent the 2001 Census of the population (17.3 per cent in

the IDEF 2005/06).
24

This evolution has a direct counterpart in the breakdown of the sample by educa-

tion attainment. For example, in the IOF 2000, 65 per cent of the population over 25 years had at most

4 years of completed education. In the IDEF 2005/06, this figure drops to 51 per cent. This evolution is

impossible in demographic terms. As we already attested above, education is a crucial covariate of

poverty in Portugal. This implies that the incidence of poverty should be overstated in the IOF 2000.

To evaluate the impact of these sampling errors, several simple counterfactual scenarios were esti-

mated, aiming to simulate how poverty rates would have evolved between 2000 and 2005/06 for differ-

ent assumptions concerning the breakdown of the population in terms of years of education (Table 5).

A first counterfactual scenario presented in Table 5 estimates the evolution of poverty rates in case the

breakdown of the population in terms of years of education had remained constant between 2000 and

2005/06 (and the poverty incidence by education group had evolved as described in the surveys). The

table suggests that the poverty incidence would actually increase markedly between those years in this

counterfactual exercise, instead of decreasing significantly as in Chart 5. However, this is obviously a

very extreme exercise given that the stock of education has surely improved during this period. We

thus computed a second counterfactual exercise taking into account an estimated evolution of the

stock of attained education between 2000 and 2006 (using a conservative evolution of the education

pyramid in the Census 2001). The results, also shown in Table 5, suggest that poverty rates may have

actually stayed broadly constant during the 00s.

Given that the samples in the IOF 1994/95 and IDEF 2005/06 are both consistent with the Population

Census undertaken a few years earlier, we think the results between these two surveys should be

broadly comparable. Compiling all the above observations, it can be concluded that poverty rates de-

creased significantly between 1994/95 and 2005/06, in particular when measured with expenditure ag-

gregates. Further, the evidence suggests that poverty rates decreased more markedly between
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Table 5

COUNTERFACTUAL EVOLUTION OF POVERTY, FOCUSING ON THE ROLE OF EDUCATION

Expenditure Income

Total Except rents Total Monetary

Poverty incidence - FGT(0) 2000 2006 2000 2006 1999 2005 1999 2005

Observed 0.210 0.184 0.224 0.211 0.184 0.162 0.201 0.185

Counterfactual based on constant education
(a)

0.210 0.222 0.224 0.248 0.184 0.194 0.201 0.220

Counterfactual based on estimated education
(b)

0.210 0.207 0.224 0.232 0.184 0.182 0.201 0.207

Sources: IOF 2000 and IDEF 2005/06.

Notes: (a) Computations based on constant 2000 population shares, by education attainment. (b) Computations based on the estimated poverty incidence in 2000 and the likely evolu-

tion of education of the population between 2000 and 2006, estimated with standard mortality rates, the education pyramid in the Census 2001, and assuming a constant population.

(24) These figures are weighted with sample weights.
24



1994/95 and 2000.
25,26

In results available from the author upon request, it can also be concluded - us-

ing the “TIP curve” analysis proposed by Jenkins and Lambert (1997) - that the overall decline in pov-

erty between 1994/95 and 2005/06 is robust to the level of the poverty line and to the equivalence scale

used, but only in the case where the poverty indicators are computed with expenditure measures.

The above discussion highlights the importance of moving beyond the simple statistical measurement

of poverty trends and trying to understand the factors determining these trends. Further, it stresses the

importance of keeping track of the quality of the sample, in particular in what regards the breakdown by

education.

4. SOURCES OF POVERTY IN PORTUGAL

In the last section we described several social-economic characteristics of households living in poverty

in Portugal. The problem with these poverty profiles is that they do not allow distinguishing the relative

importance of the various factors associated with poverty. This section aims to tackle this issue. To this

end we run several multivariate regressions, which incorporate the poverty covariates that are

identifiable with the IDEF 2005/06.

In particular, we will estimate regressions where the dependent variable is binary, taking the value 1

when an individual is poor and 0 otherwise. The estimated model is called a Probit and can be formal-

ized as follows:

� � � �Pr |y x xi i i� �1 � �

In this equation, the probability that the dependent variable yt equals 1 (i.e., the probability that an indi-

vidual i is poor), given a set of explanatory variables x i, is specified as a non-linear function of the ex-

planatory variables x i. � represents the vector of coefficients to be estimated and � is the normal

cumulative distribution function. The estimation of the model is undertaken by maximum likelihood.

Before presenting the results of the estimations, it is important to underline three potential problems

associated with this approach. First, representing poverty as a binary situation ignores information

concerning the depth of poverty. In addition, when poverty is represented by a binary characterization,

even marginal changes around the poverty line move the position of the households from the set of

poor to non-poor (or vice-versa). Second, even though the multivariate regression framework is a step

forward in understanding the covariates of poverty, it is important to underline upfront that these re-

gressions do not identify causal relationships. Finally, there is an important problem associated with
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(25) Further, as argued in Rodrigues (2007), during this period the depth of poverty was reduced, due in particular to the introduction of the Rendimento Mínimo

Garantido (a minimum guaranteed income scheme, which was set at levels significantly below the poverty line).
25

(26) The reasons underlying the poverty decline in the late 90s – in particular when expenditure aggregates are used – are beyond the scope of this study. Here it

is worth highlighting that this evolution may be related inter alia to the significant increase in current transfers from the general government to households

during this period, as well as to an increased access to debt of households who were traditionally excluded from the credit market for consumption (see

Farinha, 2008, and references therein).
26



the endogeneity of the variables.
27

In what follows, we proceed with this note of caution in mind, hoping

that the overall results may be robust to this issue.

Table 6 presents the results of the Probit regressions for the poor population identified with each in-

come and expenditure aggregate. The explanatory variables of the model include geographical data

(region of the household and urban/rural breakdown), characteristics of the household (household

size, number of members working beside the representative, maximum education level of the repre-

sentative/spouse, existence of a spouse in the household) and characteristics of the representative

(age and working condition). In Table 6 the estimated coefficients measure the marginal effect of each

variable on the probability of an individual being poor, controlling for the impact of all the other

covariates.
28

The standard errors of each coefficient are presented in parenthesis.

We turn now to the analysis of the results for each explanatory variable. It is important to note upfront

that the sign and statistical significance of the estimated coefficients are globally robust to the expendi-

ture and income aggregates used (with the exception of the dummy variables referring to the region

where the household resides).

In what concerns the household size, Table 6 allows us to conclude that each additional household

member significantly increases the probability that the household is poor, even controlling for the im-

pact of the remaining explanatory variables. This effect is directly influenced by the fact that both ex-

penditure and income are computed per equivalent adult.

In addition, the table includes results on whether having a spouse in the household influences the

probability of the household being poor. For all expenditure and income aggregates, it can be con-

cluded that having a spouse significantly decreases the probability of the household being poor. This is

probably related to the existence of insurance mechanisms within the household but may also be af-

fected by the existence of several economies of scale which are probably not captured accurately in

the simplified equivalence scale used in this article. Anyway, this result confirms the aggregate evi-

dence that was already observable in the lower panel of Table 4.

Regarding the variables related to geographical factors, it is clear that households living in urban areas

have a lower probability of living in poverty, when compared with households living in rural areas. Fur-

thermore, it is confirmed that households living in the Lisbon region and in the Algarve face a relatively

lower probability of being poor.

Focusing now on the age of the representative, the table shows that there is a significant relation be-

tween the individuals’ life cycle and the probability of living in poverty. In fact, the lowest probabilities of

living in poverty occur when the representative belongs to the age bracket between 45 and 64 years (in
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(27) The relation between education and poverty may be useful to illustrate this issue. It should come as no surprise that we will find that a low level of education

is a significant determinant of poverty. The problem with this conclusion is that the permanence of children in poor households also implies, on average,

lower levels of education attainment relative to comparable age-brackets in the rest of the population. This kind of endogeneity is inescapable in our data

sets. Analogous examples could actually be presented for other variables such as unemployment or illness (see Smith and Middleton, 2007).
27

(28) It is important to note that these marginal effects are evaluated at the mean of the independent variables, except in the cases of the variables which, when

assuming a value equal to 1, imply that other associated variables are equal to zero (which is the case of the dummy variables representing the region, age,

employment status and education). In these cases, the evaluation of the marginal effects takes into account the null restrictions over the respective

associated variables.
28



the case of the poverty indicators based on expenditure) and to the age bracket between 55 and 74

years (in the case of the poverty indicators based on income). In turn, the highest risk of poverty is

observed in the lowest and highest age brackets

Table 6 subsequently presents the impact of the employment status of the representative A first con-

clusion in this respect is that households with an unemployed representative observe significantly

higher probabilities of being poor relative to households where the representative is working. This ef-

fect amounts to about 15 percentage points when poverty indicators are based on expenditure aggre-

gates and to about 20 percentage points when poverty indicators are based on income aggregates. A

similar result – albeit of a lower magnitude – is found when the representative does not work (for

reasons other than retirement or unemployment).

In case the representative is retired, the probability of being poor (compared with the case of a working

representative) is positive but quantitatively close to zero. This fact suggests that, with the rules gov-

erning the fiscal and pension systems in 2005/06, moving into retirement did not imply a significant re-

duction in liquid income or expenditure. This result is not surprising given that the net replacement

rates (relative to the final earnings before retirement) at the time were on average above 90 per cent

(see OECD, 2007). Note that this figure reflects not only the gross replacement rates - which were on

average close to 75 per cent - but also the difference in social security contributions and personal in-

come taxes paid by workers and pensioners. It should be mentioned that after 2005 several new rules

governing the expected liquid income after retirement were approved. These new rules significantly

decreased the net replacement rate.

Table 6 also shows that the probability of being poor significantly diminishes with each additional work-

ing member in the household (besides the representative). Each additional working member de-

creases the probability of being poor by around 7 percentage points when poverty indicators are based

on expenditure aggregates and in over 11 percentage points when poverty indicators are based on

income aggregates.

The last evidence in Table 6 refers to the role of education in determining the probability of living in pov-

erty. The table confirms that the education level of the representative/spouse is a fundamental element

in determining that probability. In fact, compared with households whose representative and spouse

had no formal education, households where the representative and/or spouse had 4 years of educa-

tion displayed lower probabilities of being poor, by about 15 percentage points. The probability of being

poor was over 35 percentage points lower in households where the representative and/or spouse had

tertiary education. Thus, it is clear that the education level is an important explanatory factor of poverty

levels in Portugal.

It is instructive to recall that from the poverty profiles in the last section it would not be possible to distin-

guish whether the high poverty incidence among the elderly was due to life-cycle issues, to their low

average level of education or to their retirement status. The multivariate analysis in this section sug-

gests that education is quantitatively the most relevant factor among the three.
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Table 6

PROBIT REGRESSIONS - MARGINAL EFFECTS

Expenditure Income

Total Exc. rents Total Monetary

Household size 0.051 0.041 0.055 0.049

(0.000) (0.000) (0.000) (0.000)

Family with spouse/companion -0.038 -0.033 -0.039 -0.030

(0.000) (0.000) (0.000) (0.000)

Urban -0.088 -0.058 -0.057 -0.081

(0.000) (0.000) (0.000) (0.000)

Region (relative to North)

Center 0.046 0.047 -0.011 -0.001

(0.000) (0.000) (0.000) (0.000)

Lisbon region -0.017 -0.004 0.002 -0.024

(0.000) (0.000) (0.000) (0.000)

Alentejo 0.058 0.074 -0.019 -0.016

(0.000) (0.001) (0.000) (0.000)

Algarve -0.007 0.015 -0.019 0.004

(0.001) (0.001) (0.000) (0.001)

Azores 0.019 0.086 -0.023 -0.024

(0.001) (0.001) (0.001) (0.001)

Madeira 0.053 0.107 -0.040 -0.016

(0.001) (0.001) (0.000) (0.001)

Age of representative (relative to 25-34 years)

Less than 25 years 0.027 0.118 0.113 0.077

(0.002) (0.002) (0.002) (0.002)

35-44 years -0.033 -0.072 -0.020 -0.036

(0.000) (0.001) (0.000) (0.000)

45-54 years -0.052 -0.100 -0.039 -0.040

(0.000) (0.001) (0.000) (0.000)

55-64 years -0.055 -0.092 -0.058 -0.049

(0.001) (0.001) (0.000) (0.001)

65-74 years -0.027 -0.046 -0.058 -0.069

(0.001) (0.001) (0.001) (0.001)

Equal or over 75 years 0.005 0.029 -0.040 -0.019

(0.001) (0.001) (0.001) (0.001)

Employment status of the representative

(relative to working representative)

Unemployed 0.152 0.152 0.191 0.206

(0.001) (0.001) (0.001) (0.001)

Retired 0.026 0.001 0.022 0.008

(0.000) (0.000) (0.000) (0.000)

Other non-worker 0.100 0.095 0.123 0.173

(0.001) (0.001) (0.001) (0.001)

No. members working (besides representative) -0.068 -0.073 -0.117 -0.148

(0.000) (0.000) (0.000) (0.000)

Maximum years of education of the representative / spouse

(relative to 0 completed years of education)

4 years of education -0.168 -0.153 -0.169 -0.146

(0.001) (0.001) (0.001) (0.001)

6 years of education -0.249 -0.227 -0.242 -0.228

(0.001) (0.001) (0.001) (0.001)

9 years of education -0.287 -0.259 -0.288 -0.265

(0.001) (0.001) (0.001) (0.001)

12 years of education -0.344 -0.319 -0.327 -0.319

(0.001) (0.001) (0.001) (0.001)

Over 15 years of education -0.385 -0.390 -0.355 -0.355

(0.001) (0.001) (0.001) (0.001)

Memo:

Poverty rate 0.184 0.211 0.162 0.185

Pseudo R2 0.180 0.171 0.209 0.223

Prob > chi2 0.000 0.000 0.000 0.000

Source: IDEF 2005/06.

Notes: Standard errors in parenthesis; Observations were weighted with sample weights; dependent variables defined per equivalent adult.



Given the importance of education levels in determining the probability of a household being poor in

Portugal, it is important to underline several elements of this relation which can be illustrated with the

IDEF 2005/06. First, the stock of human capital in the Portuguese economy is particularly low (Chart

6). According to the information in the Census 2001, 55 per cent of the individuals aged above 24 years

had 4 years or less of completed education (47 per cent for the subset of individuals aged between 25

and 64 years).
29

The most recent cohorts have a significantly higher level of education attainment,

even though they continue to lag behind the respective average figure for the European Union. Again

according to the Census 2001, 15 per cent of the individuals aged between 25 and 29 years had 4

years or less of completed education, only 62 per cent completed the mandatory level of 9 years of ed-

ucation and only 18 per cent had a tertiary degree. This low level of the stock of education – coupled

with a slowly improving flow – contributes to the high returns on education in Portugal (see Machado

and Mata, 2001).

A second element worth highlighting of the relation between education and the risk of poverty is the

high positive assortative mating along education lines in Portugal (in line with the evidence for other

countries). This means that spouses tend to have analogous levels of education. The share of women

with education attainment below the current mandatory level of 9 years marrying with men within that

education bracket lies around 80 per cent, according to the information in the IDEF 2005/06 (Chart 7).

The same occurs for higher levels of education. This trend has not changed significantly in Portugal in

the last decades, as can be observed by comparing the results for the different age brackets in Chart 7.

Given that the education attainment of individuals is an important poverty risk factor, the prevalence of

assortative mating along education lines hampers a sharing of this risk within the household: This in-
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Chart 6
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Chart 7
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(29) In the weighted sample of the IDEF 2005/06, 51 per cent of the individuals aged above 24 years had 4 years or less of completed education.
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creases the returns of education at the household level and enhances the risk of poverty facing

households on average.

Finally, it should be mentioned that there is a significant intergenerational transmission of education in

Portugal, which also contributes to the intergenerational transmission of poverty. Chart 8 illustrates this

fact using the information in the expenditure survey for 2005/06. The figure shows, for individuals aged

20-24 and living with their parents, the share which completed 9 and 12 years of formal education,

compared with the maximum completed education level of their parents. If no intergenerational trans-

mission of education existed, the completion shares would not depend on the level of the parents’ edu-

cation. The fact that both bars in Chart 8 trend upwards is a clear sign of the existence of

intergenerational transmission of education and represents a failure of the education system to over-

come differences in family backgrounds, even for the modest levels of mandatory education in

Portugal. Analogous results are also reported in Carneiro (2008).

5. CONCLUSIONS

This article aimed at contributing to the characterization of poverty and to a further understanding of

the main determinants of poverty in Portugal. This analysis was mostly based on the latest expenditure

survey in Portugal, with data for 2005/06. In this conclusion we will summarize several main insights

stemming from the analysis, and highlight some features that will contribute to shape poverty trends in

Portugal in the future.

1. A thorough characterization of the poor requires the analysis of several poverty measures. In this ar-

ticle we focused on poverty measures based on expenditure or income aggregates. We concluded that

those aggregates yield different insights concerning poverty profiles and poverty trends in Portugal.
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Chart 8

INTERGENERATIONAL TRANSMISSION OF
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This is not surprising given that only about half of the expenditure poor are also income poor. The past

accumulation of human capital and wealth contribute to this non-overlap. In this context, poverty indi-

cators based on expenditure measures may better reflect the permanent income of individuals. Poli-

cies targeted specifically at the poor should take this fact seriously. Interestingly, the main insights

regarding the underlying factors associated with poverty are overall robust to the type of aggregate

used in identifying the poor. This robustness should in principle also apply to the policy interventions

targeted at the structural determinants of poverty.

2. Between 1994/95 and 2005/06, there was a significant increase in expenditure and income, for all

quantiles of the respective distributions. In the case of expenditure, this increase was sharper in the

lower quantiles of the distribution. In this period, poverty indicators declined significantly, in particular

when measured with expenditure aggregates. However, the incidence and depth of poverty in 2005/06

still remained at high levels in a European context. Taking into account the inescapable uncertainty

due to the sampling design of the surveys, it is fair to conclude that the number of poor in Portugal in

2005/06 stood close to 2 million, of which around 300000 were children. Several types of households

are particularly vulnerable to poverty: households where one or more adults are unemployed; elderly

(couple or single) with low levels of education; households composed of a single non-working

individual with children; and, large families with at least one non-working adult.

3. Labour market participation is an important element in mitigating the risk of falling into poverty. In

fact, households where the representative was working in 2005/06 recorded a significantly

lower-than-average poverty incidence. In addition, it can be estimated that the additional participation

of household members in the labour market had a significant impact in reducing the probability of living

in poverty. Still, it is worth noting that around 25 to 30 per cent of the poor in 2005/06 were working

individuals.

In turn, households where a working-age representative was not working displayed a significantly

higher-than-average poverty incidence. In particular, it is worth underlining that around half of the

households where both the representative and the spouse were unemployed lived in poverty in

2005/06. In recent years the unemployment rate in Portugal has increased significantly, to historically

highs. This was due to structural reasons and, more recently, to the recessive environment facing the

Portuguese economy. In this context, the increase in the unemployment rate stands prominently in the

set of factors which will contribute to increase poverty in Portugal in the near future.

4. The level of human capital within the household is a fundamental factor determining structural pov-

erty levels in Portugal. In 2005/06 around 40 per cent of individuals over 14 years with no formal educa-

tion were poor, while only 3 per cent of individuals with tertiary education were also poor. The

transmission of human capital to the levels of household income and expenditure works through sev-

eral channels. First, there are very high returns to education in the labour market. These returns were

particularly high for tertiary education. Second, there is a positive assortative mating along education

lines, which contributes to magnify the returns to education at the household level. Third, the level of

wages throughout or at the end of the working life translates directly into the pension levels in retire-
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ment. Finally, there is a significant intergenerational transmission of education, which contributes to

the intergenerational transmission of poverty. In the near future, the new flows of increasingly edu-

cated individuals entering the labour market - which face a lower risk of poverty relative to the most el-

derly generations - should contribute to a decline in the poverty rate in Portugal. This is the case even

though the returns to education – in particular for tertiary education – are expected to decrease from

their current particularly high levels.

This article has not presented a thorough analysis of the role of public policies in explaining poverty in

Portugal. To be sure, this is mainly related to the information contained in the databases under analy-

sis, and not to any underestimation of the importance of these policies. The set of relevant policies in

determining the level and dynamics of poverty is necessarily broad-based, crossing most areas of gov-

ernment intervention. Prominent among these are, on the one hand, policies that ensure equal oppor-

tunities for all and, on the other, policies that create a safety net which ensures an ample participation

in society for every citizen. The former include, among others, a high-quality provision of education,

health and child care, an equitable access to the judicial system, the availability of housing and afford-

able transports, and the general provision of fundamental public services to the children and the el-

derly. The latter include, for example, the existence of a sustainable pension system, the provision of

unemployment benefits, the existence of a guaranteed minimum income scheme, or policies creating

incentives for the participation in the labour market, such as the earned income tax credit existing in

several developed economies. The effectiveness of these policies in fighting poverty depends crucially

on the incentives generated in terms of human capital accumulation, of labour market participation, of

the primary distribution of income and of the risk sharing in the economy.

Equity and efficiency arguments support the importance of fighting poverty. In Portugal, the poverty in-

cidence and depth are significantly above the lowest levels observed in Europe. In this context, it is

crucial to enhance the social awareness of the underlying causes of poverty. This is particularly impor-

tant given that the policy willingness to mitigate poverty usually tends to reflect that awareness. In this

context it would prove particularly helpful to
30

(i) set-up medium-term poverty goals in terms of inci-

dence and intensity, and annually assess the success in achieving those goals, as well as their

intertemporal sustainability; (ii) evaluate the poverty impact of specific public policy initiatives; and (iii)

develop and analyse new panel datasets, incorporating information on consumption, income, wealth,

living conditions and subjective perceptions of poverty.
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(30) Several of these policies are embedded in the Parliament Resolution 31/2008, which recommends the setting-up of a poverty line and the evaluation of

public policies aimed at eliminating poverty.
30
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TEXTILES AND CLOTHING EXPORTING SECTORS IN

PORTUGAL – RECENT TRENDS*

João Amador**

Luca David Opromolla**

1. INTRODUCTION

Textiles and clothing sectors are a relevant part of the Portuguese manufacturing structure and foreign

trade. Taken together, these two sectors represented 2.0 per cent of gross value added, 4.3 per cent of

employment and 11.8 per cent of total manufacturing exports of the Portuguese economy in 2006.

Nevertheless, these sectors have suffered strong shocks in the last two decades and have become

relatively less important.

Textiles and clothing are distinct sectors with their own specificities but they are closely related both

technologically and in terms of trade policy. The two sectors are naturally vertically linked since textiles

are the major input for clothing products. However these linkages also involve distribution and sales

activities since retailers in the clothing sector increasingly manage the supply chain of both clothing

and textiles sectors (see Nordäs (2004)). In addition, up to 2005, international trade of textiles and

clothing was internationally regulated by the World Trade Organization Agreement on Textiles and

Clothing (ATC). As described by Hanzl-Wei� (2004), textiles and clothing are labour-intensive sectors

where production is mostly carried out in small and medium-sized firms. Nonetheless, it should be

noted that textiles and clothing are not homogeneous in terms of the sophistication of production, as

low and high value-added segments coexist within the same sectors or even within the same industry.
1

In high value-added segments, research and development is an important competitive factor: in the

fashion industry or in sportswear, for example, materials, design and marketing play a crucial role.

In the last two decades, these sectors experienced several structural shocks with significant conse-

quences on their relative size in the economy and on characteristics of the firms (see OECD, 2004). As

for the Portuguese experience in textiles and clothing sectors, it should be noted that there is a long re-

cord of participation and competition in international markets, dating back to the accession to the Euro-

pean Free Trade Association (EFTA) in 1960. In fact, the trade liberalization resulting from EFTA

strongly contributed to the expansion of the Portuguese textiles and clothing sectors, since its rela-

tively labour-intensive nature matched the relatively labour-abundant factor endowment of the econ-

omy. As a result, the classical Balassa indexes for Portugal show a revealed comparative advantage in
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(1) Schott (2004), using product-level U.S. import data shows that, although this country increasingly sources the same products from both high- and low-wage

countries, unit values within products vary systematically with exporter relative factor endowments and production techniques. The existence of

within-product specialization is an important consideration for understanding the impact of globalization on firms and workers.111111111111111111111111111111111



these sectors since the sixties (see Amador et al. (2007)). Portuguese accession to the European Eco-

nomic Community (EEC) in 1986 and the implementation of the European Single Market in 1993

brought further liberalization in these sectors. Nevertheless, the EEC market was itself protected by

the import quotas imposed under the Multi-Fibre Arrangement (MFA), giving the Portuguese exporters

a competitive advantage in the European market. A progressive elimination of the quantitative restric-

tions took place under the ATC, to be phased in from 1995 until 2005. The consequences of this liberal-

ization at the European and world levels were widely studied. In this respect see, for example, OECD

(2004), Nordäs (2004), Francois et al. (2007) and Fox et al. (2008). One common result is that these

changes were beneficial for the large scale quota constrained producers, notably China, who joined

the WTO in 2001, after 15 years of negotiations.
2

Recent events, like the 2007 enlargement of the Eu-

ropean Union to Romania and Bulgaria, countries with relatively lower labor costs and important tex-

tiles and clothing sectors, will pose further challenges to Portuguese exporters in what concerns the

relocation of production. Overall, the background points to significant challenges and the existing data

reveals a significant loss of Portuguese market share in the textile and clothing industries in the period

1997-2006 (see Amador and Cabral (2008)).

This article takes a descriptive approach of the evolution of the textiles and clothing sectors in Portugal

adopting two complementary perspectives. Firstly, we look at aggregate data and analyze the main

trends in the two sectors since the beginning of the eighties. Secondly, we use firm-level data on textile

and clothing producers and exporters to examine more in detail the changes occurred in the two sec-

tors from 1996 to 2005. In this context, we report the distribution of firms according to size, number of

varieties exported and markets covered and we identify changes in the distribution of the unit values of

textile and clothing products exported by Portugal-based firms to their main destination markets rela-

tive to the average unit values traded in those same markets. Two other interesting dimensions cov-

ered in this article are the demography of firms in these sectors and the decomposition of the observed

annual nominal export growth rates according to the firm, product and destination margins. Data con-

straints make it impossible to aggregate the firm-based information to perform a compatible

longer-term analysis.

The article is organized as follows. The next section describes the set of databases and classifications

used. Section three reports an aggregate analysis of the main trends observed in the textile and cloth-

ing sectors in the last two decades. Section four describes the characteristics of textile and clothing

producers and exporters with a particular emphasis on their products and destinations mix. Finally,

Section five concludes.

2. DATA

The analysis carried out in this article combines several datasets containing information ranging from

aggregate-level to firm-level. We use the STAN-OECD database for the period 1980-1994, comple-

mented with national accounts from Statistics Portugal (INE) for the period 1995-2006, to obtain the
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(2) For a paper on the impact of Chinese competition on the Belgium textiles industry see Monforte et al. (2008).222222222222222222222222222222222



share of textiles and clothing in gross value added (GVA). The total number of firms, establishments

and employees operating in textiles and clothing industries for the period 1982-2006 is obtained by ag-

gregating firm-level data from Quadros de Pessoal, a comprehensive database maintained by the Por-

tuguese Ministry of Social Security and Labour. We identify producers of textiles and clothing by

selecting firms according to the classification of economic activity (CAE).
3

We use the CEPII-Chelem

international trade database to compute the share of exports of textiles and clothing relative to total

manufacturing exports for Portugal and other countries. This database contains information based on

the International Standard Industrial Classification of all Economic Activities (ISIC rev.3), which has a

correspondence with NACE. The recently available CEPII-BACI database was used to obtain unit val-

ues of exports and imports of textiles and clothing for Portugal and its main export markets from 1995

to 2004, using a 6-digits breakdown level of the 1992 version of the Harmonized System (HS) nomen-

clature (see Gaulier and Zignaro (2008) for a detailed description of this database).
4

Our firm-based analysis is made possible by the use of a new database that combines detailed and

comprehensive information on the trading behaviour of firms. The database includes all export trans-

actions by firms that are located in Portugal, on a monthly basis, from 1996 to 2005. A transaction re-

cord includes the firm’s tax identification, an 8 digits Combined Nomenclature product code, the value

of the transaction, the quantity of exported goods (expressed in kilos), the destination country, an

incoterm code describing how transportation cost, risks an insurance are allocated between the buyer

and the seller (FOB, CIF, etc.) and a variable indicating the type of transaction (transfer of ownership

after payment, return of a product, etc.).

The data used comes from customs forms in the case of extra-EU trade and from the Intrastat form in

the case of intra-EU trade and it aggregates to total Portuguese exports as reported by Statistics Por-

tugal (INE). In the analysis, we consider only transactions of goods from mainland Portugal that are

worth more than 100 euro. Still, our data covers, on average, more than 99 per cent of total exports and

about 75 per cent of the exporters. In our analysis, the data is aggregated at the annual level, all values

are expressed in current euro and we restrict the product classification to HS at 6 digits.
5

In the appen-

dix, for illustrative purposes, we show an example of a HS 6-digits product.
6

Since many datasets are used in this study one clarifying remark about which source is used in the

firm-level analysis is needed. Initially (Tables 1 to 3) we consider all the firms in the trade dataset that

export textiles or clothing products. Later on (Tables 4 to 6 and Charts 4 to 7), when additional informa-

tion on firms’ characteristics are needed we consider firms that are included both in Quadros de Pes-

soal and in the firbases is not equal. Twenty per cent of the firms that export textiles and clothing are
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(3) The classification of economic activities used by Statistics Portugal (INE) associates firms to industries on the base of the firm’s most relevant activity in

terms of production and utilization of inputs. In the period under analysis there were two revisions in CAE (from CAE rev.1 to CAE rev.2 and then to CAE

rev.2.1), which required the use of correspondence tables. This classification is very close to the Statistical Classification of Economic Activities in the

European Community (NACE).333333333333333333333333333333333

(4) The Harmonized System (HS) is run by the World Customs Organization (WCO). This classification of commodities is used by most trading nations and in

international trade negotiations. The Harmonized System, came into force in 1988, was updated on January 1st 1992, 1996, 2002 and 2007.444444444444444444444444444444444

(5) The only exception to this is Chart5 where we convert values from 1995 to 2004 euros.555555555555555555555555555555555

(6) Therefore, the product codes in the raw data follow HS 1996 for the period 1996-2001 and HS 2002 for the period 2002-2005.The Combined Nomenclature

system is comprised of the HS nomenclature with further European Community subdivisions. The first six digits of the Combined Nomenclature system

approximately coincide with the HS classification.777777777777777776666666666666666



not present in Quadros de Pessoal, representing 10 per cent of total exports of these products. There-

fore, the set of firms considered after Table 3 is different from the one used before. In addition, some ef-

fort was needed to make the aggregate part of the analysis that uses the ISIC rev.3 classification of the

CEPII-Chelem database consistent with the firm-level part of the analysis that uses data expressed ac-

cording to the HS nomenclatures. We used a correspondence table (from the documentation of the

CEPII-BACI database) to match ISIC codes with HS 1992 codes. Then HS 1992 codes for textiles and

clothing were matched with HS 1996 and HS 2002 codes.

3. AGGREGATE ANALYSIS (1982-2006)

Textiles and clothing represent a relevant share of the Portuguese economy, though their importance

has declined significantly in the last two decades. The evolution over time of these two sectors has

been substantially different. Chart 1 plots the evolution over time of textiles and clothing as a share in

GVA, total employees, and total manufacturing exports in panels (a), (b) and (d) respectively. Panel (c)

of Chart 1 instead reports the evolution over time of the number of textiles and clothing firms and estab-

lishments. In the beginning of the eighties the textile sector represented about 2.5 per cent of total GVA

while the clothing sector represented about 1 per cent. Until EEC accession in 1986 both sectors in-

creased their share in GVA, but they evolved quite differently afterwards. The relative importance of

the textiles sector declined continuously after 1986, reaching a share of total GVA slightly above 1 in

2006. On the contrary, the clothing sector increased its importance until 1992, when it reached a share

of 1.5 per cent of total GVA, progressively declining afterwards to a share slightly below 1 per cent in

2006.

The evolution of these sectors in terms of share in total employees is similar to that in terms of share in

GVA. The share of textiles in total employees was more than double that of clothing in the beginning of

the eighties but this relationship was reversed in recent years. In addition, the share of employees op-

erating in clothing increased until 1991, but declined to 3.1 per cent in 2007. The share of the textiles

sector in total employment declined continuously since 1985 to around 2.3 per cent in 2006. Taken to-

gether the share of textiles and clothing sectors in total employees dropped from 11.6 per cent in 1982

to 5.4 per cent in 2006.

The number of firms (with one or more employees) and establishments whose main activity was classi-

fied in the textiles or clothing sectors (CAE 321 and 322 in rev.1, CAE 17 and 18 in rev.2 and 2.1, re-

spectively) was similar in the beginning of the eighties, around 2000 firms. The number of firms and

establishments increased until 2000, but at a much faster rate in the clothing industry. In 2000, the

number of firms classified as clothing is 6.697, more than three times the number of firms two decades

earlier. From 2000 to 2006, the number of firms and establishments declined by 1000 units in the cloth-

ing industry and became fairly stable in the textile industry. The different path of the number of firms

when compared with the shares in GVA and employment is explained by the fact that this is an abso-

lute measure and there have been some changes in the size distribution of firms, as reported in

Subsection 4.3.
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The evolution of the share of these sectors in terms of total manufacturing exports resembles the evo-

lution of their shares in GVA and in total number of employees. The share of textiles exports decreased

from 19 per cent in 1982 to 8 per cent in 2006 and the share of clothing exports increased from 11 per

cent in 1982 to 16 per cent in 1992, declining to 4 per cent in 2006. Therefore, at present, the clothing

industry accounts for a larger share in total employment and number of firms, but a smaller share in

GVA and exports than textiles. Taken together the share of textiles and clothing sectors in total manu-

facturing exports dropped from 30 per cent in 1980 to 12 per cent in 2006.

The composition of Portuguese textiles and clothing exports according to ISIC rev. 3 4-digits codes re-

veals that the largest component has been that of ‘’wearing apparel, except fur’’ (ISIC 1810), which

reached 16 per cent of total manufacturing exports in the beginning of the nineties (Chart 2). Neverthe-
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Chart 1

TEXTILES AND CLOTHING IN PORTUGAL
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less, from 1992 onwards its export share declined sharply to 4 per cent in 2006, a value close to that of

the second largest and more stable export item ‘’knitted fabrics and articles’’(ISIC 1730). The signifi-

cance of each product in Portuguese textiles and clothing exports will be further detailed in Section 4,

though using a different classification system.

The comparison of the Portuguese export share of textiles and clothing in total manufacturing exports

with those of other European and OECD countries reinforces the idea that, despite the decline, these

sectors are still very important in Portugal. Chart 3 shows that in 2006, the textiles sector in Portugal
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SHARE OF TEXTILES AND CLOTHING IN TOTAL MANUFACTURING EXPORTS
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Chart 2
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had the highest share among the set of countries considered. As far as the clothing industry is consid-

ered, only three countries - Greece and, in particular, Bulgaria and Romania - had export shares higher

than those of Portugal.

4. FIRM-BASED ANALYSIS (1996-2005)

4.1. A portrait of textiles and clothing exporters

In this section we proceed with a description of the Portuguese textiles and clothing sectors using

firm-level data. In the first part of the section we adopt a product-focused analysis based on the HS no-

menclature used in the trade data. In the second part of the section instead we focus on the nature of

the firm, distinguishing in particular between producers and distributors on the basis of the CAE code

available in Quadros de Pessoal. Table 1 lists the 14 chapters of the HS 2002 classification related to

Section XI,’’Textiles and textile articles’’. It also reports, in parentheses, for each chapter, the number

of sub-headings (6-digits level) for which Portuguese exports are positive in 2005. Note that we refer to

chapters as ‘’industries’’ and to sub-headings as ‘’products’’. The table shows that Portuguese firms

export products belonging to all 14 ‘’Textiles and textile articles’’ industries. The highest number of ex-

ported products belongs to chapters ‘’52, cotton’’ (125 products), ‘’55, man-made staple fibres’’ (104

products), ‘’61, articles of apparel and clothing accessories, knitted or crocheted’’ (113 products) and

‘’62, articles of apparel and clothing accessories, not knitted or crocheted’’ (118 products). In the

appendix we describe more in detail the degree of disaggregation associated to each classification

level.

Table 2 reports some indicators of the relative importance of these industries. The second column

shows the share of each industry in total textiles and clothing exports. The three most important indus-
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Table 1

HARMONIZED SYSTEM 2-DIGITS INDUSTRIES AND NUMBER OF PRODUCTS EXPORTED IN 2005

HS 2-digits

code

Description No. of 6-digits

codes

50 Silk 5

51 Wool, fine or coarse animal hair; horsehair yarn and woven fabric 27

52 Cotton 125

53 Other vegetable textile fibres; paper yarn and woven fabrics of paper yarn 18

54 Man-made filaments 63

55 Man-made staple fibres 104

56 Wadding, felt and non-wovens; special yarns; twine, cordade, ropes and cables and articles thereof 32

57 Carpets and other textile floor coverings 22

58 Special woven fabrics; tufted textile fabrics; lace; tapestries; trimmings; embroidery 38

59 Impregnated, coated, covered or laminated textile fabrics; textile articles of a kind suitable for industrial use 18

60 Knitted or crocheted fabrics 18

61 Articles of apparel and clothing accessories, knitted or crocheted 113

62 Articles of apparel and clothing accessories, not knitted or crocheted 118

63 Other made-up textile articles; sets; worn clothing and worn textile article; rags 53

Sources: Trade data from INE. Classification: Harmonized System 1996 and 2002, authors ’ correspondence.



tries are ‘’61, articles of apparel and clothing accessories, knitted or crocheted’’, ‘’62, articles of apparel

and clothing accessories, not knitted or crocheted’’, and ‘’63, other made-up textile articles; sets; worn

clothing and worn textile articles; rags’’, accounting for about 42 per cent, 21 per cent and 16 per cent,

respectively of total textiles and textile articles exports in 2005. These three industries have always ac-

counted for the highest shares since 1996. In 1996, the share of chapter 62, ‘’not knitted or crocheted’’

products, was about 30 per cent, much higher than the current level, it declined steadily until 2002 and

stayed constant thereafter. The share of ‘’knitted or crocheted products’’ instead was stable at a level

below 40 per cent until 2002 and increased in the last 3 years. The third industry has remained more

stable throughout the sample period around a share of 15 per cent.

Column three of Table 2 lists, by industry, the number of firms that export at least one product in that in-

dustry. Some of these firms might be exporting a diversified range of textile products, spanning more

than one industry while others might export textile products that belong to one industry only. We call

‘’industry exporters’’ (see column four of Table 2) those whose exports of products belonging to the in-

dustry account for more than 30 per cent of their combined textiles and textile articles exports. These

are firms whose textile exports are considerably concentrated in the particular industry under consider-

ation. We call ‘’core exporters’’ those whose exports of products belonging to the industry account for

more than 30 per cent of their total exports. These are firms whose total exports are considerably con-

centrated in that specific textile industry. Column five of table 2 shows that while the majority of the

firms exporting products belonging to the two main industries (61 and 62) are ‘’core exporters’’ only
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Table 2

SUMMARY STATISTICS, BY 2-DIGITS INDUSTRIES, 2005

Industry %

T&C export

No. of firms %

industry

exporters

%

core exporters

No. of

destinations

per industry firm

No. of products

per industry firm

50 0.02 28 0.25 0.18 1.4 1.3

51 2.15 106 0.27 0.23 4.1 3.2

52 4.07 407 0.34 0.26 3.1 4.3

53 0.1 94 0.17 0.00 2.0 1.3

54 1.48 288 0.3 0.18 2.1 1.8

55 3.53 281 0.35 0.21 2.8 2.6

56 3.56 279 0.55 0.14 2.4 1.7

57 1.61 310 0.56 0.23 1.7 1.6

58 1.39 425 0.26 0.15 2.2 1.6

59 2.27 226 0.56 0.11 2.2 1.4

60 1.13 268 0.21 0.17 1.9 1.7

61 41.73 1 734 0.77 0.66 3.2 5.7

62 21.24 1 362 0.63 0.50 2.4 7.1

63 15.72 1 098 0.69 0.38 2.6 2.9

Total/average 100 6 906 0.42 0.24 2.4 2.7

Sources: Trade data from INE. Classification: Harmonized System 1996 and 2002, authors ’ correspondence.

Notes: The second column shows industry export as a share of total export in the textiles and clothing sectors; the third column reports the number of firms that export at least one product

in the corresponding 2-digits sector; the fourth column shows the percentage of firms (in column three) whose exports of products in the corresponding 2-digits sector represent at least 30

percent of firm’s textile and clothing exports (industry exporters); the fifth column shows the percentage of firms (in column three) whose exports of products in the corresponding 2-digits

sector represent at least 30 percent of firm’s total exports (core exporters); the sixth column reports the average number of destinations reached by industry firms when selling products

within the corresponding 2-digits sector; similarly, column seven shows the average number of products exported. The last row reports totals for columns one and two and averages for

the other columns.



about one quarter of the firms exporting products in all textile industries are so. Finally, columns six and

seven of Table 2 show that, on average, firms export 2.7 products to 2.4 destinations in 2005.

Table 3 reports the top five destination markets for each industry and, in parentheses, the share of total

industry exports reaching each destination. The main export markets for textiles and clothing products

(especially when considering the three main export industries 61, 62 and 63) broadly correspond to the

main Portuguese overall export destinations: Spain, Germany, France, UK and US.

We complement the previous product-focused analysis with some information on the nature of export-

ing firms. There is a difference between the set of firms that report textiles and clothing exports and

those where such productions represent the core activity as defined by its CAE. Table 4 presents the

breakdown of textiles and clothing exporters according to its CAE in 1996, 1999, 2002 and 2005. The

relevant point to note is that, over this period, more than 20 per cent of textiles and clothing exporters

are firms whose main activity is retail or wholesale trade, representing nearly 10 per cent of total ex-

ports of these products. This is understandable as many firms recur to commercial agents to export

and, in some cases, exports might be re-exports of products manufactured in third countries. In addi-

tion, another 20 per cent of textiles and clothing exporters are firms whose main activity is not related

either with those activities or with retail-wholesale. However, the exports carried out by this group of

firms represent a small share of exports of textiles and clothing.

4.2 Participation in export markets and export intensity

Table 5 reports the fraction of firms that export with respect to the total number of firms whose main ac-

tivity relates to textiles and clothing. The latter were identified by the CAE in Quadros de Pessoal while

the former were identified employing the firm-based trade dataset. The data reveals that the proportion
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Table 3

TOP 5 DESTINATIONS, BY 2 DIGITS INDUSTRIES, 2005

First Second Third Fourth Fifth

50 Spain (65.4) Germany (17.1) Angola (3.7) India (3.2) Hong Kong (2.2)

51 Germany (42.8) Spain (16.1) UK (9.4) Sweden (4.9) France (4.5)

52 Spain (20.4) Italy (12.7) France (10.5) Germany (10.3) USA (3.8)

53 Spain (21.1) Netherlands (16.2) Italy (15.2) Cape Verde (10.1) Germany (4.2)

54 Spain (30.1) Germany (12.7) France (12.4) UK (5.9) Netherlands (4.4)

55 Germany (20.2) Italy (15.5) Spain (12.7) France (8.0) UK (6.0)

56 Spain (16.1) France (13.9) Netherlands (11.6) UK (8.9) Germany (7.3)

57 UK (35.5) USA (17.5) Germany (11.2) Spain (9.4) France (6.8)

58 Spain (25.7) Czech Republic (11.4) UK (8.3) France (7.6) Sweden (6.9)

59 Germany (39.4) Spain (13.9) France (5.7) Czech Republic (4.2) Belgium+Luxembourg (4.1)

60 Spain (25.7) France (16.1) Finland (9.8) Belgium+Luxembourg (8.2) UK (7.5)

61 Spain (27.1) France (15.5) UK (15.4) Germany (12.2) Italy (5.6)

62 Spain (36.5) UK (16.4) France (13.4) Germany (6.3) Italy (3.4)

63 USA (25.2) Spain (16.8) UK (13.9) France (13.6) Germany (5.3)

Sources: Trade data from INE. Classification: Harmonized System 1996 and 2002, authors ’ correspondence.
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Table 4

DISTRIBUTION OF EXPORTERS OF TEXTILES AND CLOTHING ACCORDING TO MAIN ACTIVITY (CAE/NACE)

1996 1999 2002 2005

Industry Code CAE Number of

firms

% of

firms

% of total

exports

Number of

firms

% of

firms

% of total

exports

Number of

firms

% of

firms

% of total

exports

Number of

firms

% of

firms

% of total

exports

Textile

Textile industries 321 CAE rev. 1 619 24.3 44.8

Preparation and spinning of textile fibres 171 CAE rev. 2 57 2.0 4.3 46 1.6 2.1 30 0.9 2.1

Textile weaving 172 CAE rev. 2 91 3.2 12.1 83 2.9 12.7 100 3.2 12.8

Finishing of textiles 173 CAE rev. 2 26 0.9 1.3 17 0.6 1.6 26 0.8 1.4

Manufacture of made-up textile articles, except apparel 174 CAE rev. 2 92 3.3 7.1 84 2.9 5.9 115 3.6 7.5

Manufacture of other textiles 175 CAE rev. 2 127 4.5 7.2 131 4.5 8.7 131 4.1 9.8

Manufacture of knitted and crocheted fabrics 176 CAE rev. 2 63 2.2 3.6 54 1.9 2.4 66 2.1 4.5

Manufacture of knitted and crocheted articles 177 CAE rev. 2 223 7.9 9.1 191 6.6 8.7 213 6.7 11.1

Clothing

Manufacture of apparel, except footwear 322 CAE rev. 1 774 30.4 39.8

Manufacture of leather clothes 181 CAE rev. 2 6 0.2 0.0 6 0.2 0.0 6 0.2 0.0

Manufacture of other wearing apparel and accessories 182 CAE rev. 2 946 33.6 41.3 855 29.5 41.2 820 25.8 38.1

Dressing and dyeing of fur; manufacture of articles of fur 183 CAE rev. 2 3 0.1 0.2 2 0.1 0.4 3 0.1 0.3

Retail

Retail trade 610 CAE rev. 1 437 17.2 7.7

Other retail sale of new goods in specialized stores 524 CAE rev. 2 188 6.7 1.6 220 7.6 0.6 234 7.4 0.6

Wholesale

Wholesale trade 620 CAE rev. 1 180 7.1 2.0

Wholesale on a fee or contract basis 511 CAE rev. 2 67 2.4 0.7 80 2.8 1.7 141 4.4 2.4

Wholesale of household goods 514 CAE rev. 2 328 11.7 7.2 400 13.8 7.3 448 14.1 7.6

Other wholesale 519/517 CAE rev. 2/2.1 88 3.1 0.4 110 3.8 0.3 109 3.4 0.3

Other sectors 537 21.1 5.7 511 18.1 3.8 616 21.3 6.4 733 23.1 1.6

Total 2 547 100.0 100.0 2 816 100.0 100.0 2 895 100.0 100.0 3 175 100.0 100.0

Sources: Trade data from INE and Quadros de Pessoal. Classification: CAE rev. 1, rev. 2.1 and rev. 2.2.
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Table 5

SHARE OF EXPORTERS ON TOTAL FIRMS ACCORDING TO MAIN ACTIVITY (CAE/NACE)

Industry Code CAE

Percentage of exporters on total producers

1996 1999 2002 2005

Textile

Textile industries 321 CAE rev. 1 29.5

Preparation and spinning of textile fibres 171 CAE rev. 2 25.9 29.3 30.6

Textile weaving 172 CAE rev. 2 37.4 42.3 43.7

Finishing of textiles 173 CAE rev. 2 9.6 6.2 8.8

Manufacture of made-up textile articles, except apparel 174 CAE rev. 2 21.1 16.6 18.6

Manufacture of other textiles 175 CAE rev. 2 14.8 15.8 15.6

Manufacture of knitted and crocheted fabrics 176 CAE rev. 2 23.0 20.0 25.9

Manufacture of knitted and crocheted articles 177 CAE rev. 2 32.1 29.3 34

Clothing

Manufacture of apparel, except footwear 322 CAE rev. 1 20.4

Manufacture of leather clothes 181 CAE rev. 2 12.5 10.3 11.5

Manufacture of other wearing apparel and accessories 182 CAE rev. 2 14.8 14.1 14.5

Dressing and dyeing of fur; manufacture of articles of fur 183 CAE rev. 2 11.1 5.6 11.1

Retail

Retail trade 610 CAE rev. 1 3.3

Other retail sale of new goods in specialized stores 524 CAE rev. 2 0.7 0.7 0.7

Wholesale

Wholesale trade 620 CAE rev. 1 0.5

Wholesale on a fee or contract basis 511 CAE rev. 2 4.5 4.7 5.1

Wholesale of household goods 514 CAE rev. 2 6.5 6.7 6.3

Other wholesale 519/517 CAE rev. 2/2.1 5.0 4.9 4.7

Sources: Trade data from INE and Quadros de Pessoal. Classification: CAE rev. 1, rev. 2.1 and rev. 2.2.



of exporters is relatively low.
7

‘’Textile weaving’’ and ‘’Manufacture of knitted and crocheted articles’’ re-

cord the highest shares of exporters with average figures around 40 and 30 per cent, respectively, in

the years 1999, 2002 and 2005. In general, low shares of exporters do not necessarily mean that only a

minority of firms contribute to the value of textiles and clothing exports. Many firms may produce inter-

mediate goods that are posteriorly incorporated in other domestic industries (including, naturally, tex-

tiles and clothing), whose final goods are exported. In addition, some firms may recur to trade agents to

export, while others may be subsidiaries and suppliers of exporting firms.

Exporters are quite heterogeneous in terms of the fraction of production sold in foreign markets.
8

Chart

4 plots the Epanechnikov estimated kernel density of the export intensity (the ratio between firm’s ex-

ports and total sales) for 1996 and 2004 for textiles and clothing producers.
9

The shape of the export

intensity probability density is similar in the two sectors. In both sectors the density is bimodal. In the

clothing sector, a substantial share of the density is associated to export intensities between 60 and

100 per cent, meaning that many firms are strongly export oriented. However, from 1996 to 2004, the

distribution clearly shifted to the left implying an increase in the share of firms with low export intensity.

In the textile sector a high share of the density is also associated to firms with high export intensity,

even though it is substantially lower than in clothing. Nevertheless, in 2004 relatively more firms pres-

ent lower export intensities. Overall, the distributions reveal that, both in textiles and clothing, there is

more density in lower export intensities in 2004 relatively to 1996.
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Chart 4

EXPORT INTENSITY OF PORTUGUESE EXPORTERS

Clothing Textiles

Source: Authors’ calculations.

Note: In these (and the following) estimated kernel densities, the integral is lower than one because the method attributes some density to values outside the relevant interval presented in

the figure. Overall results are not qualitatively affected by the use of this methodology.

(7) Other studies (e.g., Bernard et al. (2003)) have shown that the fraction of firms that export is generally low.888888888888888877777777777777

(8) See, among others, Bernard et al.(2003).999999999999999988888888888888

(9) In Quadros de Pessoal firm’s total sales refer to the previous year, thus the last year available in our sample is 2004.1010101010101010101010101010101099999999999999



4.3. Producers’ size and export unit values

In this subsection we maintain the focus on exporters whose main activity is the manufacturing of tex-

tiles and textile articles. The objective is to identify possible alterations in the structure of the sectors by

examining changes in the shape of the estimated kernel distributions and in the histograms of firms’

size. We concentrate on three definitions of size, namely total sales, number of products exported

(identified as the number of HS 6-digits items covered) and number of destination markets. Next, we

look at the changes in the distribution of the weighted relative unit values to shed some light on the

prices of products exported by Portugal-based firms.

Chart 5 shows that the distributions of exporters according to the value of total sales (domestic plus ex-

port sales) is strongly skewed to the left in both textiles and clothing, revealing a significant amount of

firms with low turnover. Adjusting for inflation to make nominal values comparable, the skewness to-

wards low size firms seems to have been accentuated from 1995 to 2004. This picture is compatible

with prior information if we recall that the total number of firms in textiles and clothing has broadly stabi-

lized from 1995 to 2004 and the relative size of the sector in the economy has shrunk.

The distribution of firms across the number of products exported and destinations served also reveals

a reduction in the scope of textiles and clothing firms’ activities (Charts 6 and 7). Both in textiles and

clothing sectors the large majority of firms export less than 10 different products, though in the clothing

sector this proportion is somewhat higher. From 1996 to 2005 the distributions reveal a slight reduction

in the number of exported products.

As for the number of destinations served, most textile and clothing firms operate in less than 10 foreign

markets, though in the textile sector there seems to be a higher variety of destinations served (see
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Chart 5

DISTRIBUTION OF PRODUCERS BY TOTAL SALES (2004 THOUSAND EURO)

Clothing Textiles

Source: Authors’ calculations.



Chart 8). Again, from 1996 to 2005, the distributions become more concentrated towards lower num-

bers of destinations.

As for the evolution of the unit values of goods exported, we aim at comparing the unit values of prod-

ucts exported by Portugal-based firms to the unit values of the same products exported (to the same

destinations) by their competitors. For this purpose we compute, using the CEPII-BACI database, for

each HS 6-digits textiles or clothing product the average import unit value in 1996 and in 2004 in each

of Portugal’s top five trading partners. This computation requires identifying the average (across

source countries from all over the world, except Portugal) unit value of each product imported by
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Chart 6

DISTRIBUTION BY NUMBER OF PRODUCTS EXPORTED

Clothing Textiles
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Chart 7

DISTRIBUTION BY NUMBER OF DESTINATIONS SERVED

Clothing Textiles

Source: Authors’ calculations.

0

10

20

30

40

50

60

70

80

5 10 15 20 25 30 35 40 45 50 55 60

R
e

l.
F

re
q

.,
p

e
r

c
e

n
t

1996 2005

0

10

20

30

40

50

60

70

80

5 10 15 20 25 30 35 40 45 50 55 60

R
e

l.
F

re
q

.,
p

e
r

c
e

n
t

1996 2005



Spain, Germany, France, United Kingdom and the United States of America. Then, this weighted prod-

uct (FOB) import unit value for each Portuguese main partner is compared with the corresponding Por-

tuguese product (FOB) export unit value. Finally, for each product, the relative unit value is averaged

across the five main partners considered using as weights their shares in Portugal’s textiles and cloth-

ing exports. We now describe more formally the procedure used to construct this relative price.

Consider exports of productk by country i to country j in year t . Let � �u k t
ij

, be the average unit value

charged in this trade flow. Let � �w i k t
Ij

, , be the share of country i in total imports of productk made by

country j in year t and � �w j k t
E PT, , , be the share of country j in total exports of product k made by

Portugal in year t. The weighted unit value of product k imported in market j at time t, excluding

Portugal, is:

� � � � � �� �u k t u k t w i k t
j ij Ij

i PT

, , . , ,�
�
�

(1)

where 	
j J ES DE FR UK US� � , , , , . The second step consists in dividing the unit value charged by

Portuguese exporters for productk to destination j u k t
PTj

, ( , ), by the average unit value in destination

j as above and taking a weighted average across the five main partners:

� �
� �

� �
� �u k t

u k t

u k t

w j k t
PTj

j

E PT

j J

,
,

,
. , , .,�




�

�
�
�

�

�

�
�
��

� (2)

Chart 8 shows the distribution (alongk) of the relative unit value index � �u k t, in equation 2 for t � 1996

and t � 2004. In both years, the mode of the distribution is around one both in textiles and clothing,

meaning that the unit value of Portuguese exports is generally close to the unit values of their competi-

tors. Nevertheless, from 1996 to 2004, there appears to be a shift towards higher relative unit values,

especially in the clothing sector. It is acknowledged that unit values are plagued by statistical and mea-
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Chart 8

DISTRIBUTION OF EXPORT RELATIVE UNIT VALUES

ClothingTextiles

Source: Authors’ calculations.



suring problems and they may not be good indicators of products’ quality. Therefore, two opposite in-

terpretations could be made. Either the shift of the distribution reflects increased competition faced by

Portuguese textiles and clothing exporters by third countries with lower prices or it may reflect a true

upgrade in the technological level or quality of domestically exported products.

4.4. Product and destination margins of exporting firms

This section analyzes how the dynamics of textiles and clothing exports is affected by firms’ decisions

on entry and exit into export markets, on where to export and which products to export. Firstly, we focus

on the entry/exit decision. Adopting an approach proposed by the industrial organization literature and

recently shared by the trade literature, we compare the number and average export size of firms with

different export histories. Secondly, we extend the analysis to the destination and product margins and

show how these dimensions interact with the entry/exit margin to drive changes in the year-on-year

textiles and clothing export growth rates.

In what regards the demography of firms in textiles and clothing, we decompose the total number of ex-

porters in each year into those continuing, exiting, entering or just staying one year. Here we follow

Eaton et al. (2007) in defining firm categories. Entrants in year t are those firms that did not export in

t �1, export in t and will export in t � 1as well; exiters in year t are those firms that exported in t �1, ex-

port in t but will not export in t � 1; continuing firms in year t are those firms that exported in t �1, export

in t and will export in t � 1, as well; finally, single-year exporters in year t are those firms that did not ex-

port in t �1, export in t but will not export in t � 1. The top panel of Table 6 reports the number of firms

falling in each category over time and the bottom panel reports average exports per firm for each

category.
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Table 6

CONTINUING, ENTERING, EXITING AND SINGLE-YEAR EXPORTERS

Clothing Textiles

Year Continuing Exiting Entering Single-year Year Continuing Exiting Entering Single-year

Number of firms Number of firms

1999 697 91 102 65 1999 481 80 67 51

2002 536 141 114 72 2002 392 87 84 43

2004 578 85 139 56 2004 462 67 111 42

Export per firm (thousand euro) Export per firm (thousand euro)

1999 2 284 997 1 082 268 1999 3 606 1 633 944 495

2002 2 406 1 577 1 205 816 2002 3 572 2 599 871 637

2004 2 281 612 1 511 1 100 2004 3 684 553 1 619 285

Sources: Trade data from INE and Quadros de Pessoal. Classification: CAE rev. 1, rev. 2.1 and rev. 2.2.



Results show that more than two thirds of the firms are continuing exporters, single year firms repre-

sent less than 10 per cent of the total and the gross number of entering and exiting exporters is slightly

higher than 10 per cent. Continuing exporters account for about 90 per cent of total exports in the cloth-

ing and textiles sectors. In contrast, to what happens in the total economy (see Amador and Opromolla

(2008)) there are relatively less single year exporters but their relative size is bigger, especially in cloth-

ing where there is a clear upward trend. Entering and exiting firms in these sectors, like in the overall

economy, are on average smaller, in terms of exports per firm, than incumbents.
10

In the remaining part of this section we study more in detail the evolution of textiles and clothing exports

over time, considering the firm, destination and product margins. In Section 3, panel (d) of Chart 1

shows the evolution of textile and clothing exports as a share of total manufacturing exports. The cloth-

ing share has been decreasing continuously since 1992, while the textile share remained fairly stable

from 1994 to 2001, but then declined sharply. Column two of panel (a) of Table 7 reveals that the drop

in clothing exports as a share of Portuguese manufacturing exports is due, in part, to an actual de-

crease in the exports of clothing products. In fact, the value of exports has been decreasing at progres-

sively higher rates throughout the 1997-2005 period. Column two of panel (b) of Table 7 shows that

textiles’ exports as a share of Portuguese total manufacturing exports were fairly stable in the

1997-2002 period thanks to an actual rise in the exports of textile products. The decline that occurs

later on is due, in part, to an actual drop in the exports of these products. In the remaining columns of

Table 7 we decompose the nominal growth rate of exports of clothing and textile into three dimensions:

firms, destinations and products. More specifically, we consider three types of firms’ decisions: the de-

cision to entry/stay/exit in export markets, the decision of where to export and the decision of what to

export. We start by decomposing the total nominal export growth in the contribution of ‘’entering’’, ‘’exit-

ing’’ and ‘’continuing’’ exporters, that is, in the extensive and intensive margins at the aggregate level

along the firm dimension (firms indexed by j ):

� � � �Y Y Y Y
t jt

j N

jt

j X

jt

j C

� � �
� � �
� � � , (3)

where �Y
t

is the change in exports from year t �1to year t, N is the set of entering exporters, X is the

set of exiting exporters and C is the set of continuing exporters. The next step is to break down the

change in exports of continuing exporters into ‘’added destinations’’ ( )AD , ‘’dropped destinations’’

( )DD and ‘’continuing destinations’’( )CD , that is, in the extensive and intensive margin at the firm level

along the destination dimension. At each continuing exporter, export growth can be further

decomposed as:

� � � �Y Y Y Y
jt zjt

z AD

zjt

z DD

zjt

z CD

� � �
� � �
� � � , (4)

Finally, we consider the product that firms choose to export in ‘’continuing’’ destinations. We distin-

guish among ‘’added products’’ ( )AP , ‘’dropped products’’ ( )DP and ‘’continuing products’’ ( )CP ex-
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(10) Nevertheless, the size of exiters in the textiles sector in 2002 was quite high.1111111111111111111111111111111010101010101010101010101010
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Table 7

DECOMPOSING AGGREGATE NOMINAL EXPORT GROWTH

(a) Aggregate and Firms (b) Aggregate and Firms

Year Aggregate Exit+Entry Exit Entry Continuing Year Aggregate Exit+Entry Exit Entry Continuing

1997-1999 -1.6 0.4 -1.9 2.2 -1.9 1997-1999 7.1 1.4 -1.2 2.6 5.7

2000-2002 -4.6 -0.4 -2.7 2.3 -4.1 2000-2002 5.0 0.8 -1.6 2.4 4.2

2003-2005 -6.6 1.3 -3.5 4.8 -7.9 2003-2005 -8.9 0.6 -1.9 2.5 -9.4

(c) Destinations (d) Destinations

Year cont. (a) Dropped+Added Dropped Added Continuing Year cont. (b) Dropped+Added Dropped Added Continuing

1997-1999 -1.9 -0.1 -2.8 2.7 -1.8 1997-1999 5.7 0.3 -2.8 3.2 5.3

2000-2002 -4.1 -0.1 -3.0 2.9 -3.9 2000-2002 4.2 0.5 -2.8 3.3 3.7

2003-2005 -7.9 -1.8 -4.0 2.2 -6.1 2003-2005 -9.4 -2.7 -5.5 2.7 -6.7

(e) Products (f) Products

Year cont. (c) Dropped+Added Dropped Added Continuing Year cont. (c) Dropped+Added Dropped Added Continuing

1997-1999 -1.8 -0.1 -9.0 9.0 -1.8 1997-1999 5.3 0.9 -4.4 5.3 4.5

2000-2002 -3.9 -0.5 -9.0 8.5 -3.6 2000-2002 3.7 0.5 -4.1 4.6 3.2

2003-2005 -6.1 0.0 -9.0 8.9 -6.0 2003-2005 -6.7 0.0 -4.7 4.7 -6.6

Clothing Textiles

Sources: Trade data from INE. Classification: Harmonized System 1996 and 2002, authors ’ correspondence.



ported by firms in ‘’continuing destinations’’, that is, the extensive and intensive margin at the firm levelported by firms in ‘’continuing destinations’’, that is, the extensive and intensive margin at the firm level

along the product dimension:

� � � �Y Y Y Y
zjt vzjt

v AP

vzjt

v DP

vzjt

v CP

� � �
� � �
� � � , (5)

Summing up, we can write the change in Portuguese textiles or clothing exports as:
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(6)

We compute the per cent change in total export by dividing each term in equation 6 by � �Y Y
t t

� �1 2,

i.e., the average between exports in t and t �1.
11

Our decomposition procedure extends the one pro-

posed by Bernard et al. (2006). These authors decompose the aggregate growth in real US manufac-

turing output between 1972 and 1997 taking into account the firm and the product margins only.

Our decomposition reveals two main results. The first result is that the growth rate of exports, for both

clothing and textile, is mainly driven by a pure intensive margin effect. Column six of panels (a) and (b)

of Table 7 shows that the growth rates of exports follow closely the variations in the foreign sales of

continuing exporters. Similarly, the same columns of panels (c) and (d) show that variations in the

sales of continuing exporters are mainly explained by variations in sales in continuing destinations. Fi-

nally, panels (e) and (f) show that variations in sales in continuing destinations are mainly due to sales

of continuing products. Therefore sales of continuing products, in continuing destinations, by continu-

ing exporters are responsible for the year-to-year variation in exports, for both clothing and textile prod-

ucts. The second result is that the extensive margin is nonetheless important. While the net effect of

entry and exit of firms, destinations and products is usually fairly small, the gross contributions are par-

ticularly high. These are shown in columns four and five of Table 7. The magnitude of the gross contri-

bution of entering and exiting firms and added and dropped destinations is quite similar for clothing and

textile. The gross contribution of added and dropped products is instead much higher in the case of

clothing. Considering that the aggregate growth rate of clothing exports is usually smaller than the cor-

responding growth rate of textile exports, the gross contributions of product additions and of product

subtractions are remarkably big. This remains true when we compare clothing figures with those ob-

tained from a similar decomposition made for total Portuguese exports.
12

All in all, the second result

suggests the presence of a high degree of reallocation activity on all margins: the choice of starting or

discontinuing exports of a product, the choice of entering or leaving a foreign market and the overall

choice of beginning to export versus stopping to do it. We note that, with a few exceptions, the gross

contribution of the entry margin (either of firms or destinations or products) has been declining over

time while the gross contribution of the exit margin has become more and more negative. In this sense,
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(11) As explained in Eaton et al. (2007), computing growth as the change between two dates divided by the average level in the two dates rather than the change

divided by the level in the earlier date has at least two advantages: (i) x per cent growth followed by -x per cent growth returns us to the same level and (ii)

values close to zero in the first year have a less extreme effect on the growth rate.12121212121212121212121212121111111111111111111111111111

(12) See Amador and Opromolla (2008).13131313131313131313131313131212121212121212121212121212



the extensive margin, even if less substantially than the intensive margin, has also contributed to the

overall decline of textile and clothing export sales.

5. CONCLUDING REMARKS

Textiles and clothing have been sectors subject to significant shocks in the last two decades, mainly

associated with increased international trade liberalization. In this context, Portugal has been identi-

fied as one of the most affected countries in the European Union. An aggregate analysis of the main in-

dicators in the last two decades reveals that the relative importance of these sectors has been

decreasing in the Portuguese economy. Although there was an expansion of the clothing industry until

the beginning of the nineties, a sharp decline followed until recently. The textiles sector instead

presented a progressive decline since the eighties.

The structure of the Portuguese textiles and clothing sectors is based on small-medium firms, the

share of exporters is relatively small and its average export intensity is medium. The analysis of

firm-level data reveals some reduction in its average dimension from 1996 to 2005. This reduction is

visible along several dimensions, namely sales, number of products and number of destinations

served.

As for the evolution of product export unit values, considering the five main Portuguese textiles and

clothing destination markets in 1996 and 2004, we observe an increase in the proportion of national

products whose export unit value is higher than the corresponding average import unit value in the re-

ferred markets, particularly in the clothing sector.

Finally, the breakdown of the growth rate of nominal exports of textiles and clothing reveals that the

change in exports due to the net entry of exporters (the firm extensive margin) is much smaller than the

change due to the variation in the sales of continuing exporters (firm intensive margin). In addition, the

gross contributions of entry and exit of firms, destinations and products are relatively large, especially

in the clothing sector. This suggests the presence of a high degree of reallocation activity along all

margins: firms, destinations and products.
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A APPENDIX: DATABASE

A.1. Product Definition
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The following is an illustration of the HS classification. Chapter 61 “Articles of apparel and clothing

accessories, knitted or crocheted’’ includes 17 headings at the 4-digits level:

6101 Men’s or boys’ overcoats, car-coats, capes, cloaks, anoraks (including ski-jackets),

wind-cheaters, wind-jackets and similar articles, knitted or crocheted, other than those

of heading No 6103,

6102 Women’s or girls’ overcoats, car-coats, capes, cloaks, anoraks (including ski-jackets),

wind-cheaters, wind-jackets and similar articles, knitted or crocheted, other than those of

heading 6104,

6103 Men’s or boys’ suits, ensembles, jackets, blazers, trousers, bib and brace overalls,

breeches and shorts (other than swimwear), knitted or crocheted,

6104 Women’s or girls’ suits, ensembles, jackets, blazers, dresses, skirts, divided skirts,

trousers, bib and brace overalls, breeches and shorts (other than swimwear), knitted or

crocheted,

6105 Men’s or boys’ shirts, knitted or crocheted,

6106 Women’s or girls’ blouses, shirts and shirt-blouses, knitted or crocheted,

6107 Men’s or boys’ underpants, briefs, nightshirts, pyjamas, bathrobes, dressing gowns and

similar articles, knitted or crocheted,

6108 Women’s or girls’ slips, petticoats, briefs, panties, nightdresses, pyjamas, negligees,

bathrobes, dressing gowns and similar articles, knitted or crocheted,

6109 T-shirts, singlets and other vests, knitted or crocheted,

6110 Jerseys, pullovers, cardigans, waistcoats and similar articles, knitted or crocheted,

6111 Babies’ garments and clothing accessories, knitted or crocheted,

6112 Track suits, ski suits and swimwear, knitted or crocheted,

6113 Garments, made-up of knitted or crocheted fabrics of heading No 5903, 5906, or 5907,

6114 Other garments, knitted or crocheted,

6115 Panty hose, tights, stockings, socks and other hosiery, including stockings for varicose

veins and footwear without applied soles, knitted or crocheted,

6116 Gloves, mittens and mitts, knitted or crocheted,

6117 Other made-up clothing accessories, knitted or crocheted; knitted or crocheted parts of

garments or of clothing accessories

Heading 6106, “Women’s or girls’ blouses, shirts and shirt-blouses, knitted or crocheted” further

divides into the following subheadings at the 6-digits level

6106 10 Of cotton

6106 20 Of man-made fibres

6106 90 Of other textile materials

which is the disaggregation level that corresponds to the definition of products used in the article.



INFLATION PERCEPTIONS AND EXPECTATIONS IN THE
EURO AREA AND PORTUGAL1*

Francisco Dias**

Cláudia Duarte**

António Rua**

1. INTRODUCTION

In the last few de cades, the in creas ing in ter est of econ o mists in agents’ per cep tions and ex pec ta tions,

in a con text of im prov ing data col lec tion and sta tis ti cal tech niques, is as so ci ated with a surge in busi -

ness and con sumer sur veys. Within the euro area, as well as in sev eral other coun tries, var i ous busi -

ness and con sumer sur veys are conducted on a monthly basis.

Busi ness and con sumer sur veys in quire in di vid ual firms and con sum ers di rectly about their as sess -

ment of the pres ent and fu ture short-term move ments re fer ring to a large num ber of vari ables. Since

the an swers only re fer to the agents’ opin ion on the di rec tion of change of a spe cific vari able, the in for -

ma tion gath ered from these sur veys is nat u rally of a qual i ta tive na ture. How ever, in or der to use this in -

for ma tion in eco nomic mod els and ec ono met ric anal y sis, a great amount of ef fort has been put into

con vert ing this qual i ta tive in for ma tion into quan ti ta tive mea sures, so as to be com pa ra ble with the

bench mark quantitative variables associated with each specific question.

Al though sev eral dif fer ent vari ables have been in ves ti gated through out the years (see, for ex am ple,

Smith and McAleer (1995) or Driver and Urga (2004)), amongst all the ques tions of the sur veys, the

ones that have re ceived more at ten tion are those re lated to prices (see, among oth ers, Carlson and

Parkin (1975), Berk (1999), or Thomas Jr. (1999)). One ex am ple of a sur vey with ques tions on price

de vel op ments is the Eu ro pean Com mis sion’s (EC) con sumer sur vey, which in quires 23000 con sum -

ers each month in the euro area about their per cep tions and ex pec ta tions of price de vel op ments (see

European Commission (2007)).

In or der to quan tify the qual i ta tive data sev eral meth ods have been put for ward (see Nardo (2003) for a 

sur vey). One of these meth ods is the Carlson and Parkin (1975) (CP here af ter) proba bil is tic method.

This method as sumes that each con sumer an swers the ques tion naire based on a sub jec tive prob a bil -

ity den sity func tion as so ci ated with the vari able un der ques tion. This al lows one to in ter pret the share

of re spon dents that pro vide a par tic u lar an swer as a spe cific area un der the ag gre gate prob a bil ity den -

sity func tion. The ap pli ca tion of the CP method to the price ques tions is com monly found in the lit er a -

ture (see, for ex am ple, Forsells and Kenny (2002), £iziak (2003) or Mestre (2007)).
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The aim of this ar ti cle is to pro vide a quan ti ta tive mea sure of per ceived and ex pected in fla tion, for the

euro area and Por tu gal, con sid er ing the qual i ta tive data from the Eu ro pean Com mis sion con sumer

sur vey and us ing the CP method, which can be di rectly com pared with the ob served in fla tion.2 As a

by-prod uct, one can as sess the is sue of the im pact of the euro cash change over on in fla tion per cep -

tions and test the rationality of inflation expectations.

2. INFLATION PERCEPTIONS

2.1. Measurement

In fla tion per ceived by con sum ers does not have to be equal to ob served in fla tion. As Berk (1999)

points out, in di vid ual agents may not be able to per ceive ac cu rately the over all rate of in fla tion, due to

the sig nal ex trac tion prob lem (see Lucas (1972, 1976)). Since at the end of the day what re ally in flu -

ences agents de ci sions are their per cep tions, as sess ing price per cep tions and com par ing their evo lu -

tion with ob served in fla tion is be com ing more and more im por tant, not only for eco nomic researchers

but also for policymakers.

In or der to ob tain a quan ti fied mea sure of per ceived in fla tion, from amongst the meth ods that have

been put for ward to con vert qual i ta tive data into quan ti ta tive vari ables, we rely on the CP method to

quan tify the qual i ta tive in for ma tion on in fla tion per cep tions from the EC con sumer sur vey. Though for -

mal com par i sons of the dif fer ent meth ods are not al ways pos si ble, there is some ev i dence in fa vour of

us ing the method pro posed by Carlson and Parkin (1975) as discussed in Nardo (2003).

The CP method as sumes that each con sumer, at each mo ment in time, re sponds to the ques tion naire

based on a sub jec tive prob a bil ity den sity func tion as so ci ated with the vari able un der ques tion. This as -

sump tion al lows one to as so ci ate the pro por tion of re spon dents that pro vide a par tic u lar an swer as a

spe cific area un der the ag gre gate probability density function.

One of the key as sump tions of CP method con cerns the choice of the dis tri bu tion for per ceived in fla -

tion across the sam ple. Ini tially, and in most sub se quent em pir i cal ap pli ca tions, the choice fell on the

Nor mal dis tri bu tion. This choice can be jus ti fied based on sta tis ti cal the ory re ly ing on the Cen tral Limit

The o rem. Nev er the less, the choice of the Nor mal dis tri bu tion has been sub jected to some crit i cism.

For ex am ple, Carlson (1975) and Bat che lor (1981) stress the fact that con sid er ing a sym met ric dis tri -

bu tion, as is the case of the Nor mal, may be a strong as sump tion. How ever, be sides the an a lyt i cal con -

ve nience of as sum ing a Nor mal dis tri bu tion, there is also em pir i cal ev i dence in fa vour of the use of this

dis tri bu tion. Bal combe (1996) and Berk (1999) did not find em pir i cal ev i dence in fa vour of us ing asym -

met ric dis tri bu tions. More over, the lat ter as well as Löffler (1999) conclude that results are similar with

or without the normality assumption.
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The ini tial for mu lae of the CP meth od ol ogy were de vel oped for sur veys which in cluded only three pos -

si ble an swers. Bat che lor and Orr (1988) and Berk (1999) adapted the CP method to take into ac count

a richer set of sur vey re sponses, in which it is pos si ble to choose be tween five al ter na tive an swers.

One such ex am ple of these sur veys is the EC con sumer sur vey. In par tic u lar, the ques tion and the cor -

re spond ing pos si ble an swers, re gard ing the eval u a tion of cur rent price de vel op ments, are the

following (see European Commission (2007)):

How do you think that con sumer prices have de vel oped over the last 12 months?

They have

1) risen a lot

2) risen mod er ately

3) risen slightly

4) stayed about the same

5) fallen

6) don’t know

In other words, con sum ers are asked if year-on-year in fla tion rate is: 1) above its mod er ate level; 2) at

its mod er ate level; 3) be low its mod er ate level; 4) nil or 5) neg a tive.

Due to the way the ques tion is posed, in ad di tion to the zero in fla tion, there is an other ref er ence value

for the eval u a tion of the evo lu tion of per ceived in fla tion, which is the mod er ate in fla tion rate. There fore, 

any mea sure for per ceived in fla tion should not only re flect the dif fer ent al lo ca tion of an swers but

should also be a func tion of this moderate inflation rate.

De note Pit  as the pro por tion of the sam ple an swers fall ing in the i th re sponse cat e gory at time 

( )t i = 1 5,..., .3 The frac tions of re sponses can be re garded as the max i mum like li hood es ti mates of the

ar eas un der the per cep tions’ dis tri bu tion de lim ited by the rel e vant thresh olds (see Bat che lor and Orr

(1988)). Let F be the cu mu la tive Nor mal stan dard dis tri bu tion func tion and de fine the thresh olds ( )Zit

(Chart 1) as:

( )Z F Pt t t1
1

11= --

( )Z F P Pt t t t2
1

1 21= - --

( )Z F P P Pt t t t t3
1

1 2 31= - - --

( )Z F Pt t t4
1

5= -

As shown by Bat che lor and Orr (1988) and Berk (1999), the per ceived in fla tion rate, pt
p, is given as4
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(3) Note that, as stressed by Mestre (2007), the “don’t know” answer is not informative. Hence, it has been a current practice to reallocate proportionally the
corresponding fraction of answers to the other response categories (see, for example, Forsells and Kenny (2002)).

(4) For details, see Dias, Duarte and Rua (2007).



p pt
p t t

t t t t
t
mZ Z

Z Z Z Z
=

- -

+ - -
3 4

1 2 3 4

where pt
m rep re sents the mod er ate in fla tion rate. From the ex pres sion above one can see that the

mod er ate in fla tion rate plays a scal ing role in re la tion to the per ceived in fla tion rate. Bat che lor and Orr

(1988) ar gue that the mod er ate in fla tion rate re flects the in di vid ual’s best guess of the per ma nent or

trend in fla tion rate. Hence, one pos si ble proxy for the mod er ate in fla tion rate could be ob tained by us -

ing a fil ter ing method that al lows one to ex tract the trend com po nent of the in fla tion rate. Such fil ter ing

could be at tained through the use, for ex am ple, of the Hodrick and Prescott (1997) (here af ter HP) fil ter. 

The HP fil ter is a well-known stan dard fil ter ing pro ce dure which pro vides a mean of ob tain ing a smooth

trend com po nent for a se ries (see, for ex am ple, King and Rebelo (1993)). In prac tice, the HP smooth -

ing pa ram e ter is set to 14400, a stan dard value when work ing with monthly data, and as usual, the end

of the sam ple prob lem of HP fil ter ing can be tack led by ex tend ing the se ries with fore casts. One should 

note that the trend is ex tracted us ing the whole sam ple data and not only the data avail able at the time

per cep tions are formed. Hence, at each mo ment in time, mod er ate in fla tion re flects past, pres ent and

fu ture val ues of ob served in fla tion. In a rel a tively sta ble in fla tion en vi ron ment (as is the case of the last

two thirds of the sam ple) such an as sump tion is in noc u ous, whereas dur ing the dis in fla tion pro cess

(the first third of the sam ple) this hypothesis is also reasonable as the commitment of the authorities

towards price stability was well known to the public.

In Chart 2, we pres ent the pro por tion of an swers fall ing in the i th re sponse cat e gory re gard ing the

ques tion on cur rent price de vel op ments, and Chart 3 shows the mea sure of in fla tion per cep tions ob -

tained, both for the euro area and Por tu gal. One can see that, in gen eral, the per ceived in fla tion rate

fol lows closely the observed inflation rate.
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Chart 1

DISTRIBUTION OF RESPONSES UNDER THE

NORMAL ASSUMPTION

P5 P1

P2

P3

P4

Z4 Z2Z3 Z1



Ad di tion ally, we also pres ent in Chart 3 the cor re spond ing bal ance sta tis tics. The bal ance sta tis tic is

the mea sure used by the Eu ro pean Com mis sion to sum ma rise sur vey re sults and is sim ply a weighted

av er age of the five response proportions

b P P P P P= - - + + +5 4 3 2 1
1

2
0
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Chart 2

PROPORTION OF ANSWERS FALLING IN THE i th RESPONSE CATEGORY REGARDING THE QUESTION ON

CURRENT PRICE DEVELOPMENTS
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Chart 3

OBSERVED AND PERCEIVED INFLATION AND BALANCE STATISTIC

Sources: Eu ro pean Com mis sion, Eurostat and au thors’ cal cu la tions.
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with ad hoc weights at tached to each an swer. The bal ance sta tis tic is a pop u lar sum mary mea sure as it 

is quite straight for ward to com pute and is re leased each month by the Eu ro pean Com mis sion. Apart

from the scale, the bal ance sta tis tic for the ques tion on in fla tion per cep tions has been widely used as a

proxy for per ceived in fla tion (see ECB (2003, 2005 and 2007) or Dörring and Mordonu (2007),

amongst oth ers). How ever, the bal ance sta tis tic for this par tic u lar ques tion is not al ways a re li able

mea sure of per ceived in fla tion (see Dias, Duarte and Rua (2007) for a dis cus sion). In fact, the stan -

dard pro ce dure of plot ting the ob served in fla tion rate and the bal ance sta tis tic, al low ing for dif fer ent

scales, to as sess the evo lu tion of in fla tion per cep tions is rea son able only in a con text of a rel a tively

sta ble in fla tion en vi ron ment. For in stance, by plot ting the ob served and per ceived in fla tion rate and the 

bal ance sta tis tic over the last years (Chart 4), a pe riod in which the in fla tion has been rel a tively sta ble,

one can see that the balance statistic and the proposed perceived inflation measure are relatively

similar.

2.2. The euro cash changeover

In the last few years, there has been a grow ing de bate on the di ver gent evo lu tion of ob served in fla tion

and the bal ance sta tis tic, which is the most com monly used in di ca tor for per ceived in fla tion (see, for

ex am ple, ECB (2007)). Not with stand ing the fact that ob served in fla tion did not change sig nif i cantly5,

the bal ance sta tis tic in creased sub stan tially af ter the phys i cal in tro duc tion of the euro bank notes and

coins, clearly di verg ing from the ob served mea sure of in fla tion. The re sult ing gap be tween the two
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Chart 4

OBSERVED AND PERCEIVED INFLATION AND BALANCE STATISTIC
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(5) According to Eurostat (2003) the most significant impact of the euro changeover in the euro-zone observed inflation rate took place between December
2001 and January 2002 and is estimated to be within the range of 0.09 to 0.28 percentage points.



mea sures peaked some where at the be gin ning of 2003, and has been somewhat persistent since then 

(see Chart 3).

In the emerg ing lit er a ture on this sub ject (see, amongst oth ers, ECB (2003, 2005, 2007), Aucremanne, 

Collin and Stragier (2007) and Dörring and Mordonu (2007)) the role of the euro cash change over as

the trig ger for this gap has been pre sented in sev eral ways. For ex am ple, it has been claimed that the

euro cash change over, and the ex ten sive me dia cov er age as so ci ated with it, may have drawn more at -

ten tion to price in creases, in duc ing an over re ac tion in in fla tion per cep tion. More over, the rises in con -

sumer prices that ac tu ally took place in the wake of the change over ap pear to have been con cen trated

on the most fre quently pur chased goods, and that may have had a very sig nif i cant ef fect on in fla tion

per cep tions. It has also been ar gued that a large num ber of Eu ro pean con sum ers still con vert prices

from euro to their for mer na tional cur rency, an chor ing the relative prices to the pre-changeover levels.

As men tioned above, the bal ance sta tis tic is not an ap pro pri ate mea sure to as sess the evo lu tion of

per ceived in fla tion over a sam ple pe riod in which ob served in fla tion is not sta tion ary. Hence, this in val i -

dates the use of the bal ance sta tis tic to test the im pact of euro cash change over on in fla tion per cep -

tions when the en tire sam ple is con sid ered, since in most coun tries it in cludes a pro nounced

dis in fla tion pe riod. In fact, the mis use of the bal ance sta tis tic led wrongly to the con clu sion that a di ver -

gence be tween ob served and per ceived in fla tion emerged, which could be as so ci ated with the in tro -

duc tion of the euro in Jan u ary 2002. Fur ther more, some of the ex pla na tions pre sented may be based

on cir cum stan tial ev i dence since, for ex am ple, some of the price in creases that oc curred at the time of

the euro cash change over, es pe cially in fre quently pur chased goods, are not di rectly re lated with this

e ven t, in par tic u lar the in crease in en ergy prices (re lated with the price of oil in in ter na tional mar kets)

and in un pro cessed food prices (closely associated with the weather and harvest conditions) (see

Eurostat (2003)).

From Chart 3, as op posed to what is per cep ti ble when us ing the bal ance sta tis tic, one can im me di ately 

sus pect that such a break down does not seem to with stand when the mea sure of per ceived in fla tion

herein pro posed is used. Dias, Duarte and Rua (2007) con duct a more for mal test to as sess whether

there was a break down be tween per ceived and ob served in fla tion. In par tic u lar, af ter test ing for unit

roots, the ex is tence of a cointegrating re la tion ship be tween ob served in fla tion and the pro posed mea -

sure of per ceived in fla tion is as sessed. Re sort ing to the Johansen trace sta tis tic, ev i dence was found

in fa vour of cointegration. To test for a break down in the cointegrating re la tion ship the au thors used the 

test re cently pro posed by An drews and Kim (2006) and no ev i dence of such a break down was found,

for the euro area and Por tu gal, at the time of the euro cash change over. Hence, us ing the pro posed

mea sure for in fla tion per cep tions, for the whole sam ple, the ev i dence based on for mal tests pro vides

no sup port for the idea that a gap, mo ti vated by the euro cash changeover, has emerged between

observed and perceived inflation.
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3. INFLATION EXPECTATIONS

3.1. Measurement

To ob tain a quan ti ta tive mea sure for in fla tion ex pec ta tions from qual i ta tive data, namely the EC con -

sumer sur vey, we ap ply the same CP method as dis cussed in sec tion 2.1. In this case, the ques tion

and the cor re spond ing set of an swers, re gard ing the eval u a tion of fu ture price de vel op ments, are the

fol low ing (see European Commission (2007)):

By com par i son with the past 12 months, how do you ex pect that con sumer prices will de velop in the

next 12 months?

They will

1) in crease more rap idly

2) in crease at the same rate

3) in crease at a slower rate

4) stay about the same

5) fall

6) don’t know

In other words, con sum ers are asked if the year-on-year ex pected in fla tion rate will be: 1) above their

cur rent in fla tion per cep tions; 2) the same as the per ceived in fla tion; 3) be low the per ceived in fla tion; 4)

nil or 5) neg a tive. Note that, as be fore, there are two ref er ence val ues for the eval u a tion of the evo lu -

tion of ex pected in fla tion: zero and the perceived inflation. 

Sim i larly, as in the case of per ceived in fla tion, it can be shown that the ex pected in fla tion rate, pt
e, can

be writ ten as:

p pt
e t t

t t t t
t
pZ Z

Z Z Z Z
=

- -

+ - -
3 4

1 2 3 4

where, in this case, the per ceived in fla tion rate plays a scal ing role for the ex pected in fla tion rate. It

seems nat u ral to use the mea sure of per ceived in fla tion pro posed in Sec tion 2.6 In Chart 5, we pres ent

the pro por tion of an swers fall ing in the i thre sponse cat e gory re gard ing the ques tion on fu ture price de -

vel op ments, while in Chart 6 the re sult ing mea sures of ex pected in fla tion for the euro area and

Portugal are presented.
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(6) One should mention that the overall results are qualitatively similar when the observed inflation rate is used as a proxy for the perceived inflation rate.



3.2. Testing rational expectations

The con cept of ra tio nal ex pec ta tions was in tro duced by Muth (1961) and is based on the as sump tion

that ex pec ta tions are, in their es sence, sim i lar to the in formed pre dic tions de rived from rel e vant eco -

nomic the ory. The pre dic tions should ex ploit ef fi ciently all avail able in for ma tion in the dataset. In this

sec tion, the ra tio nal ex pec ta tions hy poth e sis is tested for a par tic u lar kind of agents – con sum ers –

regarding a specific variable – inflation.
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Chart 5

PROPORTION OF ANSWERS FALLING IN THE i th RESPONSE CATEGORY REGARDING THE QUESTION ON

FUTURE PRICE DEVELOPMENTS
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Chart 6

OBSERVED AND EXPECTED INFLATION AND BALANCE STATISTIC
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In prac tice, for as sess ing the va lid ity of the ra tio nal ex pec ta tions hy poth e sis a set of for mal tests has

been pro posed in the lit er a ture, namely tests for un biased ness, lack of se rial cor re la tion, ef fi ciency and 

orthogonality (see Pesaran (1989)). Un bi ased ex pec ta tions as sume that ra tio nal agents do not com -

mit sys tem atic and per sis tent er rors when fore cast ing in fla tion. This means that ra tio nal agents may

over or un der pre dict in fla tion at times, but that does not take place over a long time span. Con sid er ing

the following testing equation for observed inflation:

p a bpt t
e

tu= + +

where, pt  is the ob served in fla tion rate, then a for mal test for un biased ness can be car ried out by

jointly test ing a = 0 and b = 1. In a non-sta tion ary con text, the un biased ness re stric tion re quires the

ex is tence of a cointegration re la tion ship be tween the ob served and the ex pected in fla tion and the

cointegrating vec tor [ ]a b  to be equal to [ ]0 1.

Re gard ing ef fi ciency and orthogonality, both tests are con cerned with the use of in for ma tion by agents

to fore cast in fla tion: in the first case, with the use of past in fla tion rates, while, in the sec ond, with the

use of a wider in for ma tion set. The ter mi nol ogy used for these tests is not con sen sual among the dif fer -

ent au thors. For ex am ple, Forsells and Kenny (2002) use weak- and strong-ef fi ciency to des ig nate the

ef fi ciency and orthogonality tests, re spec tively. Test ing weak-ef fi ciency (or ef fi ciency) con sists in as -

sess ing the sta tis ti cal sig nif i cance of past ob served in fla tion val ues in a re gres sion with the fore cast er -

ror, de fined as the dif fer ence be tween ob served and ex pected in fla tion, as the de pend ent vari able. If

the set of co ef fi cients in this re gres sion as so ci ated with past in fla tion is sig nif i cant, then lagged ob -

served in fla tion can be help ful to im prove in fla tion fore cast ac cu racy, i.e. reduce forecast errors.

For strong-ef fi ciency (or orthogonality), a sim i lar test ing frame work is con sid ered but, in this case, the

pur pose is to check if a broader in for ma tion set is or thogo nal to the fore cast er rors. Con sider the fol -

low ing equation,

e ut t t= + +-m g W 12

where et t t
e= -p p  and W t-12 de notes the in for ma tion set avail able at the time (12-month ahead) ex -

pec ta tions are formed. For mally, fore cast er rors are or thogo nal to the eco nomic vari ables con sid ered

rel e vant for pre dict ing in fla tion if g = 0. Since now a days, due to data dis sem i na tion prog ress, agents

have ac cess to a wider in for ma tion set at a pro gres sively lower cost, the rel e vant in for ma tion set can

en com pass an ex tremely large num ber of vari ables. Fol low ing the sem i nal work of Stock and Wat son

(1998), one can rely on the com mon fac tors ex tracted from the orig i nal dataset. In this way, it is pos si -

ble to over come the prob lem of the di men sion of the in for ma tion set at hand by re duc ing the num ber of

regressors in a par si mo ni ous way, with out ne glect ing a sig nif i cant amount of in for ma tion. As in £iziak

(2003), one can also con trol for lagged fore cast er rors and take into ac count data pub li ca tion lags, by

shift ing the rel a tive po si tion of the se ries, so that at each mo ment in time the in de pend ent vari ables

con sid ered re flect the in for ma tion avail able to the agents at the time of the sur vey (see, for ex am ple,

Al tis si mo et al. (2007) and Barhoumi et al. (2008)). For this purpose, consider the following model:
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e e F ut i t

i

p

j j t t

j

k

= + + +-

=

-

=
å åm r 1

1

12

1

Y ,

where p is the num ber of autoregressive terms in cluded in or der to cope for autocorrelation, Fj  re fers to 

the j th com mon fac tor ex tracted from the broad in for ma tion set and k de notes the num ber of com mon

fac tors con sid ered in the re gres sion.7 One can rely on the cri te ria pro posed by Bai and Ng (2002) to

de ter mine the num ber of fac tors to in clude in the model. Hence, agents’ in fla tion ex pec ta tions are or -

thogo nal to the in for ma tion set con sid ered or, in other words, agents are strongly ef fi cient, if the hy -

poth e sis Y Y Y1 2 0= = = =... k  is not rejected.

Dias, Duarte and Rua (2008) per formed the above anal y sis for the euro area as a whole as well as for

sev eral mem ber coun tries (in clud ing Por tu gal). Con cern ing bias, the au thors found no ev i dence in fa -

vour of un biased ness (as in Berk (1999), £iziak (2003) and Mestre (2007)). Al though the Johansen

test re sults point to the ex is tence of cointegration be tween the ob served and the ex pected in fla tion,

though the hy poth e sis of the cointegrating vec tor [ ]a b  be ing equal to [ ]0 1 is clearly re jected for the

euro area and Por tu gal (as well as for all the other coun tries cov ered in their anal y sis). Re strict ing the

sam ple to the post-eu ro in tro duc tion pe riod (i.e. since Jan u ary 1999), the same re sult is found for the

euro area, while for Portugal there are some signs of unbiasedness.

As the re sults of the un biased ness test sug gest that agents have, in gen eral, bi ased in fla tion ex pec ta -

tions, the hy poth e sis of ra tio nal ex pec ta tions is ruled out, re gard less the re sults of the ef fi ciency and

orthogonality tests. Nev er the less, even though agents in cur in a sys tem atic ex pec ta tion er ror, Paquet

(1992) ar gues that, in these cases, the ex is tence of cointegration be tween the ob served and ex pected

in fla tion could also be in ter preted as some sort of ra tio nal ity, a so-called weak-form of rationality.

Con cern ing the weak-ef fi ciency test, for the sam ple pe riod as a whole, the re sults in Dias, Duarte and

Rua (2008) sug gest that one can not re ject weak-ef fi ciency for the euro area. On the con trary, for Por tu -

gal, the au thors found no ev i dence in fa vour of weak-ef fi ciency. When the au thors con sid ered the

post-eu ro in tro duc tion sam ple, the re sults re mained qual i ta tively un changed. As for strong-ef fi ciency,

the test re sults sug gest that there is ev i dence in fa vour of strong-ef fi ciency for the euro area. Fo cus ing

only on the post-eu ro in tro duc tion sample period, the same evidence holds.

There fore, nei ther Por tu gal nor the euro area sat is fies the whole set of con di tions nec es sary to com ply

with the ra tio nal ex pec ta tions hy poth e sis. This ev i dence holds not only for the full sam ple but also for

the post-eu ro introduction period.

4. CONCLUSIONS

The aim of this ar ti cle is two fold. First of all, we as sess the quan ti fi ca tion of in fla tion per cep tions ob -

tained from qual i ta tive sur vey data. The mea sure ment of in fla tion per cep tions has gained a lot of at ten -

tion in the last few years, par tic u larly in the euro area. This re newed in ter est stems from the fact that
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(7) For a discussion on the existence of autocorrelation in the forecast errors under the rationality hypothesis, see Dias, Duarte e Rua (2008).



ap par ently the euro cash change over in Jan u ary 2002 had a sub stan tial im pact on in fla tion per cep -

tions. Con sid er ing the com monly used bal ance sta tis tic, re leased by the Eu ro pean Com mis sion, as a

proxy for per ceived in fla tion, a gap be tween ob served and per ceived in fla tion emerged af ter the in tro -

duc tion of the euro notes and coins. How ever, one should be care ful when draw ing con clu sions from

the sim ple bal ance sta tis tic since it is an ad e quate mea sure of the evo lu tion of per ceived in fla tion only

un der spe cial cir cum stances. To cir cum vent the lim i ta tions of the bal ance sta tis tic, in this ar ti cle, we

pro pose a more re fined mea sure of per ceived in fla tion, which was com puted for the euro area and

Por tu gal. This mea sure is based on the well-known gen er al ised ver sion of Carlson and Parkin method

and ex ploits the in for ma tion re fer ring to the ques tion on in fla tion per cep tions from the Eu ro pean Com -

mis sion’s con sumer sur vey. In sharp con trast with pre vi ous works, which rely on the bal ance sta tis tic,

no ev i dence of a break down be tween observed and perceived inflation after the euro cash changeover 

is found using the measure of inflation perceptions herein proposed.

Sec ondly, we also ob tain a sim i lar mea sure of ex pected in fla tion for the euro area and Por tu gal. Again,

we re sort to the rich con sumer sur vey data re leased on a monthly ba sis by the Eu ro pean Com mis sion

and use the proba bil is tic method. Such a quan ti fied mea sure al lows one to test whether in fla tion ex -

pec ta tions are ra tio nal or not. In this re spect, the as sump tion of ra tio nal ity does not seem to hold em -

pir i cally for con sumer in fla tion ex pec ta tions in the euro area as a whole as well as in Portugal.
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CHRONOLOGY OF MAJOR FINANCIAL MEASURES

January to March 2009



2009

January

• 9 January (Circular Letter of Banco de

Portugal No. 4/2009/DET, Treasury

and Issue Department)

Informs on the implementation by cash-in-transit companies of the

regulations applicable to euro banknote recycling, and on which

companies are qualified for such activity in 2009, pursuant to De-

cree-Law No. 195/2007 of 15 May.

• 14 January (Circular Letter of Banco de

Portugal No. 9/09/DSBDR, Banking

Supervision Department)

Credit institutions are requested to send to Banco de Portugal,

within 10 working days, a summary evaluation of the implementa-

tion of Decree-Law No. 171/2008 of 26 August, which approved

borrower protection measures in housing credit regarding the rene-

gotiation of loan conditions.

• 14 January (Circular Letter of Banco de

Portugal No. 10/09/DSBDR, Banking

Supervision Department)

Provides clarification on the implementation of Decree-Law No.

51/2007 of 7 March as regards advance payments in credit agree-

ments concluded for the purchase, construction and improvement

of permanent or secondary residential property or residential leased

property, as well as for the acquisition of land for the construction of

owner-occupied housing.

• 15 January (Instruction of Banco de

Portugal No. 21/2008, BNBP 1/2009)

Regulates reporting to Banco de Portugal of actual or contingent li-

abilities arising from credit operations, under any form, to be cen-

tralised and published by this central bank. Revokes Instruction No.

7/2006, published in the Official Bulletin No. 6 of 16 June 2006.

• 26 January (Circular Letter of Banco de

Portugal No. 14/09/DSBDR, Banking

Supervision Department)

Following the conclusions of the meeting held by the Committee of

Experts as regards the evaluation of measures against money laun-

dering and terrorist financing (MONEYVAL), credit institutions and

financial companies are advised to maintain enhanced surveillance

procedures, and to examine with special caution all operations un-

dertaken or intermediated by entities or institutions established in

Azerbaijan.

• 28 January (Circular Letter of Banco de

Portugal No. 15/09/DSBDR, Banking

Supervision Department)

Provides clarification on the procedures to be adopted by the insti-

tutions subject to the supervision of Banco de Portugal as regards

the register of write-offs of loans in off-balance-sheet items.

• 28 January (Instruction of Banco de

Portugal No. 1/2009, BNBP 2/2009)

Introduces changes in Instruction No. 1/99, published in the Official

Bulletin No. 1 of 15 January 1999, which laid down the general

rules governing the Intervention Operations Market.

• 29 January (Circular Letter of Banco de

Portugal No. 16/09/DSBDR, Banking

Supervision Department)

Informs that the list in Annex 1 of Instruction of Banco de Portugal

No. 26/2005 should be replaced by the list of countries or jurisdic-

tions integrating the concept “equivalent third country”, for the pur-

poses of the implementation of Law No. 25/2008 of 5 June, defined

in the Executive Order No. 41/2009 of 17 December 2008, pub-

lished in the Official Gazette, Series II, Part C, No. 8 of 13 January

2009.
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February

• 3 February (Circular Letter of Banco de

Portugal No. 19/09/DSBDR, Banking

Supervision Department)

Provides clarification on interest charged after total early repayment

of lending for house purchase and, as a result, on the interpretation

of Article 5 (2) of Decree-Law No. 51/2007 of 7 March, as reworded

by Decree-Law No. 88/2008 of 29 May.

• 09 February (Instruction of Banco de

Portugal No. 4/2009, BNBP 3/2009)

Defines the locations, schedules, rules and conditions for euro

banknote deposits and withdrawals over the counter at Banco de

Portugal.

• 16 February (Instruction of Banco de

Portugal No. 2/2009, BNBP 2/2009)

Regulates the opening and operation of current accounts with

Banco de Portugal and creates the AGIL (Portuguese acronym for:

Integrated Settlement Management Application), for the local man-

agement of access to current accounts held with Banco de Portugal

by institutions that are not direct participants in TARGET2-PT.

• 16 February (Instruction of Banco de

Portugal No. 3/2009, BNBP 2/2009)

Regulates the Interbank Clearing System (SICOI), which comprises

the following sub-systems: cheques, bills of exchange, direct debits,

Interbank Electronic Transfers and transactions via ATMs.

• 17 February (Circular Letter of Banco

de Portugal No. 2/2009/DMR, Market

and Reserve Management Department)

Discloses, effective as of 1 March 2009, the new price list of the

services provided by SITEME (market electronic transfer system),

which replaces the one annexed to Circular Letter of Banco de Por-

tugal No. 9/DMR of 15 December 2006. The changes introduced in

the price list are mainly a consequence of the closure of the inter-

bank money market (Mercado Monetário Interbancário – MMI) on

31 December 2008.

• 20 February (Circular Letter of Banco

de Portugal No. 20/2009/DSB, Bank-

ing Supervision Department)

Makes known that the understanding presented in Circular Letter of

Banco de Portugal No. 49/2001/DSB of 29 November 2001 is no

longer applicable, given the accounting framework established in

Notice of Banco de Portugal No. 1/2005 of 28 February 2005.

• 26 February (Instruction of Banco de

Portugal No. 5/2009, BNBP 03/2009)

Amends Instruction of Banco de Portugal No. 1/99 of 15 January

1999, which regulated the intervention transactions market (Merca-

do de Operações de Intervenção – MOI).

• 26 February (Circular Letter of Banco

de Portugal No. 06/2009/DMR, Mar-

ket and Reserve Management Depart-

ment)

Makes known the alterations introduced in Instruction of Banco de

Portugal No. 1/99 of 15 January 1999, relating to the end of the pe-

riod of transition to TARGET2, on 2 March 2009.

• 27 February (Circular Letter of Banco

de Portugal No. 24/2009/DSB, Bank-

ing Supervision Department)

Transmits some recommendations regarding the professional quali-

fication and independence of management and auditing bodies.

March

• 2 March (Circular Letter of Banco de

Portugal No. 10/2009/DET, Treasury

and Issue Department)

Informs that the cash-in-transit company ESEGUR, S.A., has set up

in the Autonomous Region of Madeira - Funchal, a Cash Recycling

Centre for the recycling of euro banknotes.
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• 5 March (Notice of Banco de Portugal

No. 1/2009, Official Gazette No. 45,

Series II)

Amends some paragraphs of Notice of Banco de Portugal No.

5/2007 of 27 April (regulatory framework governing own funds re-

quirements and solvency ratio).
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