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OVERVIEW

The year 2011 was marked by the request for international financial assistance and by the notable
adjustment of the macroeconomic imbalances previously accumulated in the Portuguese economy,
which is likely to continue over the coming years, under the framework of the Economic and Financial
Assistance Programme for Portugal. In the beginning of the year, in the context of a new outbreak of
the sovereign debt crisis in the euro area, there was a significant build-up of international investors’
concerns over the sustainability of the public finances and the intertemporal dynamics of the Portuguese
external debt. Deteriorating access conditions to international funding markets made the recourse to
external financial assistance unavoidable, which was confirmed in the beginning of April. The Economic
and Financial Assistance Programme for Portugal, agreed with the European Union (EU), the International
Monetary Fund (IMF) and the European Central Bank (ECB) guaranteed the financing of the Portuguese
economy for a period that allows implementing a gradual and structural correction of the imbalances in
public finances and external accounts, in addition to preparing and implementing the structural reforms
required to reverse the main structural impediments to the economy’s growth potential. In parallel the
ECB’s non-conventional monetary policy measures ensured the regular financing of the domestic banking
system. Notwithstanding the above, the monetary and financial conditions of the Portuguese economy
deteriorated over the course of 2011.

In this global framework, the Portuguese economy recorded a strong contraction of activity which
intensified during the course of the year, reflecting an adjustment of public and private sector balance
sheets, notwithstanding robust export growth. In the beginning of 2012, the pace of the downturn in
economic activity showed signs of stabilising. This recessionary framework of the Portuguese economy
translated into a particularly marked reduction of employment and an increase in the unemployment rate
to an historical maximum. This was accompanied by a significant decline in external borrowing require-
ments. These dynamics will tend to reinforce in the near future as the economic adjustment process is
still far from completion. The risks surrounding the implementation of the Programme remain significant
and include not only domestic elements — associated inter alia with the expectable resistance of several
economic agents to the vast set of structural reforms foreseen in the structural area — but also external
factors, visible in the recurrent intensification of tensions associated with the sovereign debt crisis in the
euro area. These risks require a rigorous implementation of the Programme and the strict compliance
with the agreed objectives and reinforce the importance of a broad social and political support for the
Programme. In this context, it should be underlined that the correction of the macroeconomic imbalances
is not an end in itself, but is unavoidable to enable the creation of the bases for balanced and sustained
growth, the sole source of improving economic welfare over the long term.

The external environment of the Portuguese economy was characterised by a high level
of heterogeneity in economic growth on a global scale, by important non-conventional
monetary policy measures by the ECB and by notable institutional innovations in the euro
area

The recovery of the global economic activity, following the great recession of 2009, has been slower than
in former recessionary episodes. This weak performance stems from a combination of various factors such
as the fact that recessions deriving from financial and banking crises tend to be characterised by slow
recoveries of economic activity, the need for households and corporations to continue with their balance
sheet adjustment process and the synchronisation of fiscal consolidation efforts in a large number of
European countries. There persists a high level of heterogeneity in terms of economic growth between
regions, with the advanced economies being particularly affected by the above structural features, while
most emerging market economies maintained strong economic growthin 2011. Further, the heterogeneity
of economic growth between euro area countries reached maximum levels since monetary unification.

Overview @ .
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In intra-annual terms, and as a result of the intensifying financial turmoil associated with the sovereign
debt crisis in the euro area, global economic activity recorded a slowdown over the course of 2011.

In this framework of weak dynamism of economic activity in the euro area the ECB’s monetary policy
remained accommodative in 2011. In addition, given the high level of segmentation of the money market
in the area and the exacerbated turmoil in financial markets, the ECB’s Governing Council decided to
reinforce its set of non-conventional monetary policy measures, in particular with the decision to conduct
fixed rate tenders with full allotment over particularly long maturities, in addition to the broadening
of the collateral eligible for banks’ financing from the Eurosystem (see “Box 1.2 Non-conventional
monetary policy measures in the euro area and their impact on financial markets" of this Report). These
measures contributed not only to smoothen the functioning of the monetary transmission mechanism
in the area, but also to diminish liquidity risk in the banking system. It should, however, be stressed that
such interventions did not diminish the need to reinforce the dynamics of structural reform and fiscal
consolidation in several euro area countries and the agenda towards greater institutional integration on
a European level. Reference should herein be made to the fact thatimportant changes in the institutional
design of the European Union were introduced in 2011, particularly regarding the financial supervision
architecture and the reinforcement of economic governance (see “Box 1.1 Developments in the economic
governance of the EU: supervision of macroeconomic imbalances” and “Box 3.2 Developments in the
fiscal supervisory framework of the European Union" of this Report).

Deterioration of the monetary and financial conditions of the Portuguese economy over the
course of 2011, notwithstanding the favourable contribution of the ECB’s non-conventional
monetary policy measures

Over the course of 2011 and at the beginning of 2012, financing conditions in Portugal continued to
be conditioned by the persistence of tensions in the international financial markets and by the ongoing
adjustment process in the Portuguese economy. Portuguese banks, given the virtual absence of external
market funding, began a deleveraging process designed to achieve a stable funding position in the medium
term. It should be noted that the ECB’s non-conventional monetary policy measures made a decisive
contribution in ensuring that this process would be gradual and orderly. In such a framework, Portuguese
banks continued to significantly increase their degree of lending restrictiveness, particularly at the end of
2011 and at the beginning of 2012. Regarding interest rates on loans there was a continued increase in
2011 and some stabilisation at the beginning of 2012. This evolution was essentially associated with two
factors: on the one hand, banking institutions transmitted the intensification of credit risk and the high
levels of uncertainty on their interest rate spreads; on the other hand, and more importantly, in a context
of virtual absence of access to wholesale international debt markets, banks significantly increased their
rates on deposits with the objective of maximising this source of funding. To ensure the maintenance of
the interest rate margin, most institutions transmitted this movement in deposit rates to their loan rates.

In such a restrictive financing framework credit aggregates to corporations and households continued
to display a declining trend over the course of 2011 and at the beginning of 2012. Given the strong
contraction in economic activity and the increase in the risk premium, this evolution of credit does not
represent, in aggregate terms, a case of abrupt quantitative constraints on the supply side. There is,
however, a high level of heterogeneity at the level of corporations/sectors, given that credit risk tends to
be greater in companies in several non-tradable sectors, which are more penalised by the contraction of
domestic demand and by the ongoing structural adjustment. Reference should also be made to the fact
that corporations with a better financial position and with foreign links reinforced their use of external
financing at the end of 2011, in a context of a large increase in lending rates, which was particularly
marked in the case of large corporations. Further, corporations without access to the external credit
market — usually smaller and higher risk firms — recorded a more significant drop in total credit, with
the situation intensifying by the end of the year. In this context, it is important to assess the relative
contribution to credit developments stemming from supply side constraints and from the credit demand
dynamics. Finding an adequate level of support for the gradual deleveraging of the economy, consistent



with the financing of the most productive and dynamic firms, is a fundamental goal of the Economic
and Financial Assistance Programme.

Fiscal policy in 2011 was highly restrictive and pro-cyclical

In2011 there were unprecedented fiscal consolidation efforts. These were based on anincrease of revenue
— essentially tax increases deriving from changes to legislation — and particularly on a strong contraction
of expenditure — mainly in the public sector wage bill and in investment. The nature of fiscal policy was
highly restrictive, with a change of 3.3 percentage points of GDP in the primary balance adjusted for
cyclical developments, for temporary measures and for other special extraordinary factors. In a context
of unavoidable correction of the imbalances in the public finances, fiscal policy was also pro-cyclical in
nature, as was the case in most years since the introduction of the euro. Notwithstanding, the fiscal
deficit target announced and defined in the Programme was only fulfilled with the recourse to a very
substantial amount of temporary measures, in particular the partial transfer of the banks’ employees
pension funds to the Social Security (see “Box 3.3 Transfers of pension funds and their impact on public
accounts in Portugal: 1997-2011" of this Report). In turn, the public debt ratio maintained an upward
trend, reaching a historically high level at the end of the year. However, in contrast with previous years,
the main contribution to the debt increase in 2011 was not the primary deficit but deficit-debt adjust-
ments. The latter reflected an increase in deposits from general government, related in particular to
unused funds received in the context of the Programme, as well as to the part of the pension funds
transfer which was undertaken in 2011. Globally, the fiscal consolidation effort will intensify in 2012 and
continue in the following years, in order to achieve the medium term objectives set in the Programme
and agreed in the context of the European Union’s fiscal supervisory context. Reference should herein
be made to the fact that important legislative measures relating to fiscal governance in Portugal were
approved in Portugal in 2011, particularly the changes to the Budgetary Framework Law and the crea-
tion of the Fiscal Policy Council (see “Box 3.1 Institutional framework of the public finances in Portugal:
recent developments” of this Report).

Significant adjustment of external imbalances in 2011 deriving from the combination of a
sharp contraction of domestic demand with robust export growth

The need to adjust the public and private sectors’ balance sheets implied a sharp fall in domestic demand.
In particular, private consumption recorded the highest fall of the last decades, in line with the strong
reduction of real disposable income and the increased restrictiveness of access to credit, in a framework
of deteriorating labour market conditions. The behaviour of households — in particular the sharp fall in
the consumption of non-durable goods and services and the slight fall in the saving rate — is consistent
not only with the context of high uncertainty and greater liquidity restrictions but also with the perception
that the fall in disposable income will have a permanent nature (see “Box 5.1 The recent evolution of
household savings rates in Portugal” of this Report). In turn, investment declined markedly, reinforcing
the accumulated falls over the last decade. In such a framework, domestic inflationary pressures have
been highly mitigated. Higher consumer prices in 2011 were essentially conditioned by tax changes and
increases in administered prices of several goods and services, in the framework of the fiscal consolida-
tion process.

In contrast to the strong contraction of domestic demand, exports of goods and services displayed
robust growth, with a high level of diversification in terms of products and geographical destinations
(see "Box 5.3 The evolution of Portuguese exports of goods in 2011 by main products and geographical
destinations" of this Report). Such dynamism was also broad-based in terms of degree of technological
intensity. It should also be noted that export growth was higher than external demand and that there
was an increase in the market share of Portuguese exports both in intra and in extra-EU markets. The
significant gain of market share, which intensified at the beginning of 2012, was inter alia associated with
a greater diversification and with a re-orientation of supply to the most dynamic markets, in the context
of a major contraction of domestic demand. It should also be noted that, as observed in 2010, relative
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unit labour costs declined in 2011, contributing to improve the economy’s international competitiveness
in terms of prices/costs (see “Box 5.2 The recent evolution of the international competitiveness of the
Portuguese economy at the level of unit labour costs” of this Report).

The combination of a strong contraction in domestic demand with a remarkable robustness of exports
implied a significant adjustment of the goods and services account and accordingly of the current and
capital account. This decline in external borrowing requirements reflected a reduction of the rate of invest-
ment in the economy and an increase in the domestic savings rate. The data show a highly marked profile
of reduction of borrowing requirements over the year, particularly after the inception of the Programme.
Reference should also be made to the fact that the external financing profile was substantially different
from that observed since the inception of the euro area, with the financial account having been funded
through a reduction of financial assets vis-a-vis the rest of the world, in contrast to the usual funding
through an increase in external liabilities. This profile accentuates the trends observed since the onset of
the international financial crisis in 2007, reflecting the increasingly lower international financial integra-
tion of the Portuguese economy.

The challenge of the decline of structural unemployment in Portugal

In the framework of a worsening economic situation in Portugal, employment fell sharply in 2011,
particularly at the end of the year. Employment creation recorded in 2011 the lowest levels of the last
decade and the unemployment rate rose to a new historical maximum. The composition of unemploy-
ment continues to mainly comprise individuals with low levels of qualifications and older people, who
have been having greater difficulty in finding a job over the last few years. Structural unemployment has
also continued to increase and its reduction has become an even more pressing challenge.

The evolution of unemployment in the Portuguese economy has occurred in a context of labour market
segmentation in which the dynamics of the creation and destruction of employment are closely associ-
ated with fixed-term contracts, particularly in the case of younger people. This strong labour market
segmentation in Portugal is likely to be the main explanatory factor behind the high levels of labour
market flows, in comparison to other European countries (see “Box 4.1. Employment and worker flows
in the labour market" of this Report).

The economic and social cost of the economic restructuring process can only be alleviated if it is based
on a set of market mechanisms to stimulate job growth. In particular the reduction in labour market
segmentation should fuel productivity and expand employment possibilities for all workers, even if this
involves greater rotation between jobs over the short term. However, such restructuring may not be
sufficient to guarantee the return of less qualified workers to the labour market and a supplementary
effort is therefore required to re-qualify the available workforce. It is also important to ensure the main-
tenance of an efficient public safety net.

The challenge of the return to financial markets from mid-2013

The financing constraints facing the Portuguese economy stem from the high indebtedness levels accu-
mulated throughout more than a decade, in a particularly benign financial context. The accumulated
external indebtedness — made possible by the Portuguese participation in the euro area — arose from the
behaviour of private agents and of public policies deeply inappropriate to the demands of the new regime
arising from the adoption of the single currency. The interruption of market access in the beginning of
2011 made urgent the adjustment of public and private balance sheets, including the banking sector.
The Economic and Financial Assistance Programme allows avoiding an abrupt and disorderly adjustment,
which would otherwise be the case.

Given the highly negative international investment position of the Portuguese economy, a return to market
financing is a sine qua non condition for the Programme’s success. The full reopening of funding markets
to national agents requires that the intertemporal solvency conditions of the various institutional sectors,



particularly general government, are previously ensured. In this regard, the effective implementation of
structural reforms aiming to increase the level and the growth of productivity over the medium term
should play a prominent role (see “Box 4.2 Competition in the Portuguese economy over the period
2000 - 2009" of this Report). This adjustment, without recent precedent in the Portuguese economy,
implies a simultaneous deleveraging of the public and private sectors with the aim of eliminating the
gap between savings and investment of the institutional sectors as a whole. Strict compliance with the
Programme represents an opportunity to achieve these objectives in a gradual and balanced manner and
accordingly regain the confidence of international investors over time. It should, however, be noted that
there are substantial risks attached to this process, not only associated with achieving the macroeconomic
stabilisation in Portugal, but also with the evolution of the Portuguese economy’s external environment.
In this context, it should also be noted that the euro area Member States have already declared they
stand ready to support Portugal until market access is regained provided the authorities persevere with
strict programme implementation.

Written with information available until 11 May 2012.
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Table 1

PORTUGAL - MAIN ECONOMIC INDICATORS, 2008-2011

Units 2008 2009 2010 2011
I Prices, wages and unit labour costs
Inflation (HICP) arc % 2.7 -0.9 1.4 3.6
Goods arc % 2.4 -2.4 1.7 4.4
Services arc % 3.1 13 1.0 24
Inflation (CPI) arc % 2.6 -0.8 1.4 3.7
GDP Deflator arc % 1.6 0.9 1.1 0.7
Private consumption deflator arc % 2.6 -2.2 1.6 3.7
Goods and services export deflator arc % 2.5 -5.0 4.2 5.5
Goods and services import deflator arc % 5.0 -9.2 4.8 8.0
Nominal compensation per employee, total economy® arc % 3.0 2.8 14 -0.8
Nominal compensation per employee, private sector® arc % 33 1.6 1.8 1.0
Unit labour costs, total economy@ arc % 3.5 3.1 -1.5 -0.8
Unit labour costs, private sector® arc % 3.6 1.7 -1.6 1.1
. Expenditure, income and savings
Gross domestic product (GDP) rmc % 0.0 -29 1.4 -1.6
Total domestic demand rrc % 0.8 -3.3 0.8 -5.7
Private consumption rrc % 1.3 -2.3 2.1 -3.9
Public consumption rrc % 0.3 4.7 0.9 -3.9
Gross fixed capital formation rrc % -0.3 -8.6 -4.1 -11.4
Exports of goods and services rrc % -0.1 -10.9 8.8 7.4
Imports of goods and services rrc % 23 -10.0 5.4 -5.5
Household disposable income (DI) rmc % 1.7 1.8 1.5 -4.5
Household disposable income, excluding external transfers rrc % 1.8 2.3 1.4 -4.6
Domestic savings rate % of GDP 10.6 9.4 9.9 10.8
Private sector(© % of GDP 1.9 16.4 16.8 15.7
Households % of DI 7.1 10.9 10.2 9.7
Households, excluding external transfers % of DI 4.8 9.2 8.5 7.8
Corporations % of GDP 6.8 8.4 9.3 8.6
General government % of GDP -1.3 -6.9 -6.9 -4.9
. Employment and unemployment
Total employment(® arc % 0.5 -2.7 -1.5 -1.5
Employees® arc % 0.3 -2.6 -0.4 -0.3
Unemployment rate(® annual average; % 7.6 9.5 10.8 12.7
V. Balance of payments
Current account + Capital account % of GDP -11.1 -10.1 -8.9 -5.2
Current account % of GDP -12.6 -10.9 -10.0 -6.4
Goods account % of GDP -134  -106  -10.5 -7.7
Capital account % of GDP 1.5 0.8 1.1 1.2
V. Exchange rates
Nominal effective exchange rate index® arc % 0.9 0.4 -1.5 -0.1
Real effective exchange rate index
Adjusted for the relative unit labour costs® arc % 0.4 0.2 2.2 -1.4
Adjusted for the relative consumer price index arc % -0.1 -0.9 -1.9 0.6
\'/8 Interest rates
3-month Euribor %, Dec. 33 0.7 1.0 1.4
10-year fixed rate Treasury bond yields %, Dec. 4.0 3.9 6.5 13.1
Interest rates on outstanding amounts of credit granted by MFIs®™
Loans to households for house purchase %, Dec. 5.9 2.0 2.1 2.7
Loans to non-financial corporations %, Dec. 6.1 3.3 3.8 5.1
Deposits and deposit-like instruments up to 2 years %, Dec. 4.0 1.7 2.2 3.7
VIIl.  Stock price index (PSI-Geral) y-0-yrc 31-Dec. -49.7 40.0 -6.2  -204
VIIl.  Bank deposits and loans to the resident sector®
Deposits of non-financial private sector y-0-yrc Dec. 10.6 2.1 5.4 5.5
Loans®
Non-monetary financial institutions arc Dec. 17.4 4.5 2.5 -7.2
Non-financial corporations arc Dec. 9.9 1.8 1.0 -1.6
Households arc Dec. 4.6 2.3 2.0 -2.2
IX.  Public finances
General government overall balance® % of GDP 36 -102 -9.8 -4.2
General government primary balance % of GDP -0.6 -7.3 -7.0 -0.4
Consolidated gross public debt Dec., % of GDP 71.6 83.1 933 107.8

Notes: (a) Compensation per employee including: collective bargaining aggreements, additional benefits and employers’ social contributions;
Consistent series calculated using data and methodology from National Accounts base 2006. For more details see “Box 2 Relative unit labour
costs in Portugal: methodological issues and developments in the last decade”, Banco de Portugal, Economic Bulletin — Summer 2010. (b)
Private sector — economy as a whole excluding general government and corporate hospitals. (c) Aggregate savings for all economic agents
excluding the general government. (d) Data from INE National Accounts. (e) In 2011 the unemployment rate is influenced by a break in the
Labour Force Survey series. (f) A positive change denotes an appreciation in effective terms; a negative change denotes a depreciation. (g)
Relative unit labour costs in the total economy. A positive change denotes an increase in the relative costs of Portuguese producers. (h) Cal-
culated as the average of interest rates on outstanding amounts of credit granted and deposits taken by MFls, denominated in euro, to/from
euro area residents, broken down by sector and/or purpose, in every maturity, weighted by the respective end-of-month amounts outstanding.
(i) End-of-month balances. (j) Annual rates of change are calculated on the basis of the ratio of end-of-month outstanding amounts of bank
loans adjusted for securitisation operations to monthly transactions derived from outstanding amounts adjusted for reclassifications, write-offs
and exchange rate and price revaluations. Whenever relevant, the figures are additionally adjusted for credit portfolios sales, as well as for other
operations with no impact in the sectors’ effective financing. (k) According to the excessive deficit procedure rules. arc: Annual rate of change;
rrc: Real rate of change; y-o-yrc: Year-on-year rate of change.
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1. INTERNATIONAL ENVIRONMENT

World economic activity continued to recover in 2011 from the deep recession of 2009 following the
onset of the financial crisis at the end of 2007. Economic growth, however, was lower in 2011 than in
2010, particularly on account of the progressive and significant slowdown in economic activity starting
from the middle of the second quarter. This deceleration was the result of a combination of factors of
a persistent nature, particularly the intensification of the financial turmoil associated with the sovereign
debt crisis in the euro area.

In fact, international investors’ concerns over the sustainability of public finances and the possibility of
the banking sector suffering losses, initially only in the case of countries who requested external financial
assistance - Greece, Ireland and Portugal - began to spread to other euro area countries, notably Spain
and Italy. These tensions resulted in abrupt falls in stock markets which translated into a generalised
increase in risk aversion. In this context, liquidity difficulties began to emerge in money markets, with
higher borrowing costs for countries considered to be more vulnerable by financial market players. The
uncertainty over the capacity of European leaders to adopt concrete and sufficient measures to resolve
the sovereign debt crisis in the euro area and, in particular, the uncertainty over the need for a second
financial assistance package for Greece, mainly after July, helped to fuel turmoil in financial markets.

The sovereign debt crisis helped to weaken a still fragile world economic recovery. A series of additional
factors helps to explain the weakness of the current recovery in comparison to past episodes. Firstly,
recessions originated by financial and banking crises are usually characterised by significant contractions
of GDP and slower recoveries of activity. Secondly, domestic demand in the main advanced economies
has remained relatively weak, owing to households’ and corporations’ needs to continue to adjust
balance sheets and reduce debt. Thirdly, the public finances consolidation process has also helped to
maintain growth of domestic demand at relatively reduced levels across most economies. The weake-
ning of domestic demand has been reflected in a relative stagnation of labour and housing markets at
very reduced levels, compared to historical norms, mainly in the United States of America (US). Finally,
the slowdown in world economic activity also derives from the natural disaster in Japan, in March, and
from a strong increase in commodity prices, particularly oil, in the first half of the year, mainly fuelled by
geopolitical tensions in the Middle East and North Africa.

World economic recovery at the beginning of 2012 appeared to be benefiting from a certain softening
in tensions in financial markets, as a result of the approval of the second financial assistance package to
Greece, together with the introduction of additional unconventional monetary policy measures by the
European Central Bank (ECB). In fact, the measures implemented by the ECB helped to reduce liquidity
risk and eliminate the possibility of the occurrence of a systemic banking crisis in the euro area. However,
the resurgence of international investors’ suspicion over the sustainability of public finances in Spain
and Italy and the prevailing uncertainty over the resolution of the sovereign debt crisis in the euro area
were reflected in rises in sovereign debt yields of several countries in the euro area starting mid-March
2012, particularly in Spain and Italy.

The world economy continued to recover in 2011, albeit at a slower rate and in a context of
elevated uncertainty

The world economy recorded average annual growth of 3.9 per cent in 2011, following growth of
5.3 per cent in 2010 (Table 1.1)." The heterogeneity in growth patterns between regions on a global

1 Values based on GDP assessed on purchasing power parities. Based on market exchange rates, the annual rate
of change of world GDP was 2.8 per cent, in comparison to the preceding year's 4.2 per cent.
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scale persisted, with the advanced economies being significantly more affected than emerging market
economies by the contagion effect of the sovereign debt crisis in the euro area. GDP in the advanced
economies as a whole grew 1.6 per cent in 2011, at more or less half of the preceding year’s rate of
change. Domestic demand remained relatively conditioned in these economies in 2011, in a context of
weak household wealth and disposable income growth and of a significant worsening of private sector
funding conditions. Households’ and corporations’ needs to continue to adjust their balance sheets,
particularly the need to reduce private debt, also conditioned the recovery of both private consumption
and investment. In addition, the poor performance of the housing market in the major advanced econo-
mies, coupled with the reduced level of job creation and the persistence of high unemployment rates
also continued to have a negative effect on consumer confidence. The ongoing fiscal consolidation in
most countries also penalised economic activity over the short term.

The rate of economic growth of the advanced economies ran out of steam as the year advanced. In
the first quarter of 2011 GDP growth was especially strong in these economies, confirming the positive
signs evidenced at the end of 2010. This growth, however, turned out to be short-lived. The evolution
of economic activity in the advanced economies was gradually conditioned by several global supply
shocks. The disruption of global supply chains, as a result of the earthquake in Japan, caused considerable
damage to the auto and electronic components industries, as Japan plays a leading role in the supply
of materials, components and final goods in these industries. The new industrialised Asian economies
were particularly affected by these problems owing to their strong trade linkages with Japan. This was
accompanied by generalised increases in commodity prices in the first half of the year as a result of
geopolitical tensions in several Middle Eastern and North African countries and higher demand from
emerging market economies, whose growth has been highly intensive in several commodities. This rapid
rise in prices constrained the growth of private consumption through a reduction of real disposable
household income in the advanced economies.

Table 1.1
Weight in 2009 2010 2011
world GDP in
2011 @

World 100.0 -0.6 53 3.9
Based on market exchange rates -2.2 4.2 2.8
Advanced economies 51.1 -3.6 3.2 1.6
USA 19.1 -3.5 3.0 1.7
Japan 5.6 -5.5 4.5 -0.7
Euro area 14.2 -4.3 1.9 1.5
Germany 3.9 -5.1 3.7 3.0
France 2.8 -2.6 1.4 1.7
Italy 2.3 -5.5 1.8 0.5
Spain 1.8 -3.7 -0.1 0.7
United Kingdom 2.9 -4.4 2.1 0.7
New industrialized Asian economies® 3.9 -0.7 8.5 4.0
Emerging and developing economies 48.9 2.8 7.5 6.2
Central and Eastern Europe 3.5 -3.6 4.5 5.3
Commonwealth of Independent States 4.3 -6.4 4.8 4.9
Russia 3.0 -7.8 4.3 4.3
Developing Asia 25.1 71 9.7 7.8
China 14.3 9.2 10.4 9.2
India 5.7 6.6 10.6 7.2
Latin America 8.7 -1.6 6.2 4.5
Brazil 2.9 -0.3 7.5 2.7
Middle East and North Africa 4.9 2.7 4.9 3.5
Sub-Saharan Africa 2.5 2.8 53 5.1

Sources: Eurostat, IMF and Thomson Reuters.
Notes: (a) Based on the purchasing-power-parity valuation of GDP. (b) Korea, Hong Kong, Taiwan and Singapore.



In the second half of the year, the sovereign debt crisis in the euro area experienced new developments,
which contributed to increase the uncertainty worldwide, leading to consecutive downward reductions
in growth prospects for major world economies (Chart 1.1) and to a significant fall in economic agents’
confidence (Chart 1.2 and Chart 1.3). Two specific types of episodes that led to an increase of financial
turmoil on a worldwide level can be identified. The first episode was related to growing speculation
over the possibility of a second financial assistance package for Greece, which would imply additional
austerity measures and a fresh commitment from European leaders to reach agreement on this new
financial assistance plan. It was obvious, at the beginning of July, that Greece would not be able to return
to a sustainable public debt growth trajectory without further external assistance, which led Greece to
request a second financial assistance package to the European Union (EU) and the International Monetary
Fund (IMF). At the same time, signs of contagion of the crisis, hitherto limited to other countries under
external financial assistance, to other euro area economies, notably Spain and Italy, began to emerge.
The second significant event was in November with an intensification of contagion regarding sovereign
debt, spreading to the major euro area economies with triple A credit ratings. The confidence of economic
agents was always conditioned by persistent investor uncertainty over the European authorities’ capacity
to adopt measures to resolve the sovereign debt crisis in the euro area.

Emerging and developing market economies posted average annual growth of 6.2 per cent in 2011,
following the preceding year's expansion of 7.5 per cent (Chart 1.1). Domestic demand remained relati-
vely robust in the first half of the year, while exports benefited from the positive impetus of favourable
economic sentiment in the first quarter. The second half of the year witnessed a moderate slowdown of
domestic demand, deriving from increases in commodity prices and the lagged effect of more restrictive
monetary policies and also reflecting the impact of financial instability associated with sovereign debt
in the euro area. Deceleration was particularly marked at the end of the year, with the main emerging
market economies, such as China, India and Brazil, reversing some of the restrictive monetary policy
measures which had previously been taken. Exports, as the main driver of growth in many of the emerging
markets, decelerated in the second half of the year following a significant slowdown of demand in the
advanced economies. In several developing Asian countries and in Latin America, worsening financial
turmoil on a global scale led to the flight of considerable capital flows at the end of the year, in several
cases leading to marked currency depreciations, as it was the case of the Brazilian real.

Chart 1.1
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Chart 1.2
BUSINESS CONFIDENCE PMI INDICATORS
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Note: Diffusion index seasonally adjusted, where values above 50 indicate an economic expansion while values below 50 represent
an economic contraction.

Chart 1.3
CONSUMER CONFIDENCE INDICATORS IN MAIN ADVANCED ECONOMIES
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Continued recovery of international trade with a significantly reduced rate of growth in the
second half of the year

International trade continued to grow in 2011, albeit at a substantially more moderate rate than in 2010.
World imports of goods increased by an average of 5.3 per cent in 2011, against a rate of growth of
more than 14 per cent in 2010 (Chart 1.4). The slowdown in the volume of imports was more marked
in the case of the advanced economies in which the maximum levels of the pre-crisis period have still
not been reached. In terms of the intra-annual profile, world imports in 2011 were marked by a major
slowdown in the second half of the year, following the resurgence of financial turmoil on a global level
and the earthquake in Japan, which particularly affected the advanced economies (year-on-year rate
of change of 1.3 per cent in the second half, in comparison to 5.4 per cent in the first). In contrast,
emerging and developing markets kept the imports growth profile relatively robust (8.7 per cent in the
second half, following 9.7 per cent in the first half).



Chart 1.4

VOLUME OF IMPORTS OF GOODS

By geographical areas By country

125

170 4
160 4 120 4 United
Kingdom
150 1 Emerging and developing economies 115 1
140 | 110 1 Euro area
g g
o o
T 130 4 105 A
n n
(=] o
o o
Q120 « 100 -
2 110 2 954
100 | Advanced economies 90 4
90 85 |
80 —F/—F——F————————————————— O e e L e e e e e e B LA A e e s s s e}
200571 2006T1 2007T1 200871 2009T1 2010T1 2011T1 2005T1 2006T1 2007T1 2008T1 2009T1 201071 2011T1

Sources: : CPB Netherlands Bureau for Economic Policy Analysis, Thomson Reuters and Banco de Portugal calculations.

Slower recovery of the main advanced economies in comparison to past recessions

The recovery of economic activity in the advanced economies following the international financial crisis
has been slower than in past recessions. This is in line with economic theory and empirical evidence that
state that recessions originated by financial and banking crises are characterised by more pronounced
GDP contractions and slower recoveries of activity. GDP recovery in the four largest advanced econo-
mies was lower than the average for past economic recoveries (Chart 1.5). In the case of the United
Kingdom and the euro area, the current recovery is also lower than the minimum levels recorded in past
recoveries. In this context, only the US ended 2011 with slightly higher GDP levels than those from the
pre-crisis peak levels. In the case of the other economies, GDP in the United Kingdom and in Japan,
at the end of 2011, remained around 4 per cent below the maximum levels reached in the preceding
cycle, whereas GDP in the euro area was around 2 per cent below. As regards employment, the current
recovery has been marked by a slow rate of growth of job creation in the major advanced economies, in
line with the minimums recorded in past episodes. The United Kingdom is the exception, to the extent
that employment has recovered at an unprecedented rate since 1970 (Chart 1.6).

Most of the advanced economies, at the end of 2011, had lower GDP levels than in 2007, when the first
signs of the financial crisis began to emerge (Chart 1.7). Reference should be made to the cases of Greece
and Ireland which were around 13 and 10 per cent down over 2007 values, respectively. Germany, on
the other hand, whose economic recovery has been based on the marked dynamism of its exports, is
one of the few advanced economies to have already fully recovered its real GDP levels registered in 2007.
GDP figures for the emerging markets economies, particularly China, India and Brazil, were considerably
higher than the values recorded in 2007.

In 2011 the US economy grew at a slower pace than in the preceding year

Economic activity in the US continued to grow in 2011 albeit at a slower pace than in the preceding
year (with an average annual rate of real GDP growth of 1.7 per cent, in comparison to 3 per cent in
2010). Growth in 2011 derived almost exclusively from the contribution made by domestic demand, as
the contribution of net exports to growth was residual. The 6.7 per cent increase in exports and 4.9 per
cent increase in imports allowed a relative stabilisation of the current account deficit, at around 3 per
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Chart 1.5

REAL GDP - COMPARISON OF BUSINESS CYCLES SINCE 1970
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Sources: CEPR, Economic Cycle Research Institute, Eurostat, NBER and Thomson Reuters.

Notes: T corresponds to the trough of the respective recessions, according to the dating defined by the NBER for the US, by the CEPR
for the euro area and by the ECRI for the United Kingdom and Japan. According to that dating and excluding the previous recession,
the US has 6 recessions since 1970, Japan 4, and the United Kingdom and the euro area 3 each. The trough of the current cycle is
2009 Q1 for Japan, and 2009 Q2 for the US, the euro area and the United Kingdom. (a) Average level of recoveries since 1970. The
shaded area represents the interval between the maximum and the minimum of previous recoveries.

cent of GDP. On the domestic demand side, reference should be made to the contribution of private
consumption which grew 2.2 per cent (2.0 per cent in 2010), in an environment of virtual stagnation or
fall in real household disposable income and deteriorating consumer confidence. There was a reduction
of the savings rate over the year, reaching its lowest level of the last 2 years in the fourth quarter of
2011 (4.5 per cent of disposable income in comparison to 5.2 per cent in the same period last year).
The maintenance of unfavourable conditions in the labour market over the course of the year prevented
private consumption from growing at more robust rates. Although the rate of job creation was stronger
than in 2010, it was insufficient to make up for the job destruction recorded in 2008 and 2009 (Chart
1.8). The unemployment rate in average annual terms was down from 9.6 per cent in 2010 to 9.0 per
centin 2011. Although the unemployment rate was on a downward trajectory over the course of 2011,
particularly at the end of the year, it remained at historically high levels. A large part of the reduction in
the unemployment rate also derived from a retraction of the workforce’s participation rate.



Chart 1.6

EMPLOYMENT - COMPARISON OF BUSINESS CYCLES SINCE 1970
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Notes: : T corresponds to the trough of the respective recessions, according to the dating defined by the NBER for the US, by the
CEPR for the euro area and by the ECRI for the United Kingdom and Japan. According to that dating and excluding the previous
recession, the US has 6 recessions since 1970, Japan 4, and the United Kingdom and the euro area 3 each. The trough of the current
cycle is 2009 Q1 for Japan, and 2009 Q2 for the US, the euro area and the United Kingdom. (a) Average level of recoveries since
1970. The shaded area represents the interval between the maximum and the minimum of previous recoveries. (b) Employment in
Japan includes a break in the series from March 2011 to August 2011, for which there are no data available for the prefectures of
Iwate, Miyagi and Fukushima, following the earthquake in Japan in March 2011.

As regards other domestic demand items, private investment also played an important role in the increase
of economic activity in the US in 2011. The maintenance of low interest rates and better than expected
corporate results were factors favouring the expansion of almost 9 per cent in non-residential investment
in 2011 (4.4 per cent in 2010). Residential investment, however, remained weak owing to the relatively
unfavourable outlook for the housing market. The poor performance of the housing market translated
into lower sales prices in comparison to 2010, remaining at around 30 per cent below the 2007 levels.
Sales of new and existing houses were also relatively anaemic. Finally, public expenditure made a negative
contribution to GDP growth in 2011, after having fallen by 2.1 per cent (growth rate of 0.7 per cent
in 2010), in an environment of political tensions over the course of the year which created uncertainty
over the public finances consolidation process.
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Chart 1.7

REAL GDP | CHANGE BETWEEN 2007 AND 2011
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Slowdown of euro area economy in 2011

Euro area GDP recorded a moderation in its average annual growth, from 1.9 per cent in 2010, to 1.5
per centin 2011. The main growth drivers in 2011 were exports and investment. Exports grew at a faster
pace than imports (at 6.3 per cent and 3.9 per cent, respectively), determining a 1 percentage point
(p.p.) contribution of net external demand to GDP growth (0.7 p.p. in 2010). The growth of exports was
more evident in markets outside the euro area, notably Asian and Latin American countries. Gross fixed
capital formation (GFCF) in turn, grew 1.5 per cent in 2011, partly recovering from the accumulated fall
of around 14 per cent over the last three years. Private consumption grew only 0.2 per cent, at a much
lower rate than in 2010 (0.9 per cent), as a reflection of unfavourable developments in real disposable
income, particularly the combination of wage moderation and higher inflation than in the preceding
year. Household consumption was also conditioned by the low level of job creation, translating into the
persistence of high unemployment rates (10.2 per centin 2011, practically unchanged from 2010) (Chart

Chart 1.8
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1.8). Finally, public consumption remained weak, as a result of the fiscal consolidation process undertaken
in most euro area countries, exemplified by major restrictions on the evolution of civil servants’ wages.

In terms of the intra-annual profile, GDP in the euro area was characterised by a progressive slowdown.
The rate of growth of GDP in the first quarter was relatively strong (quarter-on-quarter change of 0.7 per
cent), having been particularly influenced by highly dynamic exports and by the recovery of the construc-
tion sector which had been badly affected by a harsh winter in 2010 in several euro area countries. The
occurrence of unanticipated adverse events, mentioned before, on the world economy, led to a marked
slowdown of GDP in the second and third quarters (quarter-on-quarter change of 0.1 per cent). GDP
contracted by 0.3 per cent, in the fourth quarter of 2011, the first quarter-on-quarter negative change
registered since the first quarter of 2009.

Accentuation of heterogeneity in growth of euro area countries in 2011

GDP growth in the euro area in 2011 concealed a significant level of heterogeneity in the performance of
member states. An analysis of the dispersion of real GDP growth rates in euro area countries, measured
as the unweighted or weighted standard deviation, shows that the level of dispersion in 2011 increased
significantly against 2010, to its highest level since 1999 (Chart 1.9). A part of this result derives from the
fact that several countries proved to be more resilient to the external shocks caused by the financial crisis,
enabling them to enjoy a speedier recovery of economic activity over the last few years and accentuating
the heterogeneity recorded in GDP growth rates in euro area countries, particularly in 2011 (Chart 1.10).

Among the four major economies in the euro area, Germany stood out with growth of 3.0 per cent in
2011, following 3.7 per cent in the preceding year. Domestic demand contributed with more than two
thirds to GDP growth, as a reflection of the evolution of GFCF (6.6 per cent) and of private consumption
(1.4 per cent). The favourable conditions in the labour market, in which the unemployment rate reached
its minimum levels of the last 20 years, significantly below the euro area average, were particularly
important to support the expansion of private consumption. The contribution of net external demand
remained positive but was down over the preceding year. Exports grew by around 10 per cent in the
first half of the year, but then slowed to around 7 per cent in the second half, in an environment of
decelerating world demand. In terms of the intra-annual profile, following a quarter-on-quarter change
of 1.3 per cent in the first quarter, German GDP slowed and recorded a fall of 0.2 per cent in the fourth

Chart 1.9
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Chart 1.10

REAL GDP IN THE EURO AREA | AVERAGE ANNUAL RATE OF CHANGE
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quarter. Notwithstanding this quarterly contraction, GDP in the last quarter of 2011 stood above peak
levels reached in the previous economic cycle (first quarter of 2008).

Growth in France was, in turn, more moderate than in Germany but higher than recorded in 2010 (1.7
per cent in 2011, after 1.4 per cent in 2010). This growth was based on the expansion of domestic
demand, notably inventory changes and investment. Private consumption remained relatively weak
(average rate of change of 0.4 per cent, in comparison to 1.3 per cent in 2010), given the prevalence of
high unemployment rates and anaemic growth of disposable income. In the external accounts, exports
grew in line with imports (annual rate of change of 5.0 and 4.8 per cent, respectively).

Economic activity in Italy recorded a strong deterioration in 2011 (average rate of change of 0.5 per cent
in comparison to 1.8 per cent in the preceding year). Net exports were responsible for the full growth
of GDP in 2011 (exports grew 6.3 per cent, in comparison to 1.0 per cent of imports), given the fall in
domestic demand. The negative contribution of domestic demand derived from the negative evolution
of investment (including inventory changes) and public consumption. The growth of private consumption
was incipient, given the low growth of disposable income and high unemployment.

Economic activity in Spain recovered in 2011, after consecutive falls of GDP in 2009 (-3.7 per cent)
and 2010 (-0.1 per cent). The growth of 0.7 per cent in 2011 was boosted by export dynamics which
grew by 9 per cent. Imports stagnated as a reflection of the negative evolution of domestic demand.
There was a significant contraction of investment, particularly in the construction sector, as a result
of the abrupt downturn in the housing market, and of public consumption following the adoption of
fiscal consolidation measures. The growth of private consumption turned negative in 2011, largely on
account of the deteriorating economic conditions, in a context of higher taxes and reduction of public
expenditure. The unemployment rate reached a historical maximum in 2011, the highest level in the
euro area (21.7 per cent).

As regards countries with external economic and financial assistance programmes, economic activity in
2011 contracted significantly in Greece (-6.9 per cent, against -3.5 per centin 2010) and more moderately
in Portugal (-1.6 per cent, compared to a 1.4 per cent increase in 2010). Ireland, in turn, recorded GDP
growth of 0.7 per cent, following a fall of 0.4 per cent in 2010, although with an accumulated fall of
almost 10 per cent in real GDP since 2007 (Chart 1.7). Economic activity in these countries continued to
be strongly conditioned by the need to continue toimplement adjustment programmes. Such adjustments
entailed the adoption of significant fiscal consolidation measures and structural reforms, which tend



to have recessionary effects in the economy over the short run. The fact that unemployment in these
economies has reached historical maximums has contributed to accentuating the loss of confidence and
drop in private consumption. Exports, on the other hand, with the exception of Greece, have helped to
partly offset the negative impact of the fall in domestic demand on economic activity.

The United Kingdom recorded a marked deceleration in economic activity, whereas the
contraction registered in Japan was influenced by the occurrence of adverse exogenous
events

The average rate of change of GDP in the United Kingdom was down from 2.1 per cent in 2010 to 0.7
per centin 2011. The contraction in private consumption (rate of change of -1.2 per cent, in comparison
to 1.2 per cent in 2010) and in fixed capital investment (-1.2 per cent in 2011, in comparison to 3.1 per
cent in 2010) contributed significantly to the slowdown. The evolution of private consumption in 2011
was influenced by households’ needs to continue to implement their balance sheet adjustment processes,
in an environment of limited disposable income growth, owing to increases in taxes and elevated inflation
rates. Reference should also be made to weak job creation and the maintenance of high unemployment
rates. Net exports made a positive contribution to GDP growth, as average annual export growth (4.6
per cent) was higher than that of imports (1.2 per cent). Such evolution was particularly the result of the
strong growth rates recorded in the first half of the year, as the pronounced deceleration of the world
economy in the second half strongly conditioned the British economy’s export capacity.

The drop in economic activity in Japan in 2011 was largely influenced by the earthquake in March 2011,
followed by the nuclear accident at the Fukushima power plant. GDP fell 0.7 per cent in comparison to
the preceding year's growth of 4.5 per cent, particularly owing to the negative contribution made by
net exports and inventory changes. Exports were seriously affected in the first half of the year by the
disruption in global supply chains in key sectors of the Japanese economy, as a result of the earthquake
felt in the Tohoku region followed by the tsunami and problems in several nuclear reactors. On the
contrary, imports increased significantly to meet the country’s reconstruction requirements. Following
the resolution of most of the problems associated with the earthquake and crisis in the nuclear power
plants in the third quarter of the year, a combination of diverse factors restricted exports again at the
end of the year, notably the deceleration of world demand, the yen’s appreciation and supply shocks
caused by the floods in Thailand. For the year as a whole, the marked drop in exports coupled with the
acceleration of imports translated into the first annual deficit on the trade balance since 1980. Public
consumption grew 2.1 per centin 2011, enabling a part of the negative contribution made by net exports
to economic growth to be offset.

China continued to grow at robust rates, unlike Brazil which recorded a highly significant
slowdown in 2011

Economic activity in China, although slowing, continued to progress at rates of change close to two
digits, with average annual growth of 9.2 per cent in 2011, in comparison to 10.4 per cent in 2010.
This behaviour reflected the expansion of GFCF, followed by final consumption expenditure. Net exports
made a negative contribution to GDP growth, the second time this has occurred in the last 10 years,
with the trade balance surplus decreasing to 2.1 per cent of GDP in 2011, compared to 3.1 per cent in
2010. In terms of the intra-annual profile, there was a progressive slowdown of activity over the course
of 2011, similar to what was observed in most of the other economies. From growth of 9.7 per cent in
the first quarter of 2011, the Chinese economy slowed down to a year-on-year change of 8.9 per cent
in the fourth quarter.

In Brazil 2011 was marked by a strong deceleration of economic activity. The average annual rate of
growth of GDP was 2.7 per cent, significantly lower than that in 2010 (7.5 per cent). This slowdown
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was largely the result of a less positive contribution of domestic demand in a more restrictive monetary
policy scenario, whereas the contribution of net exports was less negative. The reduction of the rate of
economic growth was highly visible in the second half of the year, leading the central bank to reverse a
part of the previous increases in interest rates. On the domestic demand side, reference should be made
to the highly marked deceleration of GFCF, from an average annual growth rate of around 20 per cent
in 2010, to less than 5 per cent in 2011. Private consumption also decelerated from 6.9 to 4.1 per cent
in 2011, owing to continued high inflation rates which limited the expansion of real disposable income.
Public consumption, in the context of a slight correction to the public deficit, decelerated from 4.2 to
1.9 per cent in 2011. As regards the external sector, the slowdown of world demand and increase in
capital inflows which led to the real’s appreciation fuelled a pronounced drop in exports. This movement
was interrupted at the end of the year, as the intensification of the financial turmoil was the cause of
considerable capital flight and also led to an expressive depreciation of the real. The decrease was more
pronounced on the imports side, reflecting not only the economic slowdown but also the government’s
implementation of several protectionist measures, such as the introduction of a temporary tax on
imported vehicles.

External demand for Portuguese exports continued to grow in 2011, albeit with a marked
deceleration in the second half of the year

External demand for exports of Portuguese goods and services grew 3.9 per centin 2011, at a substan-
tially lower rate than last year (10.1 per cent) (Table 1.2). In an analysis of the evolution of the imports
of Portugal’s main partners special reference should be made to the case of Spain which recorded a
marginal drop in imports in 2011, following growth of almost 9 per cent in 2010, and therefore making a
decisive contribution to the slowdown of external demand for Portuguese exports. The United Kingdom,
albeit taking in a lower proportion of Portuguese exports, also evidenced a deceleration profile similar
to Spain’s. In turn, the dynamism of the German economy in 2011 translated into a substantial growth
of its imports, albeit with some deceleration. In terms of the intra-annual profile, the slowdown of the
external demand indicator in the second half of the year was highly visible, following the economic
deceleration recorded by most of Portugal’s main partners (year-on-year rate of change of 1.8 per cent
in the second half, in comparison to 6.0 per cent in the first half). At the beginning of 2012, external
demand for Portuguese exports continued to decelerate, owing to the contraction of the imports of
most of Portugal’s main trading partners, particularly Spain.

Table 1.2

EXTERNAL DEMAND DIRECTED TO PORTUGAL AND IMPORTS OF GOODS AND SERVICES BY SOME OF
THE MAIN DESTINATION COUNTRIES OF PORTUGUESE EXPORTS | REAL RATE OF CHANGE

i 2011®
";g'ﬂ(‘;s 2009 2010 2011 - S
External demand directed to Portugal - -11.9 10.1 3.9 6.0 1.8
Spain 24.8 -17.2 8.9 -0.1 2.2 -2.5
Germany 13.6 -9.2 11.5 7.5 7.8 7.2
France 12.0 -10.6 8.3 4.8 8.0 1.9
United Kingdom © 5.1 -12.3 8.8 1.2 3.7 -1.1
Italy 3.7 -13.6 12.4 1.0 6.1 -3.7
USA 3.5 -13.6 12.5 4.9 7.1 2.8
Brazil 1.4 -7.6 35.8 9.7 141 6.1

Sources: ECB, Eurostat, Instituto Brasileiro de Geografia e Estatistica, Thomson Reuters and UK-Office for National Statistics.

Notes: (a) Weight in portuguese exports of goods; (b) Year-on-year rate of change; (c) Excluding the effects of the VAT fraud,
according to estimates of the United Kingdom'’s Statistical Institute.



Slight reduction in global imbalances in 2011, although remaining at significant levels

There was another correction to global imbalances in 2011, after the adjustment initiated in 2009 was
interrupted in 2010 (Chart 1.11). These imbalances are the result of the coexistence of economies with
systematically high external deficits as opposed to others which run significant surpluses in their external
accounts.

The current economic recovery has been characterised by a certain downwards adjustment of domestic
demand in countries with high external account deficits, as opposed to an increase in exports. In parallel,
a gradual expansion of domestic demand in economies with external account surpluses was witnessed,
whereas such economies’ exports enjoyed less robust growth than in past years. The combination of such
factors led to a correction of the current account surpluses of several emerging and developing market
economies, particularly developing Asian countries, as well as a reduction, or at least a stabilisation, of
the external deficits of the main advanced economies, particularly the United Kingdom (Chart 1.11).
The earthquake in Japan had the effect of significantly reducing its external surplus (from 3.6 per cent
of GDP in 2010, to 2 per cent of GDP in 2011), therefore helping to reduce global imbalances.

Global imbalances, however, remained at significant levels in 2011 and, in addition, the recent correc-
tion will have largely resulted from cyclical factors. A large number of structural factors originating such
imbalances are still in force, particularly the low levels of domestic savings in the advanced economies,
the significantly undervalued currencies of several Asian countries, particularly China, and the pronounced
increase in commodity prices which particularly benefited Middle Eastern and North African countries.
In such a context, the maintenance of such high global imbalances creates risks to sustained world
economic growth. The attenuating of such risks requires concerted actions by countries. Countries with
external surpluses, notably China, should implement policies to enable an increase in domestic demand
and accordingly reduce high savings levels and increase the flexibility of exchange rates for the purpose
of a gradual and orderly appreciation of their currencies. In contrast, it is expected that those economies
with chronic external deficits, especially the US, endeavour to continue to achieve fiscal consolidation and
implement structural reforms to promote domestic savings and diminish their reliance on external savings.
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Measures taken by the G20 and the legislative package proposed by the European
Commission help to reduce economic imbalances

Several important steps were taken in 2011 to resolve global economic imbalances. The group of the
twenty main world economies (G20) reached agreement on the monitoring of a series of economic
indicators in several economies, for the purpose of reducing excessive economic imbalances and main-
taining external imbalances at sustainable levels. Indicators designed to identify economic imbalances
are divided up into three groups: (i) debt and public deficit levels; (i) savings rates and the private debt
levels; and (i) the external deficit and investment flows and international transfers, which should also
take into account the exchange rate and macroeconomic policies, including monetary and fiscal policy.
The evolution of these indicators should be accompanied, on a multilateral level, based on reference
values for each indicator, taking each economy’s specifics into account.

On a European level, a legislative package proposed by the European Commission was approved in
September 2010, setting out a collection of measures designed to reinforce economic governance in
the EU. This package, which came into force on 13 December 2011, has two main objectives: on the
one hand, more prevention and corrective actions to guarantee fiscal sustainability and, on the other,
the reduction of macroeconomic imbalances and promotion of competitiveness.?

Considerable increase in commodity prices in average annual terms, albeit slowing in the
second half of the year

Commodity pricesin international markets continued to increase considerablyin 2011, after having already
risen significantly in the preceding year. Considering the average annual rate of change, commodity
prices increased 34 per cent in 2011, after having increased by around 29 per cent in 2010. Reference
should be made, in the case of this evolution, to the contributions made by oil prices and foodstuffs
with average annual rates of change of, respectively, 40 and 27 per cent in 2011, whereas increases in
the prices of industrial goods was less marked (Chart 1.12). Reference should also be made to the price
of gold, which continued to reach historical maximums with an average annual increase of almost 30
per cent, reflecting the attractiveness of this asset as an investment alternative, in a context of high risk
aversion and low interest rates on a world level.

Chart 1.12
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2 See "Box 1.1 Developments in the economic governance of the EU: supervision of macroeconomic imbalances”,
of this Report.



The behaviour of most commodity prices was largely determined by the coexistence of a series of special
factors in the first half of the year, which put strong pressures on these prices. On the demand side,
reference should be made to the pressure brought by several emerging market economies, especially
developing Asian countries, as a result of both their economic dynamism and highly intensive growth in
terms of their consumption of such commaodities. On the supply side, political tensions and social uphe-
avals in several countries in the Middle East and North Africa led to the interruption of oil supplies from
some oil-producing countries, especially Libya. In the second half of the year, commodity prices tended
to decrease as a reflection of the deceleration of the world economy. However, the continuation of
tensions in the Middle East and North Africa and the existence of several supply side constraints in several
countries continued to put upwards pressure on oil prices. Qil prices, therefore, remained, on average,
practically unchanged in the second half of the year, at 107.62 dollars per barrel at 30 December 2011
(93.49 dollars at 31 December 2010). At the beginning of 2012, concerns over the possible occurrence
of interruptions to the oil supply from Iran, following the intensification of geopolitical tensions, led oil
prices to increase to more than 120 dollars. At 20 April 2012, oil prices were at 118.7 dollars per barrel,
up by around 10 per cent over the end of 2011.

The inflation rate increased on a global scale in 2011, particularly deriving from higher
commodity prices

Rising commodity prices in 2011, particularly energy and foodstuffs, made a marked contribution to
higher inflation rates, as measured by the consumer price indices of most countries. The increase in
commodity prices in international markets influenced the inflation rate through the materialisation of
direct and indirect effects. The direct effects translated into almost immediate increases in the prices of
energy goods and foodstuffs. The indirect effects referred to the impact of the prices of intermediate
goods in the manufacturing process and increases in prices and wages associated with the efforts to
pass on the increase in costs and reverse the loss of purchasing power. As opposed to the direct effects,
indirect effects take some time to materialise and depend on various factors, such as the economy’s cyclical
position and the flexibility of the labour market. The indirect effects are likely to have been contained
given that, mainly in the advanced economies, high unemployment and low levels of capacity utilisation
translated into limited wage pressures. In such a scenario, the advanced economies posted an average
inflation rate of 2.7 per cent in 2011, in comparison to 1.5 per cent in 2010.

In addition to higher commodity prices, the evolution of inflation in the main advanced economies was
also influenced by the increase in indirect taxes and administered prices in several countries. The annual
rate of change of the consumer price index in the euro area remained above 2 per cent over the year,
ending with an average annual rate of 2.7 per cent in 2011, against 1.6 per cent in 2010 (Chart 1.13).
The intra-annual profile of inflation in the US was similar, posting an average annual rate of change of
3.2 per cent in 2011, twice the rate of the preceding year. In the United Kingdom, in addition to the
increase in commodity prices, the increase in the VAT rate and import prices, following past depreciations
of the pound sterling, also helped to keep the inflation rate at high levels (annual rate of change of 4.5
per centin 2011, in comparison to 3.3 per cent in 2010). In Japan, 2011 was the third consecutive year
in which the inflation rate remained at negative values, with an average annual rate of change of -0.3
per cent in 2011, after the preceding year’s -0.7 per cent.

In turn, the increases in consumer prices in emerging and developing market economies were clearly
higher than in the advanced economies, standing at 7.1 per cent in 2011, in comparison to 6.1 per
cent in 2010. The impact of higher commodity prices in the consumer price index was felt more sharply
than in the advanced economies. This is particularly due to the fact that the proportion of foodstuffs in
the consumer goods basket in such economies is significantly higher than in the advanced economies.
On the other hand, strong economic expansion in several of these economies originated constraints in
manufacturing capacity, fuelling inflationary pressures. In the specific case of China, inflation continued
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Chart 1.13
CONSUMER PRICE INDEX | YEAR-ON-YEAR RATE OF CHANGE
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to post an upwards trend up to July 2011 (6.5 per cent) followed by a gradual decline up to the end of
the year, to 4.1 per cent in December (Chart 1.13). The average annual rate of change was 5.4 per cent
in 2011, above the preceding year’s 3.3 per cent.

Notwithstanding the increase in inflation, monetary policies have remained globally
accommodative

In an environment of anchored inflation expectations, the persistence of high inflation rates in 2011
did not prevent the monetary authorities of the main advanced economies from maintaining a consi-
derably accommodative monetary policy. This decision was associated with worsening global financial
instability and the effects of an increase in systemic risk in the euro area, on the international economy,
together with the fact that labour and product markets continued to show considerable weaknesses. In
this context, official interest rates remained at historical minimums, in several cases close to zero, while,
at the same time, new unconventional monetary policy measures were being announced (Chart 1.14).

The Federal Reserve of the US kept its official interest rate unchanged at between 0 and 0.25 per cent
over the course of 2011, basing its decision on the fact that the levels of capacity utilisation remained
low and unemployment high, in a scenario of a moderate growth projection for prices over the medium
term and of continued anchored inflation expectations. At its August 2011 meeting, the Federal Reserve
announced that the prevailing economic conditions would guarantee that official interest rates would
remain at exceptionally low levels until at least mid-2013. Later, at its February 2012 meeting, the period
was extended until at least the end of 2014, while, at the same time, an explicit long-term objective of
a 2 per cent inflation rate was announced. As regards unconventional measures, after the completion of
the asset purchasing programme for the amount of 600 billion dollars in June 2011, the Federal Reserve
announced the “Operation Twist”, in September, in which it proposed to increase the average maturity
period on public debt held by it through the sale of short-term and purchase of long-term securities.
This operation, involving a total amount of 400 billion dollars, which is expected to be performed by
the end of 2012, has been designed to support economic growth through lower long-term interest
rates and more accommodative financial conditions. As regards the Bank of England and the Bank of
Japan, official interest rates remained unchanged in 2011 and at historically minimum levels, whereas
unconventional monetary policy measures were expanded.
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In the euro area, the Council of the ECB changed its official interest rates four times in 2011, with the
two initial increases being cancelled out by decreases at the end of the year (Chart 1.14).3 After almost
two years without changes, the Council of the ECB increased its key reference rates by 25 basis points
each, to 1.5 per centin April and July 2011. With the deterioration of the economic situation in a context
of growing tensions in the financial markets, associated with the resurgence of the sovereign debt
crisis in the euro area in the second half of the year, and due to a more optimistic outlook for inflation,
the Council of the ECB decided to reverse the upwards movements to interest rates in November and
December. In terms of unconventional measures, the Council of the ECB decided to adopt a substantial
number of measures after August 2011, with special focus to two three-year longer-term refinancing
operations at fixed rates with full allotment. These measures aimed at guaranteeing a larger supply of
bank credit and more liquidity in the euro area money market.

As regards other advanced economies, Canada kept its interest rates unchanged in 2011, interrupting
the upward trend initiated in 2010, whereas Sweden, Australia and Norway re-initiated processes to
lower their official interest rates, reacting to the scenario of global economic deterioration following
the increases recorded in 2010.

In most emerging market economies, mainly those enjoying strong economic growth, a more restric-
tive movement in terms of monetary policy conditions was recorded in the first half 2011. This greater
tightening was justified by signs that several such economies were overheating, notably translating into
a strong increase in inflation and banking credit, which made it possible to support a marked expansion
of demand. However, following the deterioration of the outlook for the world economy, some of the
interest rate hikes were reversed in the second half of the year. The People’s Bank of China increased its
banks’ reserve requirement ratio by six times, totalling 300 basis points and its key lending rate by 75
basis points up to July 2011 (Chart 1.14). At the end of 2011, the Chinese monetary authority decided
to reduce the reserve requirement ratio for the banks by 50 basis points, and by an additional 50 basis

3 For more details see “Chapter 2 Monetary Policy of the ECB and Monetary and Financial Conditions of the Por-
tuguese Economy”, of this Report.
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points in February 2012. The Central Bank of Brazil, in turn, continued its cycle of interest rate hikes, with
an increase of 175 basis points between January and July 2011. Afterwards, in the context of a marked
slowdown of economic activity, the central bank practically reversed all of the former hikes up to the
end of the year. The movement towards the reduction of the key reference rate continued through the
beginning of 2012, with reductions of 75 basis points in March and April.

Reduction of fiscal deficits in the advanced economies, although public debt continued to
grow as a percentage of GDP

In their response to the financial crisis and consequent economic recession, the performance of the
automatic stabilisers and fiscal stimulus packages implemented by governments in a generalised and
synchronised manner, led to the rapid deterioration of the public accounts. In this context, 2010 was the
turning pointin fiscal policy management, characterised by progressive restrictiveness leading to a certain
correction of public deficits. This trend continued through 2011, particularly in the advanced economies.

In 2011, the public sector borrowing needs as a percentage of GDP in the advanced economies were
reduced by around 1 p.p., from 7.6 per cent in 2010 to 6.5 per cent in 2011 (Chart 1.15). In terms of
the cyclically adjusted budget deficit the reduction was less significant, of 0.6 p.p. (from 5.8 to 5.2 per
cent of potential GDP). The US corrected its deficit by 1 p.p., but continued to run a high deficit of 9.6
per cent of GDP. The euro area recorded a more significant adjustment (2.1 p.p. of GDP), with Germany
standing out with a 3.3 p.p. correction of its fiscal deficit, to 1 per cent of GDP in 2011. In the opposite
direction, the high reconstruction costs associated with the natural catastrophe in Japan had the effect
of increasing the Japanese fiscal deficit in 2011, from 9.4 to 10.1 per cent of GDP. In a scenario of still
high primary deficits, weak economic growth and, in several countries, high interest rates in the primary
public debt market, gross public debt in the advanced economies as a whole increased again in 2011,
remaining above 100 per cent of GDP (105 per cent of GDP, up by around 4 p.p. relative to 2010).

The generalised decrease in fiscal deficits in emerging market economies, combined with robust rates of
economic growth, higher than the implicit interest rates on the debt service, enabled public debt stock to
be reduced in 2011. Emerging market economies as a whole improved their fiscal balance from -2.8 to
-1.1 per cent of GDP (improvement of the cyclically adjusted budget balance from -3.5 to -2.3 of potential
GDP), whereas the public debt to GDP ratio improved by around 3 p.p., to 36 per cent of GDP in 2011.

A series of adverse events, in March 2011, changed the relative stability of financial markets
on a global scale

Following 2010 which was marked by periods of major turmoil in sovereign debt markets, culminating in
requests for external financial assistance by Greece and Ireland in May and November 2010, respectively,
the beginning of 2011 was characterised by a certain easing in financial market tensions. However, this
relative stabilisation of market players’ risk aversion levels turned out to be temporary. The occurrence
of a series of negative factors, in March, had a deteriorating effect on the sentiment of international
investors. Firstly, the earthquake in Japan and intensification of geopolitical conflicts in the Middle East
and North Africa contributed to the downwards revision of the outlook for world growth. Secondly,
the main rating agencies downgraded their ratings on long-term sovereign debts and banks in Greece,
Portugal and Spain. These movements increased such countries’ borrowing costs, fuelling fears over the
sustainability of their public finances. This was accompanied by the intensification of rumours over a
possible restructuring of Greek debt. Finally, the conclusions reached at the March 2011 meeting of euro
area Heads of State or Government, for the revision of euro area countries’ financial stability mechanisms,
were considered to be insufficient to resolve the sovereign debt crisis.

At this meeting in March, European leaders reached agreement on several issues: (i) to increase the



Chart 1.15

GENERAL GOVERNMENT NET BORROWING/ GENERAL GOVERNMENT GROSS DEBT
LENDING °

Advanced economies Advanced economies
Ireland " nano Luxembour #2010
9
Japan m2011 Australia 12011
United States Finland
Greece Norway
Spain Netherlands
United Kingdom Spain
France Austria
Netherlands Germany
Iceland United Kingdom
Australia France
Portugal Euroarea
Euroarea Belgium
Iltaly Iceland
Belgium United States
Austria Portugal
Germany Ireland
Luxembourg Italy
Finland Greece
Norway Japan
Emerging econ. Emerging econ.
India Russia
Malaysia Indonesia
Argentina China
Brazil Argentina
Indonesia Malaysia
China Brazil
Russia India

12 15 120 150 180 210 240
Percentof GDP Percent of GDP

-y
(%,

International Environment

Sources: Eurostat and IMF.
Note: Data for the EU countries are based on information published by the Eurostat on 23 April 2012, whereas for the remaining

countries it is based on data published by the IMF on 17 April 2012.

effective financial capacity of the European Financial Stability Facility (EFSF) to EUR 440 billion and its
future replacement, the European Stability Mechanism (ESM), to EUR 500 billion (scheduled to come
into force on 1 January 2013); (ii) the possibility of the exceptional intervention of the EFSF and ESM in
the primary debt market of countries entering into macroeconomic adjustment programmes subject to
very strict conditions; (iii) the interest rate on loans to Greece would be reduced by 100 basis points and
the maturity period of all loans would be increased by 7.5 years. Notwithstanding the announcement
of this set of measures, the market players considered that, not only would the measures be insufficient
to stem the crisis, but that there were also many doubts concerning the form and means of implemen-
tation of the expansion of the EFSF's and ESM’s effective financing capacity. In such a scenario, there
was a pronounced widening of spreads on Portugal’s, Greece’s and Ireland’s 10-year public debt yields
in comparison to Germany (Chart 1.16). In light of such developments and the progressive increase of
the yields on Portuguese debt, the Portuguese government, which had, in the meantime, resigned,
submitted a request for external financial aid on 6 April 2011.
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Chart 1.16
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Fears over the possible restructuring of Greek debt and contagion to other countries in the
euro area caused a fresh wave of financial turmoil since July 2011

Uncertainty regarding the sustainability of the public finances of countries in the euro area intensified
more sharply in July 2011, owing to growing fears that Greece would have to restructure its debt. This
was accompanied by rumours over Greece's need for a second financial assistance package. The first loan
to Greece of EUR 110 billion from the EU and IMF, approved on 9 May 2010, appeared to be insufficient
to provide for the country’s borrowing requirements, in a context of a reduced capacity to secure market
funding. In such a context, it was clear, at the beginning of July, that it would not be possible for Greece
to return to a sustainable public debt growth trajectory without additional external assistance. In July
2011, a second package of financial support was requested to the EU and IMF.

In a context of consecutive downwards revisions of the outlook for world economic growth and worse-
ning sovereign debt crisis, the objectives defined for the consolidation of the public finances in several
euro area countries started to appear to be a highly difficult goal. These fears, which were particularly
marked in countries with higher deficit and public debt levels, led to a situation in which the sovereign
debt crisis, hitherto confined to countries with external financial assistance programmes, spread to other
countries in the euro area considered by international investors as appearing to have frailties in terms of
their public finances and weak economic growth, notably Spain and Italy. This contagion resulted in a
substantial deterioration of the funding conditions of the public sector and the banks in these countries.

European leaders’ commitment in July to contain the sovereign debt crisis had positive
effects in financial markets, but they were short-lived

In light of the increase in the general contagion risk to euro area countries, European authorities, on
11 July, agreed on a series of measures designed to increase the flexibility and scope of intervention of
the financial stability mechanisms in situations which put financial stability at risk. The ESM, which will
replace the current financial mechanism, the EFSF, should permit: (i) preventative intervention in finan-
cial markets; (i) recapitalisation of financial institutions through lines of credit to governments even in
countries which are not included in financial support programmes; (iii) interventions in secondary debt



markets provided that the ECB recognises the existence of exceptional conditions in the financial markets
and risks to financial stability.

On 21 July, Heads of State or Government of the euro area and EU institutions presented an agreement
on the new financial assistance programme for Greece with a second loan for an estimated amount of
EUR 109 billion, reduction of the interest rate charged and extension of maturity. An extension of the
maturities on such loans to Portugal and Ireland, as well as the reduction of the interest rate charged was
also agreed. The maturities on the loans to these countries were extended by 7.5 years to a minimum of
15 and maximum of 30, with a grace period of 10 years on interest. The interest rates to be charged on
EU loans should be equivalent to the interest rates on loans made by the financial support mechanism
over the medium term to the balance of payments of member states, which is currently around 3.5 per
cent. These new measures were designed to improve the sustainability of the public debt in countries
funded by the EU. An agreement was also reached on the private sector’s voluntary involvement in
the reduction of Greek public debt, in which it was estimated that private investors would contribute
EUR 135 billion up to the end of 2020. This contribution would take the form of a programme, which
included various bond swap modalities.

The compression of spreads of public debt yields vis-a-vis Germany in the countries most affected by
the financial crisis and a slight improvement in the sentiment of international investors proved to be,
however, short-lived (Chart 1.16). In August, fears over the capacity of euro area countries to implement
the measures agreed at the July summits implied the resurgence of tensions in the financial markets on
a global level. This was accompanied by the continuation of world economic deceleration and political
tensions involving the increase of the public debt ceiling in the US which culminated with a downgrade
of the long-term rating on US debt, from AAA to AA+, by Standard and Poor’s, which exacerbated the
negative sentiment prevailing in the financial markets. In this period, volatility in equity and bond markets
in the euro area and US reached very high levels, especially in the bond market, with levels close to those
following the collapse of Lehman Brothers in September 2008 (Chart 1.17).

This context witnessed a greater spread of contagion to Spain and Italy, leading the ECB at the beginning
of August to announce that it would be reactivating its securities market programme (SMP), broadening
its scope of purchases to Italian and Spanish debt in the secondary market. The objective involved the
restoring of liquidity in such dysfunctional markets and the normal functioning of the monetary policy
transmission.

Chart 1.17
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Measures taken in Autumn 2011 comprised fresh endeavours by the European authorities to
contain the sovereign debt crisis in the euro area

Owing to the intensification of the sovereign debt crisis in the euro area, which was reflected in contagion
to the sovereign debt of Spain and Italy and to the banking systems, in the Autumn, European leaders
submitted comprehensive plans designed to resolve the crisis. At the Euro Summit of 26 October, the
Heads of State or Government of the EU presented a series of measures involving three pillars: (i) the
objective of reducing Greek public debt to 120 per cent of GDP by 2020, involving private sector invol-
vement; (ii) the agreement relative to the leveraging of available EFSF resources which could multiply
current resources by a factor of 4 or 5; (iii) the agreement regarding a series of measures to re-establish
confidence in the banking system.

Firstly, the participation of the private sector assumed the voluntary exchange of bonds at a nominal
discount of 50 per cent on notional Greek debt held by private investors. Euro area member states
would contribute with an amount of up to EUR 30 billion to the package relative to the private sector’s
involvement. An additional financial package for Greece of up to EUR 100 billion by 2014 was agreed.
This second aid package to Greece, which had previously been agreed at the summit of 21 July, had still
not been implemented as the Greek government had shown reluctance to assume a commitment to
adopt additional measures to contain expenditure. These measures were viewed by European leaders as
essential to unblock the second financial assistance package. Secondly, as regards the various measures
proposed for the banking sector, reference should be made to the measure relative to bank capitalisa-
tion requiring the banks to achieve a Core Tier 1 capital ratio of 9 per cent by June 2012, in order to
create temporary reserve buffers to reinforce resilience to adverse shocks and particularly to account for
exposure to sovereign debt. Each institution’s capital requirements would be assessed on the basis of
the plans agreed with the national supervisors and coordinated by the European Banking Authority. To
achieve the referred capital increases, on banks should only use public funding after their private capital
sources had been exhausted.

The positive impetus in global sentiment deriving from the meeting of European leaders once again
proved to be short-lived. International investors remained sceptical over the capacity of countries in the
euro area to implement the measures agreed in October. This negative sentiment in the financial markets
was exacerbated in November owing to the occurrence of three types of adverse events. The first was
related with the evident deterioration of the outlook for global economic growth. The second appeared
following changes in government of three countries in the euro area, two of which, Greece and ltaly,
resulting from political crises leading to the fall of the governments. Finally, the rating downgrades on
sovereign debt and on banks started to spread to several countries in the euro area.

In this context of high uncertainty, the sovereign debt crisis in the euro area entered a new stage in
November. There was an abrupt increase in contagion pressures, with international investors also centring
their attention on the debt markets of countries with Triple A credit ratings, considered, hitherto, as
being immune to the crisis. The risk of contagion, in this period, reflected in increased yields on public
debt, spread to France, Finland, The Netherlands and Austria. This was accompanied by a sharp increase
in the borrowing costs of Italy and Spain, with spreads on 10-year public debt yields relative to Germany
reaching historical maximums. In this adverse context, at the European Council meeting of 9 December,
the Heads of State or Government of the euro area decided to advance in the direction of a stronger
economic union involving a new fiscal compact and reinforced coordination between economic policies.*
The coming into effect of the ESM was also brought forward to July 2012. The EFSF would remain active
up to mid-2013, whereas the adequacy of the maximum global limit of the EFSF/ESM of EUR 500 billion
would be revised in March 2012.

4 See "Box 3.2 Developments in the budgetary surveillance mechanism of the European Union", of this Report.



Beginning of 2012 marked by the approval of the second financial assistance package to
Greece

There were no marked changes in the negative sentiment prevailing in the financial markets at the
beginning of 2012, largely explained by the possibility of a Greek default if not receiving a new tranche
of financial assistance enabling it to honour its commitments. After Greece had committed to austerity
measures and additional structural reforms allowing it to fulfil the goals agreed with the “Troika” (ECB,
IMF and European Commission), the Eurogroup reached agreement on a second package of financial
assistance for Greece, on 21 February 2012. This package totalled EUR 130 billion up to 2014.5 Its main
aspects are: (i) the participation of the private sector assumes the voluntary exchange of bonds at a
nominal discount of 53.5 per cent on notional Greek debt held by private investors; (ii) the income on
Greek debt securities held by the Eurosystem would be transferred to the Member States, which could
pass them on to the Greek state in order to improve the sustainability of Greece’s public debt; (iii) a
retroactive reduction of around 200-300 basis points to 150 basis points on the interest rate spread of
the loans. The implementation of these measures would allow Greece to achieve a public debt ratio of
120.5 per cent of GDP by 2020.

At the beginning of March 2012, the operation involving the voluntary participation of private investors
in the restructuring of Greek public debt was successfully completed. The participation encompassed
83.7 per cent of the debt to be restructured, leading the Greek government to activate the collective
action clauses (CAC). The activation of the CAC made it possible to enforce the additional participation
of investors in the operation, leading the total amount of debt to be restructured to 95.7 per cent of the
total of private investors’ eligible debt. The Greek debt stock of around EUR 350 billion should accordingly
be reduced by more than EUR 100 billion. After the completion of this process, the member states of
the euro area formally approved the second adjustment programme for Greece on 14 March 2012.

At their meeting of 30 March 2012, the ministers of finance of the euro area reassessed the adequacy of
the global capacity of the euro area’s financial support mechanisms, as initially agreed at the European
Council meeting of 9 December 2011. This took the form of an agreement for the expansion of the
global maximum EFSF/ESM limit to EUR 700 billion, comprising a combination of EUR 500 billion for the
ESM, available from July 2012, with an amount of EUR 200 billion from the EFSF already allocated to
the financial assistance programmes for Greece, Ireland and Portugal. Starting July 2012, the ESM will
be the mechanism of choice for funding the new financial assistance programmes, transitorily coexisting
with the EFSF, which shall remain active to fund programmes beginning prior to that date. The transition
period will last up to mid-2013, from which date the ESM will be the only financial stability mechanism,
totalling a maximum loan capacity of EUR 500 billion.

Over the course of 2011, public debt yields of the major advanced economies remained low
in a context of major financial turmoil

International investors’ fears over the credit risk on sovereign debt appear to have been confined to
the euro area. Yields on the public debt of the major advanced economies remained at low levels over
the course of the year. Two periods may be distinguished. The first occurred up to around March 2011,
in which the increase in yields was being determined by the favourable outlook for global economic
growth. However, starting March, the outlook for the world economy deteriorated in a context of the
intensification of the sovereign debt crisis and worsening of geopolitical tensions in the Middle East
and North Africa. This second period, characterised by an interruption of the upwards trend on interest

5 It should be remembered that the second package of financial assistance to Greece had been under negotiation
since the summit of 21 July 2011. However, final agreement was only reached in March 2012, following the
Greek government’s commitment to a series of expenditure containment measures and additional structural
reforms.
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rates in a context of high levels of risk aversion, implied an increase in demand for safe assets, resulting
in pronounced decreases of yields in the US, United Kingdom and Germany (Chart 1.18). This trend
continued through the rest of the year, particularly in the US, in which the effects of the safe-haven flows
prevailed over the credit downgrades on long-term US debt by Standard and Poor’s.

Regarding euro area countries, 2011 was marked by a divergent evolution of public debt yields. This
heterogeneity reflected differences in international investors’ perceptions of credit risk on sovereign
debt. Greece, Portugal and Italy were particularly penalised with annual increases of around 20, 7 and
2 p.p. on 10-year public debt yields respectively, ending 2011 with levels of 32.3, 13.4 and 7.0 per cent
(Chart 1.19). On the other hand, public debt yields recorded negative changes in several countries, in
2011, particularly Germany, with a decline of 1.1 p.p..

Up to mid-March 2012, the approval of the second assistance package to Greece and the additional
unconventional monetary policy measures adopted by the ECB allowed a momentary easing in the tensions
related with the sovereign debt crisis, translating into practically unchanged public debt yields in several
countries in the euro area, as opposed to other countries in which there were marked falls, especially
Greece, Ireland, Italy and Portugal. However, starting mid-March 2012, turmoil returned to the financial
markets, in a context of economic forecasts pointing to a recession in the euro area in 2012 and owing to
the prevailing uncertainty regarding the resolution of the sovereign debt crisis in the euro area. This was
accompanied by an increase in international investors’ doubts regarding the sustainability of the public
finances of Spain and lItaly, insofar as they considered that the measures announced by the respective
governments to contain the fiscal deficit and public debt were insufficient to restore the sustainability
of the public finances in such countries. In addition, the fact that Spain failed to achieve its fiscal deficit
target for 2011 (8.5 per cent of GDP as opposed to the initial agreement of 6 per cent of GDP with the
European Commission) and commitment of the Spanish government to the fiscal deficit goal for 2012
being higher than initially established (5.3 per cent of GDP, vis-a-vis the initial commitment of 4.4 per
cent of GDP), contributed not only to an increase in Spanish public debt yields in the secondary market
but also to a situation in which public debt securities were placed in the primary market at higher interest
rates than was previously the case.
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Banking sector severely affected by the sovereign debt crisis

The banking sector continued to be heavily penalised in 2011, by the deteriorating perception of the
sovereign credit risk of several countries in the euro area. A direct link has been established between
credit risk on the public sector and credit risk on the banking sector, especially evident in Greece, Portugal,
Ireland, Italy and Spain (Chart 1.20). In addition, yields on financial sector and banking sector debt, in
particular, have remained at high levels, accompanying the increases in sovereign debt yields in the euro
area (Chart 1.21).

The interaction between public sector and banking sector risks operates through diverse channels. Firstly,
the most visible direct effect derives from the fact that the banking sector has public debt portfolios,

Chart 1.20
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Chart 1.21

PRIVATE AND PUBLIC DEBT YIELDS IN THE EURO AREA

] —Public debt
—Banks
—Financial
—Non financial

Per cent

Jan-07 Jan-08 Jan-09 Jan-10 Jan-11 Jan-12

Source: Thomson Reuters (Merryll Lynch).

which makes them more vulnerable in the event of pronounced decreases in the values of such secu-
rities. Secondly, the decrease in the value of the guarantees and collateral associated with the increase
in sovereign risk increase banks’ difficulties in securing funding from the financial markets. Finally, the
need for government intervention in banks with financial difficulties increases credit risk on sovereign
debt. In this context, the European Banking Authority carried out financial resilience stress tests on a
series of European banks in order to assess the need to reinforce their capital to provide for adverse
macroeconomic scenarios. The results, announced in July 2011, evidenced a high level of resilience of
most European banks, although it was recommended that several banks should be recapitalised with
the aim of improving their capital ratios. The intensification of the contagion of the sovereign debt crisis
to the banking system led to various credit downgrades on the banks in 2011, especially in euro area
countries. This series of events conditioned the evolution of money markets in the euro area and to a
lesser extent in the United Kingdom, but not in the US (Chart 1.22). In particular, the widening of spreads
between non-collateralised and collateralised interest rates in the euro area was especially noteworthy
in the second half of 2011, as a reflection of a considerable increase in liquidity and credit risk.

In this environment of a substantial deterioration in the financial situation of the banks, the Council
of the ECB announced additional unconventional measures, in December, to support banking credit
and liquidity in the euro area money market.® In particular, the conduct of the two 3-year longer-term
refinancing operations, on 21 December 2011 and 29 February 2012, led to a significant reduction of
risk aversion levels making it possible to reduce banks’ liquidity risks and improve the monetary policy
transmission mechanism. This effect translated into a significant reduction of volatility in the money
market on the spread between non-collateralised and collateralised interest rates in the euro area at
the beginning of 2012 (Chart 1.22). In the case of the United Kingdom, however, the spread remained
practically unchanged at high levels.

6 For more details see “Box 1.2 Non-standard monetary policy measures in the euro area and their impact in the
financial markets” and “Chapter 2 Monetary Policy of the ECB and Monetary and Financial Conditions of the
Portuguese Economy”, of this Report
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Abrupt falls in equity markets in the main world economies, especially in the euro area

The evolution of equity markets in 2011, was to a large extent determined by the development of the
sovereign debt crisis in the euro area and gradual deterioration of the outlook for world growth. In this
context, following a first half year in which equity markets remained relatively unchanged relative to the
end of 2010, the second half of 2011 was extremely unfavourable, particularly for the banking sector
(Chart 1.23). In comparison to 2010, equity prices remained practically unchanged in the US, but fell by
around 18 per cent in the euro area, 17 per cent in Japan and 6 per cent in the United Kingdom. The
banking sector, as already mentioned, was more significantly affected with more marked falls in the euro
area (around 38 per cent, following a decline of 27 per cent in 2010). In mid-April 2012, most equity
markets in the advanced economies were recovering from their losses of 2011, but only partly so and
with the exception of the European banking sector which continued to be penalised by the uncertainty
related to the sovereign debt crisis in the euro area.

Chart 1.23
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Neither were the emerging market economies immune from the progressive increase of financial turmoil,
with the MSCI Composite Index recording losses of around 15 per cent in equity prices in 2011. The
equity markets of the two largest economies, China and India, were down by more than 20 per cent.
In the first few months of 2012, the reduction in the levels of risk aversion, in conjugation with an
improvement of the sentiment of international investors, also favoured the equity markets of emerging
market economies. In mid-April 2012, the MSCI Composite Index made up for almost all of its losses
recorded in 2011.

Transmission of sovereign debt crisis to foreign exchange markets, translating into a
depreciation of the euro in nominal effective terms

The euro was affected by the financial turmoil associated with international investors’ concerns over the
relatively unfavourable outlook for economic growth and the frailties of the public finances in several
euro area countries. Two major stages can be distinguished in relation to the euro’s time profile over the
course of 2011. The first took place up to April 2011, in which period the euro appreciated by around 5
per cent in nominal effective terms. This evolution translated significant appreciations of more than 11
per cent against the US dollar and the yen and more than 9 per cent against the renminbi (Chart 1.24).
On the other hand, in the same period, the euro depreciated against most Central and Eastern European
countries’ currencies, particularly the Hungarian forint and the Czech crown (depreciations of around
5 and 3 per cent, respectively). The intensification of the tensions related to the sovereign debt crisis in
the euro area, however, began to penalise the euro since April and lasting up to the end of December
2011, notwithstanding its temporary appreciation in October. This stage, characterised by high levels
of risk aversion, translated into an increase in the demand for safe assets by investors, who preferred
securities denominated in US dollars, yen, sterling and Swiss francs.

The euro, in this context, depreciated 2.1 per cent in nominal effective terms between the end of 2011
and 2010, after having depreciated 8.2 per cent in the preceding year. In bilateral terms, this evolution
comprised depreciations of 3.2, 3.0, 7.8 and 7.5 per cent against the US dollar, sterling, the renminbi
and yen, respectively. On the other hand, the euro appreciated expressively against the Central and
Eastern European currencies, particularly 13 and 12 per cent against the Hungarian forint and Polish zloty,
respectively. Up to mid-April 2012, the euro remained practically unchanged in nominal effective terms.
In this period, the euro appreciated, in bilateral terms, by around 2 per cent against the US dollar and
the renminbi and 7.6 per cent against the yen, having depreciated 2.0 and 1.1 per cent against sterling
and the Swiss franc, respectively, and by around 6 per cent against the Hungarian forint and Polish zloty.
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BOX 1.1 | EU ECONOMIC GOVERNANCE DEVELOPMENTS: THE
MACROECONOMIC IMBALANCE PROCEDURE

One key lesson from the economic and financial crisis is that the building of large imbalances such as large
external deficits, sustained losses in competitiveness and the build up of public and private indebtedness
not only affects the welfare of the countries concerned, but may also jeopardise the proper functioning
of an economic and monetary union. The accumulation of such macroeconomic imbalances within
the European Union (EU) over the past decade highlighted the need for broader and tighter economic
policy coordination at the European level in order to prevent the emergence of such imbalances and to
ensure that recommendations are appropriately taken into account at national level. This has prompted
important changes in the EU economic governance framework over the last two years, including a
reinforcement of previously existing surveillance procedures, the introduction of new ones and a new
cycle of economic, fiscal and structural policy coordination - the European semester — during which the
main economic priorities for the EU and Member States are discussed.’

The cornerstone of the EU response to the economic governance fragilities exposed by the crisis is
the so-called “six-pack”, a legislative package of five regulations and one directive that entered into
force on 13 December 2011. This new set of rules entails a significant reinforcement of the preventive
and corrective arms of the Stability and Growth Pact (SGP)? and introduces a new element of the EU’s
economic governance, the Macroeconomic Imbalance Procedure (MIP). The main goal of this new
surveillance procedure is to detect early on risks of emergence of macroeconomic and external compe-
titiveness imbalances, especially within the euro area. Moreover, the MIP also aims at the correction of
imbalances already in place by ensuring that the appropriate policy responses are adopted in Member
States.? The process is similar to that of the SGP, as it includes both a preventive and a corrective arm.

The preventive arm

Given the emphasis on tracking and correcting imbalances at an early stage, the preventive arm relies on
an alert mechanism that is the starting point for the European Commission’s annual assessment of risks
of macroeconomic and competitiveness imbalances, published in the Alert Mechanism Report. This alert
mechanism is based on a scoreboard of 10 simple, measurable and available indicators of internal and
external imbalances (Table 1).# A potential imbalance is said to exist when previously defined thresholds
are breached. However, the assessment reported in the Alert Mechanism Report goes beyond the sheer
mechanical interpretation of the scoreboard indicators. Countries are assessed by looking at the overall

1 This new cycle corresponds to the first six months of each year and is launched by the presentation of the Euro-
pean Commission’s Annual Growth Survey and Alert Mechanism Report. These two documents form the basis
of the discussion of the main economic challenges facing the EU in the March European Council that sets the
general economic policy priorities for the EU and the Member States. Taking this into account, Member States
draw up their stability/convergence and national reform programmes to be presented in April/May. In June, the
Commission assesses these programmes and, if deemed necessary, issues country-specific recommendations
that will be discussed and adopted in the European Council in early July, which ends the European semester.

2 On December, the euro area Heads of State or Government agreed on a new fiscal compact that was signed
by all EU Member States (except the UK and the Czech Republic) at the European Council on 1 March, as part
of the Treaty on Stability, Coordination and Governance. For further details, see “Box 3.2 Developments in the
budgetary surveillance mechanism of the European Union" of this Report.

3 The MIP rests on two pieces of legislation, the Regulations (EU) No 1176/2011 and 1174/2011 of 16 November
2011. The first regulation sets out the details of the new surveillance procedure and covers all EU countries. The
second regulation is related to the enforcement measures to correct excessive macroeconomic imbalances in
euro area countries, including the use of sanctions.

4 Note that the set indicators may change over time. For a detailed description of the background and rationale
for the current scoreboard design see “Scoreboard for the surveillance of macroeconomic imbalances”, Europe-
an Commission, Occasional Paper 92, February 2012.
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Table 1

THE ALERT MECHANISM SCOREBOARD

Indicator Measure Threshold

External imbalances and competitiveness

Current account balance 3 year average (% of GDP) +6% and -4%

Net international investment position Percentage of GDP -35%

Export market shares 5 year percentage change -6%

Real effective exchange rate®® 3 year percentage change {1 5% for euro area countries
+ 11% for non-euro area countries

Nominal unit labour cost® 3 year percentage change «(4’9% for euro area countries
+12% for non-euro area countries

Internal imbalances

House prices relative to consumer prices Year-on-year rate of change 6%

Private sector debt Percentage of GDP 160%

Private sector credit flow Percentage of GDP 15%

Public sector debt Percentage of GDP 60%

Unemployment rate 3-year average 10%

Source: European Commission.
Note: (a) The threshold is narrower for euro area countries due to a higher risk of contagion effects between them.

number of breaches of thresholds and its combinations, the severity of individual breaches as well as
the evolution of indicators over time and the most recent economic developments and outlook.

Based on the assessment entailed in the Alert Mechanism Report, the European Commission identifies
the Member States whose macroeconomic situation needs to be more thoroughly scrutinized through
the use of a wider set of country-specific indicators and analytical tools to determine the origin of
potential or existing imbalances. Note that an in-depth review does not automatically lead to a recom-
mendation. If the situation is considered unproblematic, the MIP ends (Chart 1). If, instead, it turns out
that an imbalance risks emerging or already exists, the Commission will make a recommendation for its
prevention/correction, aligned with the European semester. In the cases deemed as severe, namely when
existing balances jeopardise the functioning of the economic and monetary union, the Commission will
declare the existence of an excessive imbalance and recommend placing the Member State under the
corrective arm of the MIP.

The corrective arm

Countries under an excessive imbalance procedure will have to submit a corrective action plan setting
up a roadmap and timeline to implement the appropriate policy measures, which is later assessed by
the European Commission and the European Council.® Provided that the corrective plan is deemed as
sufficient, a surveillance timetable is set up.® In this stage, countries face increased regular reporting
duties on the progresses made to correct imbalances, which will be closely monitored by the Commis-
sion. If it is considered that the country concerned has not taken the agreed corrective measures, new
deadlines will be established for their implementation. Moreover, if the country concerned belongs to
the euro area, an interest-bearing deposit of 0.1 per cent of previous year GDP will be imposed. This

5 The corrective arm of the MIP rests on Regulation (EU) No 1174/2011 of 16 November 2011, in line with Article
121 of the Treaty on the Functioning of the European Union.

6 Otherwise, the country has to present a new corrective plan in the next two months.



Chart 1
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deposit can be converted into a fine, if a country fails to comply a second time.” The procedure ends
when, following a recommendation by the Commission, the Council considers that the Member State
concerned is no longer experiencing an excessive imbalance.

The first Alert Mechanism Report

On 14 February, the European Commission published its annual Alert Mechanism Report for the first time.®
On the basis of the economic reading of the 2010 (the last complete year)® scoreboard, the Commission
considers that risks of imbalances warrant further investigation of the macroeconomic situation in 12 out
of 23 Member States.' Seven of these countries belong to the euro area, including three of its largest
economies, namely France, Italy and Spain (the other euro area countries are Belgium, Cyprus, Slovenia
and Finland). The group of Member States identified in the Alert Mechanism Report exhibit different risks
andface distinct challenges. Some countries need to correct accumulated imbalances on both the internal
and external side through the reduction of high levels of overall indebtedness and the improvement of
external competitiveness to enhance their growth prospects and export performance. Others exhibit
tensions in some asset markets, in particular housing, and an excessive build-up of private indebtedness.

The first implementation of the MIP takes place against particularly unusual circumstances dominated

7 This fine can also be imposed for failing twice to submit a sufficient corrective action plan. According to the
regulations that entered into force in December, sanctions under the MIP and the SGP are decided by reverse
qualified majority voting (i.e., they are approved unless a majority of Member States votes against) thereby
making the decision semi-automatic.

8 The full report is available at http://ec.europa.eu/economy_finance/economic_governance/documents/.

9 These indicators are publicly available on a dedicated section of the Eurostat website (http:/epp.eurostat.
ec.europa.eu/portal/page/portal/excessive_imbalance_procedure/imbalance_scoreboard) and will be regularly
updated as the data become available.

10 In-depth reviews have not been proposed for Greece, Ireland, Portugal and Romania as these countries are al-
ready subject to enhanced economic surveillance in the context of their financial assistance programmes by the
EU and IMF.
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BOX 1.2 | NON-STANDARD MONETARY POLICY MEASURES IN THE EURO
AREA AND THEIR IMPACT IN THE FINANCIAL MARKETS

Since the onset of the financial crisis in 2007 and especially after the fallout of the investment bank
Lehman Brothers in September 2008, central banks expanded their degree of intervention of mone-
tary policy, aiming both at stabilizing financial markets and providing economic stimulus. Since then,
the Eurosystem extended its liquidity provision to the euro area banking system, established and then
generalized the fixed rate tender procedure with full allotment for refinancing operations and began
the covered bond purchase programme. When turbulance focused on sovereign debt markets of the
euro area, the Eurosystem established in 2010 a programme to purchase public debt (securities market
programme), which effect would be sterilized with weekly operations, as a way to restore the monetary
policy transmission mechanism.

Following the intensification of tensions in the financial markets, at the end of 2011, the ECB Governing
Council decided, at its December meeting, to implement further non-standard monetary policy measures.
Such measures were designed to ensure enhanced access of the banking sector to liquidity and facili-
tating the functioning of the euro area money market, and were expected to support the provision of
credit to households and non-financial corporations in the euro area. Four main measures were taken:

e toconduct two longer-term refinancing operations (LTRO), with a maturity of 3 years and the option
of early repayment after one year;

e toincrease collateral availability by i) reducing the rating threshold for certain asset-backed securities
(ABS)" and i) allowing national central banks (NCBs), as a temporary solution, to accept as collateral
additional performing credit claims (e.g. bank loans) that satisfy specific eligibility criteria;?

e to reduce the reserve ratio from 2 to 1 per cent;?

e to discontinue for the time being the fine-tuning operations carried out on the last day of each
maintenance period.*

These measures followed a series of expansionary measures taken since the Summer of 2011, including
the maintenance of the fixed-rate tender procedure with full allotment for all refinancing operations,
up until at least the middle of 2012, the provision of liquidity in US dollars, the implementation of a
new covered bond purchase programme (CBPP2) and a coordinated action with other central banks to
enhance the supply of liquidity to the global financial system.

On 21 December, the ECB conducted the first 3-year maturity LTRO. There were 523 participating insti-
tutions which received 489.2 billion euro, above market expectations. The second LTRO, held on 29
February 2012, involved 800 participating institutions which obtained 529.5 billion euro, once again
more than expected (Chart 1). Both operations took the form of fixed-rate tender procedure with full
allotment, with the rate equal to the average rate of the main refinancing operations over the life of
the respective operation.

The non-standard monetary policy measures announced in December succeeded in containing the rising
tensions in the international financial markets and avoiding a systemic crisis. In particular, such opera-
tions indicated the Eurosystem’s commitment and capacity to take the necessary measures to avoid a
banking crisis in the euro area. Immediately after the operations were carried out, especially the first

1 OnJuly 2011, the ECB suspended the application of the minimum credit rating threshold in the collateral eligi-
bility requirements in the case of marketable debt instruments issued or guaranteed by the Portuguese govern-
ment.

2 These two measures would come into effect as soon as the relevant legal acts would have been published.
3 As of the reserve maintenance period starting on 18 January 2012.
4 As of the reserve maintenance period starting on 14 December 2011.
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one, euro area money market participants reported a significant improvement in liquidity conditions,
with the re-emergence of some activity, particularly on shorter maturities, notwithstanding the fact that
institutions in the more vulnerable countries remained subject to more restrict access to the market.
Money market spreads, which were reaching levels close to those recorded at the end of 2008, stabi-
lised after the announcement of the measures and began to fall after the first 3-year LTRO and after
the end-of-year effect (Chart 2). At the end of April 2012, the spread between collateralised and non-
-collateralised 3-month interest rates was around 60 basis points, half the level recorded in December.
The spread corresponds to a 3-month EURIBOR rate of 0.74 per cent, the lowest value since June 2010.

Public debt markets also reacted positively to the Eurosystem’s long-term liquidity provision. Most 10-year
interest rate spreads against Germany either stabilised or fell slightly at the beginning of the year, amid
an increase in the holdings of national public debt by some countries’ banks, namely from Spain and
Italy (Chart 1.16 of main text). The developments in the credit risk premium implicit on sovereign debt
CDS spreads were similar (Chart 3). However, mid-March 2012 witnessed a fresh upsurge of tensions
in sovereign debt markets, particularly centered on the capacity of Spain and Italy to meet their public
accounts objectives in a environment of weak economic growth. This situation underscored the fact that
the problems in the euro area which led to the sovereign debts crisis still require structural responses,
whereas the non-standard measures taken by the Eurosystem comprise temporary measures aiming at,
on the one hand, ensuring the adequate working of the monetary transmission mechanism and, on the
other, limiting the excessive increase of risk and avoid a systemic crisis.

The indirect objective behind the Eurosystem’s intervention was to guarantee the supply of credit to
the private sector, since credit institutions were under funding stress on account of risk aversion and
high liquidity risk. ECB data on bank loans to households and non-financial corporations pointed to a
significant drop in the pace of loans granted at the end of 2011 (Chart 4). In the first few months of
2012, bank loans monthly flows did not maintain the falls recorded in December, notwithstanding the
fact that the growth of loans remained at highly reduced levels. Two factors related to the efficacy of the
non-standard measures on the growth of bank loans should, however, be pointed out. Firstly, there is a
time lag between liquidity injections in the primary market and their effects on lending. Secondly, it is
difficult to assess what would have been the extent of the market tensions on credit to the non-financial
private sector had not been Eurosystem’s intervention in containing liquidity risk.

Chart 1 Chart 2
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All'in all, the Eurosystem’s intervention at the end of 2011 has been overall successful in limiting an
increase of tensions in the markets, especially on liquidity risk, and in providing a leeway for national
governments to enable them to define structural and institutional policies contributing towards the
resolution of the euro area sovereign crisis.
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2.1 Monetary Policy of the ECB

The monetary policy of the ECB continued to be accommodative, in 2011, in a context of
major instability in the financial markets associated with the sovereign debt crisis in the euro
area

The Council of the ECB maintained a globally accommodative monetary policy in 2011. The Council of
the ECB increased its official interest rates two times by 25 basis points each, in April and July 2011.
After the July meeting, the interest rate on the main refinancing operations was at 1.5 per cent and
rates on the deposit and marginal lending facilities were at 0.75 and 2.25 per cent, respectively. The
Council considered these rises fundamental to ensure price stability in the euro area and to guarantee
that price evolution would not originate generalised inflationary pressures over the medium term. With
the deterioration of the economic situation, in a context of growing tensions in financial markets associ-
ated with the resurgence of the sovereign debt crisis in the euro area after the summer and, of a more
benign outlook for inflation, the Council of the ECB decided to reverse the previous upwards movements
in interest rates in November and December. The period after the summer was also characterised by
the adoption of highly significant additional non-conventional monetary policy measures which, inter
alia, aimed at stabilising financial markets and restoring the normal functioning of the monetary policy
transmission mechanism.

The annual inflation rate, measured by the HICP (Harmonised Index of Consumer Prices), remained at high
levels during the course of the year, always higher than 2 per cent, particularly fuelled by increases in the
prices of energy goods and foodstuffs. Taking 2011 as a whole, the average rate of change of the HICP

ECB Monetary Policy and the Monetary and Financial Conditions of the Portuguese Economy

was 2.7 per cent, in comparison to 1.6 per cent in 2010. The main contributors to this evolution were
energy goods, which grew by almost 12 per centin 2011, in comparison to the preceding year's 7.4 per
cent, and services (rate of change of 1.8 per cent, after 1.4 per cent in 2010) (Chart 2.1.1). Processed
food contributed with 0.4 p.p. to the inflation rate (rate of change of 3.3 per cent, in comparison to
0.9 per cent in 2010).

The Council of the ECB made adjustments to its highly accommodative monetary policy
stance up to July 2011

The persistence of upwards risks to price stability, particularly deriving from continued increases in
commodity prices and in indirect taxes and administered prices amid the budgetary consolidation process
in several countries, led to an adjustment of the highly accommodative monetary policy stance. The
Council of the ECB decided to increase official interest rates in two steps, in April and July 2011, to a
total of 50 basis points, setting the interest rate applicable to the main refinancing operations at 1.5 per
cent and the rates on the deposit and marginal lending facilities at 0.75 and 2.25 per cent, respectively
(Chart 2.1.2). These changes came out after almost two years of official interest rates at historically low
levels. According to the Council, the rise in interest rates warranted that inflation expectations in the
euro area would remain anchored at levels compatible with the definition of price stability, which was
fundamental to ensure that the increase in inflation would not translate into second-order effects and
inflationary pressures over the medium term. Even after these decisions, interest rates remained low
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Chart 2.1.1 Chart 2.1.2

INFLATION IN THE EURO AREA | AVERAGE ANNUAL EURO AREA - ECB OFFICIAL INTEREST RATES
RATE OF CHANGE AND EONIA
15 4

—Main refinancing operations rate
52010 m2011 —Deposit facility rate

—Marginal lending facility rate
—EONIA

12 1 us

Per cent

Per cent
w

a | |

I
K}
Q

Energy

1.2p.p.)
Services
(0.8p.p.)

(0.4p.p.)
©.2p.p.)

0+ T T
Jan-08 Jul-08 Jan-09 Jul-09 Jan-10 Jul-10 Jan-11 Jul-11 Jan-12

Processed food
Non-energy
industrial goods

Source: Eurostat. Source: ECB.

Note: Percentage contribution to overall HICP inflation in 2011
in parenthesis.

across all maturities, thus the monetary policy stance remained accommodative and continued to provide
considerable support to economic activity and job creation.

Data on price evolution and economic activity in the first half corroborated the Council’s assessment of
the need for an adjustment to the highly monetary policy accommodative stance. The first quarter of
2011 was marked by dynamic growth of economic activity in the euro area (quarter-on-quarter change
in GDP of 0.7 per cent). In this context, the Council of the ECB revised upwards its forecasts for GDP
growth in the euro area in March and June. The forecasts pointed to continued economic recovery,
with exports gradually being replaced by domestic demand as the main growth driver. According to
June forecasts, real GDP in the euro area, in average annual terms, was projected to grow between 1.5
and 2.3 per cent in 2011 and between 0.6 and 2.8 per cent in 2012. As regards the outlook for infla-
tion, the unexpected increases in the prices of energy goods and food over the course of the first half
determined an upwards revision. According to June forecasts, the average annual inflation rate would
be between 2.5 and 2.7 per cent in 2011 and decline to between 1.1 and 2.3 per cent in 2012. The
Council considered that risks to inflation over the medium term had intensified.

The intensification of the sovereign debt crisis from August 2011 led the Council of the ECB
to adopt several additional non-conventional measures and to reduce its official interest
rates at the end of the year

From the summer 2011, there was a substantial deterioration of market sentiment owing to fears over
the sustainability of the public finances in several euro area countries and due to the slowdown in the
world economy. Another factor playing a relevant role in the resurgence of risk aversion levels refers to
international investors’ growing uncertainties over the form and means of implementing the expansion
of financial stability mechanisms to support euro area countries hardest-hit by the crisis. In this context,
the turmoil in the financial markets intensified, leading the Council of the ECB to adopt a series of addi-
tional non-conventional monetary policy measures from August 2011.

At its August meeting, the Council of the ECB decided to continue to provide liquidity to the euro area
banking system along the lines in force until then. Such modalities involved the maintenance of fixed-rate



tender procedures with full allotment for as long as needed and at least up to the beginning of 2012. It
was also decided to conduct a 6-month longer-term operation, which also took the form of a fixed-rate
tender with full allotment. The Council of the ECB also announced that it would actively implement the
Securities Markets Programme (SMP). This programme was created in May 2010 with the objective of
restoring liquidity to dysfunctional debt markets and repairing the functioning of the monetary policy
transmission mechanism. The SMP’s characteristics were maintained, to the extent that purchases were
limited to secondary sovereign debt markets, being fully sterilised by reverse liquidity absorption operations.

In September, following pressures on US dollar funding by the European banking system, the Council of
the ECB decided, in coordination with other major central banks, to carry out three liquidity providing
operationsin dollars with a maturity of three months. At the end of November, the Council also announced
a coordinated action with other major central banks to increase the capacity to provide liquidity to the
global financial system. This action involved continuing to carry out liquidity swaps in dollars at lower
prices (a reduction of 50 basis points). These operations were designed to diminish tensions in the financial
markets and mitigate negative effects on lending to households and corporations.

At its October meeting, faced with the resurgence of tensions related to sovereign debt crisis in the euro
area, the Council of the ECB decided to expand its non-conventional monetary policy measures. Firstly,
the Council decided to organise two supplementary longer-term operations, of 12 and 13 months. These
operations, as well as all refinancing operations up to the end of first half 2012, would take the form
of fixed rate tenders with full allotment. Secondly, the Council decided to launch a new Covered Bond
Purchase Programme (CBPP2), beginning in November 2011 and ending in October 2012. The amount
of the purchases could amount to as much as EUR 40 billion, and could be performed in the primary
and secondary markets.

In November, the sovereign debt crisis in the euro area entered a new stage, with a significant increase
in contagion pressures, with international investors also centring their attention on the debt markets of
countries with the highest credit ratings, which had, hitherto, been considered immune to the crisis. This
fact, in a scenario of a deteriorating outlook on economic activity and reduction of inflation in the euro
area, led the Council of the ECB to a decision to reverse the previous rises in interest rates in November
and December. At the December meeting, the interest rate applicable to the main refinancing opera-
tions was set at 1 per cent and the rates for the deposit and marginal lending facilities at 0.25 and 1.75
per cent, respectively (Chart 2.1.2). The forecasts published in December by the Eurosystem pointed to
substantially lower economic growth in the euro area in 2012 than forecast in September. The revision
particularly reflected the impact of waning confidence and increased funding difficulties resulting from
the sovereign debt crisis on domestic demand, as well as the downwards revisions of external demand.
In addition, the outlook for economic activity also remained subject to high levels of uncertainty and
substantial downside risks. In this environment, pressures on costs, wages and prices in the euro area
should remain contained for the whole relevant projection horizon. Although inflation was likely to
remain above 2 per cent in the following months, the Eurosystem projections pointed to a reduction to
values close to this threshold in 2012. With these decisions, the Council of the ECB ensured that infla-
tion expectations in the euro area would remain anchored, in line with the objective of keeping inflation
below, but close to, 2 per cent over the medium term (Chart 2.1.3).

In December, in addition to the decline in the main reference rate, the Council of the ECB decided
to adopt a series of new non-conventional measures, with the objective of continuing to support the
liquidity situation of banks in the euro area (see “Box 1.2 Non-standard monetary policy measures in
the euro area and their impact in the financial markets” of this Report). Firstly, two 3-year longer-term
refinancing operations at fixed rates with full allotment were announced. Secondly, the reserves ratio was
reduced from 2 to 1 per cent. Thirdly, the collateral availability eligible for refinancing operations with the
Eurosystem was increased. Finally, it was decided to discontinue the fine-tuning operations carried out
on the last day of each maintenance period. According to the Council of the ECB, this set of measures
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Chart 2.1.3
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would help to improve the banking system’s access to liquidity and would facilitate the functioning of
the money market, which would support lending to households and non-financial corporations.

The Eurosystem’s balance sheet expanded significantly in the second half of the year

The Eurosystem’s provision of liquidity through its monetary policy operations remained relatively stable
in the first half of 2011, having even declined slightly (Chart 2.1.4). This trend, however, changed
significantly from August, following the implementation of additional non-conventional monetary policy
measures by the ECB, as a response to the intensification of the sovereign debt crisis in the euro area.
The banking system’s demand for liquidity from the Eurosystem indeed increased gradually from then
on, reflected in the expansion of its balance sheet.

In the second half of the year, whereas the balance on the main refinancing operations remained practi-
cally unchanged, there was a highly marked increase in balances on longer-term refinancing operations
and on securities held for monetary policy purposes. In the case of longer-term refinancing operations,
reference should be made to the operation with a maturity of 3 years, carried out on 21 December,
involving an amount of EUR 489.2 billion and the participation of 523 institutions. In addition, the increase
in the balance of the securities held for monetary policy purposes particularly derived from purchases
of sovereign debt securities on the secondary market, following the reactivation of the SMP in August
2011. In 2011, securities purchased under the SMP totalled around EUR 145 billion to an outstanding
amount of approximately EUR 215 billion at the end of 2011.

There was a fresh increase in the banking system’s demand for liquidity from the Eurosystem at the
beginning of 2012. This was mainly associated with the second longer-term refinancing operation with
a maturity of 3 years, on 29 February 2012. In this second operation, the amounts allotted were higher
than in the first, at EUR 529.5 billion, involving the participation of 800 institutions.
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Conditions in the euro area money market continued to be affected by financial turmoil over
the course of 2011, albeit with some signs of improvement at the beginning of 2012

Conditions in the money market, in 2011, were characterised by high levels of volatility, particularly in
the second half of the year as a result of the resurgence of financial turmoil. There was a temporary
improvement in money market conditions in the first half of the year, with a slight reduction of the spread
between non-collateralised and collateralised interest rates in the euro area. However, in the second
half, collateralised interest rates embarked upon a downwards trajectory, suggesting a certain change
in the expectations over the future evolution of official interest rates. This fall was less significant in
the non-collateralised market, so that the spread between the two rates increased substantially (Chart
2.1.5). Another underlying factor behind the widening of this spread was the considerable increase in
liquidity and credit risk. This led the banks to secure funding from the Eurosystem as opposed to the
money market, given that, in a context of high counterparty risk, liquidity was limited. The three-month
Euribor rate was 1.4 per cent at the end of 2011, in comparison to 1 per cent at the end of 2010. The
spread between rates on non-collateralised and collateralised operations at the end of 2011 was 121
basis points, compared to around 45 basis points over the end of 2010.

At the beginning of 2012, as a result of the previously mentioned implementation of non-conventional
measures by the ECB, there was a significant reduction in the levels of risk aversion, enabling banks to
reduce their liquidity risk and improve the monetary policy transmission mechanism. This effect translated
into a reduction of the interest rate on non-collateralised operations, inducing a significant reduction in the
spread between rates on non-collateralised and collateralised operations. In mid-April 2012, the spread
between interest rates on non-collateralised and collateralised operations was 59 basis points (down by
62 basis points relative to the end of 2011), although still at historically high levels. In parallel, excess
liquidity in the banking system, particularly after the conduct of the two longer-term refinancing opera-
tions with a maturity of 3 years, translated into a substantial increase in banks’ use of the Eurosystem’s
deposit facility (Chart 2.1.4). The fact that this facility reached successively high historical maximums
starting December 2011 suggests that risk aversion remains high and that the functioning of the money
market has still not been normalised.
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The evolution of monetary and credit aggregates suggests moderate monetary expansion in
2011

Over the course of 2011, the annual rate of growth of the M3 monetary aggregate remained moderate,
at 1.5 per cent in December, in comparison to 1.7 per cent in December of the preceding year. The first
half of the year was characterised by stable growth of around 2 per cent, largely reflecting the recovery
of economic activity (Chart 2.1.6). The intensification of turmoil in the financial markets associated with
the sovereign debt crisis in the euro area led to a deceleration of monetary expansion from September
on. At the beginning of 2012, the M3 monetary aggregate started recovering again, posting an annual
rate of change of 3.2 per cent in March.

As regards the evolution of M3 in the first half of 2011, reference should be made to a decrease of the
contribution made by the growth of the more restricted monetary aggregate, M1, offset by an increase
in other short-term deposits (M2-M1). This effect was explained by the widening of the spread between
interest rates paid on other short-term deposits and sight deposits. During the course of the second
half, intensifying tensions in the financial markets led to a movement of major risk aversion, evidenced
in greater preference for more liquid assets, leading to an increase in M1 as opposed to marketable
instruments (M3-M2).

As regards the counterparts of M3, loans made by Monetary Financial Institutions (MFI) to the private
sector in the euro area were also affected by the resurgence of financial turmoil, mainly since October
2011. In this context, loans to the private sector, following annual rates of change of around 2.8 per cent
up to the end of October (amounts adjusted for sales of credit and securitisation operations), decelerated
markedly at the end of the year. In December 2011, the rate of change was 1.3 per cent, in comparison
to 2.4 per cent at the end of the preceding year (Chart 2.1.7).

The rates of growth of loans to households remained relatively stable in the first half of the year, at around
3 per cent (amounts adjusted for sales of credit and securitisation operations), decelerating, however,
up to the end of the year. At the end of 2011, the annual rate of growth of loans to households was
1.9 per cent, in comparison to 3.1 per cent for the same period of the preceding year (Chart 2.1.8).
The deceleration was highly visible across all components of loans to households. In particular, the
slowdown of economic activity coupled with a continued deterioration of the housing market gave rise
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Chart 2.1.7
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to a pronounced deceleration of housing loans, from 3.8 per cent in December 2010 to 2.3 per cent in
December 2011. On the other hand, the rate of change on loans for consumption turned more negative.

The dynamics of loans to non-financial corporations were similar to those of loans to households. Following
an annual rate of change of 1 per cent in December 2010, loans to non-financial corporations (adjusted
for loan sales and securitisation) grew by 2.4 per cent in June 2011 (Chart 2.1.8). This evolution largely
reflected the expansion of loans with a maturity of less than 1 year. In the second half of the year, with
the deceleration of economic activity and deterioration in the levels of business confidence together with
the need for corporations to continue the process of adjusting their balance sheets, loans decelerated
to a growth rate of 1.4 per cent in December 2011.

The beginning of 2012 suggests a continuation of the deceleration trend on MFI loans to the private
sector, with an annual rate of change of 1.2 per cent in March 2012 (1.3 per cent at the end of 2011).
This evolution mainly reflected developments in loans to non-financial corporations, which decelerated
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from 1.4 per cent at the end of 2011 to 0.5 per cent in March 2012. Loans to households decelerated
slightly (rate of change of 1.7 per centin March 2012, in comparison to 1.9 per cent in December 2011),
but with greater strength on the housing component (annual rate of change of 1.1 per cent in March
2012, in comparison to 2.3 per cent in December 2011). Qualitative information suggests an inversion
of this trend over the short term. According to the Bank Lending Survey for the fourth quarter of 2011,
MFI reported that the recent non-conventional measures adopted by the ECB should have a positive
impact on the supply of credit over a 6-month horizon, particularly on loans to non-financial corporations.

There was a moderate increase in interest rates on new loans to the private sector in a
context of greater tightening credit standards

There was a moderate increase in interest rates on new bank loans to the private sector in 2011, in
line with the evolution of benchmark interest rates. Interest rates on new bank loans to households
increased 33 basis points in the housing component and 27 basis points for consumption purposes (Chart
2.1.9). There was a more marked increase in interest rates on new short-term loans to non-financial
corporations (67 basis points), as opposed to long-term loans (33 basis points). As regards the spreads
between banking and benchmark interest rates in 2011, reference should be made to a slight reduction
in spreads on loans for house purchase as opposed to the spreads on short-term loans to non-financial
corporations which increased slightly. Both spreads, however, remained at high levels as a reflection of
financial turmoil and high levels of risk aversion. It is worth mentioning that the relative stabilisation of
money market benchmark rates in the second half of the year did not translate into the same profile of
evolution of short-term interest rates on loans to non-financial corporations. This was related with banks’
difficulties in securing funding in the wholesale debt markets at reduced rates and the need to continue
to deleverage their balance sheets. Similarly, the decrease in money market benchmark rates at the end
of the year also failed to translate into reductions of the same magnitude in interest rates on bank loans.

At the beginning of 2012, interest rates on loans to households for house purchase began to trend
downwards, as opposed to the interest rates on consumer credit that recorded an increase. The fact that
interest rates on loans to non-financial corporations declined significantly over the shorter maturities
appears to be directly associated with the conduct of two 3-year longer-term refinancing operations by

Chart 2.1.9
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the ECB, which allowed the banks to reduce liquidity risk and improve the functioning of the monetary
policy transmission mechanism.

According to the results of the Bank Lending Survey, the banks applied more stringent credit standards
on loans to households and euro area corporations through 2011, particularly in the second half of the
year (Chart 2.1.10). The main factors behind the increased tightening in the case of loans to non-financial
corporations were the deterioration of risk perception regarding expectations on the overall economic
activity and the outlook for sectors of activity or specific corporations. Equally important were banks’
references to constraints affecting access to market funding and their liquidity position. In the case of
loans to households, more restrictive credit standards adopted by the banks particularly derived from
their high borrowing costs and balance-sheet restrictions, coupled with a significant deterioration of
the outlook for economic activity and the housing market. As regards credit demand, the results of the
survey indicated a continued decline in demand over the course of 2011. In the case of non-financial
corporations, following an increase in demand in the first quarter, the reduction of investment financing
and corporate restructuring needs explained the marked reduction in demand for credit up to the end
of the year. In turn, the contraction in credit demand from households largely derived from the fall in
consumer confidence and the deterioration of their outlook for the housing market. Itis worth mentioning
that these results for the euro area reflect significant heterogeneity between countries.

The results of the Bank Lending Survey for the first quarter of 2012 showed that banks in the euro
area applied slightly less restrictive credit standards to corporations and households, in comparison to
the fourth quarter of 2011 (Chart 2.1.10). In the case of loans to non-financial corporations, the main
factors indicated by the banks participating in the survey as being determinants in the slight decline in
the levels of restrictiveness were the improvement of risk perception regarding expectations over the
overall economic activity, as well as better access conditions to market funding and the liquidity posi-
tion. As regards lending to households, both for the house purchase and for consumption and other
purposes, the banks’ less restrictive approach particularly derived from improvements in borrowing costs
and banks’ balance sheet restrictions. As regards credit demand, the results of the survey pointed to a
continued decline. In the case of non-financial corporations, the reduction of investment financing needs

Chart 2.1.10
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was indicated as the main factor behind the decline in the demand for credit, whereas the contraction
in household credit demand derived from a deterioration of consumer confidence and retrenchment of
expenditure on durable consumer goods.

2.2 Monetary and Financial Conditions of the Portuguese Economy

In 2011, the financial conditions of the Portuguese economy continued to deteriorate. The persistence
of tensions in international financial markets and the increasing uncertainty regarding external debt
sustainability lead to the interruption of financial markets funding and to the unavoidable Portuguese
government’s request for international financial assistance. In this context the adjustments of public and
external balances and the banking system deleveraging process became inevitable. The Economic and
Financial Assistance Programme and the ECB unconventional monetary policy measures have prevented
the abrupt and disorderly adjustment that would occurred as a consequence of the absence of access
to international wholesale financial markets. Additionally, the reduction of banks non-residents financial
assets and the strong increase in households’ deposits also mitigate the impact on credit and on Euro-
system’s funding of a sharp drop in non-residents deposits. Nevertheless, credit conditions to the private
sector change significantly. Interest rates on loans increased which reflected, in particular, the increase in
banks funding related to higher interest rates on deposits (Chart 2.2.1), the strengthening of capitaliza-
tion requirements, and the increase of banks sensibility to credit risk in a context of economic activity
deterioration. Banks also tightened conditions non related to prices such as collateral requirements. The
strengthened of credit conditions other than prices and the major level of economic activity contraction
lead to a fall in aggregate credit to the private sector (Chart 2.2.2). As regards finance to the productive
sector, it should be noted that the evolution of aggregates, which did not recorded a strong and general
credit restriction, hides a high heterogeneity between corporations and sectors (non-tradable and small
and medium corporations face very active financing conditions).

Chart 2.2.1
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2011 was marked by the request for economic and financial assistance, translating into a
significant change in the structure and cost of general government borrowing

During the course of 2011, the issue of treasury bonds was relatively inexpressive, with this source of
funding being replaced, starting mid May, by loans obtained under the Economic and Financial Assistance
Programme. In line with the agreed schedule, an amount of approximately one half of the full amount
of the Programme’s total funding was received in 2011. For the year as a whole, interest expenditure on
Programme loans has been associated with an equivalent annual interest rate close to 3 per cent. It should
be noted that these costs were considerably reduced in comparison to the initial amounts following the
elimination of financial margins, on the loans made by the European Financial Stability Facility and the
European Financial Stability Mechanism. As regards short-term debt instruments, treasury bills continued
to be issued over the course of 2011, although a reduction of their respective maturities was noted.
In terms of cost, the interest rate on issues starting from the inception of the Programme was close to
5 per cent.’ 2012 witnessed the issue of treasury bills for maturities of between 12 and 18 months,
accompanied by a significant reduction of the respective rates associated with the growing participation
of non-residents in primary market issues (Chart 2.2.3). Acquisitions of treasury bills by non-residents
in first quarter 2012 represented around 46 per cent of total issues (37 per cent for 2011 as a whole).

The yield spread in the secondary market for 10-year Portuguese treasury bonds vis-a-vis German public
debt, recorded an upward evolution since the end of 2009 to a maximum in February 2012. Reference
should also be made to the fact that the increase in the yield spread between Portuguese and German
public debt was also influenced by the reduction in the level of interest demanded by investors for
holding German securities, as a reflection of an escape to quality. Recently evidenced a significant reduc-
tion, albeit maintaining a very high level (Chart 2.2.4). There was a more pronounced increase in the
spread starting mid March 2011, following a series of rating downgrades on the Portuguese Republic
—which aggravated the liquidity restrictions on the Portuguese economy — and the formalization of the
Economic and Financial Stability Programme. Reference should also be made to the marked reduction,
observed over the last few months of 2011 of the yield spread on the two year Portuguese public debt
in comparison to German public debt, to a level identical to that noted at the time of the Programme’s
inception, in April 2012 (Chart 2.2.5). The extending of the maturities on ECB lending operations will
have contributed towards the recent fall in yield on Portuguese public debt.

Chart 2.2.2 Chart 2.2.3
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~N
w

ECB Monetary Policy and the Monetary and Financial Conditions of the Portuguese Economy



~N
H

BANCO DE PORTUGAL | ANNUAL REPORT 2011

Chart 2.2.4 Chart 2.2.5
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It should, however, be pointed out that in the current circumstances, the evolution of long term yields
on Portuguese debt in the secondary market does not have a direct impact on the cost of the state’s
borrowing. Based on the fulfilment of the objectives drawn up in the Economic and Financial Assistance
Programme, general government’s medium and long term borrowing requirements are globally ensured
up to mid 2013, at which time it is assumed that the state will return to the international funding
markets. Reference should, however, be made to the fact that, by contrast, short term funding is only
partly covered by the Programme which only covers 50 per cent of the refinancing of treasury bills, in
2011. The marked increase in yields on treasury bonds to economically unsustainable levels and added
difficulties in access to market funding by the public sector translated into a significant increase in gross
funding from domestic banks in the first half of 2011 followed by a marked reduction in the second
half of the year. In any event, at the end of 2011, most Portuguese public debt continued to be held by
non-residents and increased in comparison to the end of the preceding year (Chart 2.2.6).

Perception of the risk attached to the Portuguese economy, in a context of the sovereign
debt crisis in the euro area, continued to make a significant contribution to the assessment
of the risk associated with Portuguese banks, albeit easing to a certain extent following the
ECB’s three years maturity operations

During the course of 2011, the significant increase in the risk premium associated with Portuguese public
debt — in the context of significant disturbances in the sovereign debt markets in the euro area — was
reflected in a major increase of Credit Default Swaps (CDS) for the Portuguese Republic and the main
Portuguese banking groups. Reference should be made to the fact that Credit Default Swaps (CDS) of
the main Portuguese banking groups declined considerably in first quarter 2011 following the strong
increase recorded in 2010, coming into line with the CDS on treasury bonds with a comparable maturity
(Chart 2.2.7). However, after the request for financial assistance was formalised, the risk associated with
domestic banks’ debts resumed its upward trend. As a result, the average spread on national CDS in
comparison to the index representing the euro area (Dow Jones iTraxx Financials) increased from around



Chart 2.2.6

GENERAL GOVERNMENT DEBT

120.0
mHeld by residents

EHeld by non-residents
100.0 §

o ©
o o
o o

Percentage of GDP

IS
o
o

20.0 A

0.0 +
1995 1997 1999 2001 2003 2005 2007 2009 2011

Sources: INE and Banco de Portugal.
20 basis points, at the beginning of 2010, to a maximum of around 1000 basis points in mid December.
More recently, this spread witness a reduction which is likely to be associated with the extending of the
maturities of the ECB’s lending operations. On the other hand, the PSI Servicos Financeiros (Financial
Services) Index accumulated a loss of 62.4 per cent, in 2011, much higher than the fall of 20.4 per cent
of the PSI Geral index and the decrease of 37.6 per cent registered by the index in relation to euro area
banks (Dow Jones Euro Stoxx Financials).

Strong deceleration in total bank assets, during the course of 2011, declining to a certain
extent starting in November, in the context of a continuous fall in assets held by non-
residents consentaneous with the banks’ usual pattern of adjustment to major restrictions in
the international financial markets

During the course of 2011, there was a marked deceleration of assets growth in the Portuguese banking
system, which culminated with negative year-on-year rates of change from November (-2.4 per cent in
February 2012; Chart 2.2.8). This evolution of Portuguese banks’ assets contrasts with the situation in the

Chart 2.2.7
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euro area, although it should be pointed out that, since the onset of the economic and financial crisis, in
2007, the growth of the Portuguese banking system’s balance sheet was, on average, clearly higher than
observed for the euro area (Chart 2.2.9). An analysis of the balance sheet by account headings shows
that assets held by non-residents fell by 10.0 per cent in February 2012, which represents a negative
contribution of 2.2 percentage points to the growth of total assets. This evolution is consentaneous with
the usual pattern of bank adjustments in a context of strong funding restrictions in international financial
markets andreflects, inter alia, endeavours to conciliate deleveraging with the funding of domestic sectors,
based on the disposal of non-strategic assets. In line with the Portuguese state’s funding difficulties in
the international markets, securities issued and loans made to general government continued to make a
significant contribution to the year-on-year expansion of assets, albeit progressively less pronounced since
the end of first half 2011, moving into the red starting November. Since December 2009 this account
heading almost doubled its proportion of the balance sheet total, representing around 8 per cent of
banking assets in February 2012. Loans to the resident private sector accentuated the slowdown trend,
making a virtually nil contribution to the annual change of assets over the last few months.

In the sphere of the Economic and Financial Stability Programme and taking into account the proposed
measures for ensuring the medium term adjustment of the financial system, it is to be expected that the
banks will maintain moderately negative rates of balance sheet growth, over the coming quarters. Refer-
ence should, however, be made to the existence of safeguard mechanisms to enable the deleveraging
process to occur gradually, without excessively conditioning the economy’s funding, in particular corpora-
tions with the best growth prospects. In global terms, the financial system’s orderly, gradual deleveraging
process should be accompanied by the improvement of capital and liquidity ratios and a reduction of
external borrowing requirements. The specific funding and deleveraging plans, on a level of each bank,
should therefore make it possible to conciliate the tension between the need for the gradual reduction
of the banking system'’s leveraging levels and the importance of maintaining a sufficiently high credit
flow to ensure the funding of the economy’s most productive companies/sectors, on an aggregate level.

Chart 2.2.8 Chart 2.2.9
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Funding of the Portuguese banking system largely dependent on Eurosystem lending
operations and deposit-taking from customers, owing to access difficulties to the
international wholesale debt markets

During the course of 2011, the funding of the banking system was largely dependent upon the increase
in deposit taking from the resident non-monetary sector, which account heading recorded an year-on-
year growth of 7.0 per cent in February 2012 (Chart 2.2.10). In turn, non-residents’ deposits continued
to make a highly negative contribution to the evolution of Portuguese banks’ balance sheets declining
16.3 per cent over the same period, reflecting an increase in the perception of risk associated with the
Portuguese economy, with negative consequences for financial institutions. Similarly, as a consequence
of the major restrictions in banks’ access to international wholesale debt markets, debt securities main-
tained the negative contribution to growth observed since fourth quarter 2010. Use of the ECB’s lending
operations remained relatively stable, at high levels, to around 10 per cent of the banking system’s
balance sheet at the end of February 2012. Eurosystem long term funding operations (3 years) enabled
Portuguese banks to extend the maturity of their funding and consequently reduce uncertainty over its
future availability. Reference should also be made to the increase of bank funding from the Eurosystem
in the second three-year maturity operation, largely reflecting the increase in funding from foreign banks
located in Portugal.

In the framework of the Economic and Financial Assistance Programme for Portugal, it was agreed that
the eight largest banking groups would achieve an indicative credit to deposits ratio of 120 per cent
at the end of 2014.2 At the end of 2011, the credit to deposits ratio of the eight largest Portuguese
banks on a consolidated basis was around 135 per cent, down by around 30 percentage points from the
maximum in June of 2010 (Chart 2.2.11). This ratio’s reduction process has particularly benefited from
growth of deposits, as the main adjustment vector and representing around three quarters of the total
adjustment. Given the environment and the incentives that result from it, the fact that the banks have
promoted and succeeded in significantly broadening their customer resources base, reflects depositors’
confidence in institutions and the financial system in general and has alleviated endeavours to adjust

Chart 2.2.10
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2 The credit concept used is net of impairment, includes securitised and non-derecognised loans and other ex-
posures to third parties deriving from credit transfers. The deposits concept excludes securities issued by the
banks and sold to customers and considers stable lines of credit with parent companies, qualified shareholders
or multilateral institutions.
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Chart 2.2.11
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the gap via the reduction of credit, which is characteristically more of a burden for the economy. There-
fore was witnessed a dynamic recomposition of households financial assets portfolio, translated in an
increase of deposits and a generalized reduction of other saving instruments. Contributory factors to the
evolution of households’ deposits were both higher interest paid by the banks on deposits, in a context
of households’ preference for assets not subject to market risk, and by financial institutions’ incentives
to include resources such as investment funds or groups’ insurance companies, which are outside the
consolidation perimeter, in their balance sheets.

In fact, deposits taken from the resident non-financial private sector, especially from households,
increased during the course of 2011 and at the beginning of 2012 maintaining the trend observed since
the second half of 2010. The year-on-year rate of change of households’ deposits evidenced an upward
trend, denoting a certain stabilization in the most recent months (Chart 2.2.12). The strong growth of
households’ deposits is especially relevant on account of their greater stability. However, is to anticipate
a slowdown of these deposits, as its strong growth has underlying, in part, as already referred, portfolio
shifts. The disaggregation of the bank deposits by institutional sector also evidences a deceleration of the

Chart 2.2.12
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deposits of non-financial corporations,? a significant decline in non-residents’ deposits and an increase
in general government deposits, sectors in which the evolution of such deposits tends to be more vola-
tile (Chart 2.2.13). Reference should also be made to the fact that the positive contribution of general
government deposits is related with the management of tranches of financial assistance.

Astrong adjustment of investment funds’ securities portfolios has consequently been observed. According
to available information, this adjustment has essentially been made on the reduction of the debt securities
of non-residents as opposed to the stock of securities issued by resident entities, which has remained stable
(Chart 2.2.14). Exposure to the resident sector in insurance companies’ and pension funds’ portfolios,
has inclusively increased over the last two years (Chart 2.2.15). This is a normal adjustment mechanism
in the current environment in which resident sectors dispose of the assets held by non-residents, offset-
ting the retraction of foreign capital available to fund the economy.

Across the board application of higher spreads was general to new loans granted by banks,
reflection of a more restrictive credit policy and a higher risk aversion, along with an increase
in interest rates on deposits as a way to capture resources

In a context of an increase in banks' funding costs, high level of materialisation of credit risk and in which
Portuguese banks’ access to the international wholesale funding market was virtually cut off, there was
an increase in the restrictiveness of most banks’ credit policies, translating, inter alia, into more restric-
tive covenants, higher collateral requirements, reduction in loan-to-value loan ratio and higher spreads,
both on loans to households and to non-financial corporations.

There was a continued increase in interest rates on loans to non-financial corporations, since mid 2010
(from 4.6 per cent in June 2010 to 6.7 per cent in February 2012, in the case of new operations), with
spreads on Euribor reaching their maximum levels at the end of 2011. Based on micro information rela-
tive to the main banking institutions, it may be concluded that this increase was noted over the whole
of the interest rate distribution range, although it was clearly more significant in the lower interest rates,
normally associated with major corporations (Chart 2.2.16). The increase was also general, albeit marked
by a certain heterogeneity, to all of the main banking institutions.

Chart 2.2.13
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Notes: (a) Excluding deposits with an agreed maturity of over 2 years of non-bank financial institutions. Last observation: February
2012.

3 Non-financial corporations’ deposits recorded a very high value in 2010 due essentially to an extraordinary de-
posit made by Portugal Telecom (PT) following the sale of its capital participation in Vivo.
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Chart 2.2.14 Chart 2.2.15
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It should be noted that the in the increase in non-financial corporations costs was also evident in the
evolution of yields on bonds issued by this sector, which increased significantly over the last few months
(Chart 2.2.17). During the course of 2011 a considerable increase in the financing costs of corporations
in real terms can be observed.* This increase was visible in various sources of financing making up the
index, namely capital and long-term debt securities and bank loans (Chart 2.2.18).

In what concerns liabilities bank operations, spreads on deposit interest rates became more negative as
the trade policy favoured the collection of deposits (Chart 2.2.19). In such a context, reference should be
made to the fact that interest rates on term deposits came under careful scrutiny from Banco de Portugal.

Chart 2.2.16

DISTRIBUTION OF INTEREST RATES OF LOANS TO NON-FINANCIAL CORPORATIONS

—June 2010
—December 2011

0.0% 3.0% 6.0% 9.0% 12.0% 15.0%

Source: Banco de Portugal.
Note: Kernel gaussiano of interest rates weighted by the amount of loans.

4 For methodological information see Gameiro, I. and Ribeiro, N., (2007)"Borrowing costs of Portuguese compa-
nies”, Banco de Portugal, Economic Bulletin - October.



Chart 2.2.17 Chart 2.2.18
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Chart 2.2.19
BANK INTEREST RATE MARGINS VIS-A- VIS MONEY MARKET INTEREST RATES
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Sources: ECB and Banco de Portugal.

Notes: The interest rate margin in outstanding amounts of loans is calculated as the difference between the interest rate on out-
standing amount and the 6-month moving average of the 6-month Euribor. In the case of new loans, the interest margin is the dif-
ference between the interest rate on new loans and the 6-month Euribor. The margin on lending operations is defined by the spread
between interest rates on loans and the Euribor rate, while for deposit operations it is defined by the spread between the Euribor
rate and the interest rate on deposits. Last observation: February 2012.
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In November last, Banco de Portugal introduced a penalty in terms of additional capital requirements for
banks paying interest on deposits at a rate of 300 basis points higher than Euribor. In such a context,
the information available for the eight major resident banking groups suggests that the decision made
in November had a significant impact in the period immediately following the announcement (fall of
around 1 pp in the average interest rate on new operations), but afterwards the amplitude between the
maximum and minimum interest rates once again increased (Chart 2.2.20). Banco de Portugal put a fresh
squeeze on interest rates on deposits at the start of April 2012, increasing the penalty in the case of short
term deposits.> These measures aim to mitigate bank risks, contributing therefore to financial stability.

Marked deceleration of loans to the private non-financial private sector during the course of
2011 and beginning of 2012

Following a period of slight acceleration, in the second half 2010, loans to households for house purchases
resumed their slowdown trend (Chart 2.2.21). The annual rate of change declined consistently from
the second half of 2010, with negative values from August 2011 (-2.2 per cent in February 2012). This
evolution contrasts with the euro area as a whole, whose upward profile continued up to May 2011,
with a respective rate of change of 1.8 per cent in February.®

Reduction of prices in the residential market

As property assets are used as loan guarantees, property valuations may affect the evolution of the credit
market and respective financing conditions. In addition, property comprises a significant proportion of
household wealth, for which reason changes in value may have some impact on expenditure decisions.
In the context of a decline in household disposable income — as a consequence of adverse conditions in
the labour market and increase in the fiscal burden — the prices of property assets were more sensitive to
the evolution of the credit market. Therefore, notwithstanding the non-existence of signs of overvalued
residential market prices in Portugal,” the need for financial deleveraging by households, the deterioration
of the situation of corporations in the construction sector and banks’ increased restrictiveness in terms

Chart 2.2.20

INTEREST RATES APPLIED ON NEW OPERATIONS OF DEPOSITS WITH AN AGREED MATURITY TO THE
NON-FINANCIAL PRIVATE SECTOR BY THE EIGHT MAJOR RESIDENT BANKING GROUPS

7

JHW

0 T T T T T ! ! !
Jan-10 Apr-10 Jul-10 Oct-10 Jan-11 Apr-11 Jul-11 Oct-11 Jan-12

Source: Banco de Portugal.

5 For further details see Banco de Portugal’s “Instructions” n°28/2011 and n°15/2012.

For further details on the evolution of loans in the euro area see “Chapter 1 International framework", of this
Report.

7 For further details see “Box 1.1 Housing markets in the euro area” Banco de Portugal, Annual Report - 2010.



Chart 2.2.21

LOANS TO HOUSEHOLDS FOR HOUSE PURCHASE

—Portugal - Annual rate of change
---Portugal - Quarterly rate of change
—Euro area - Annual rate of change
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Source: Banco de Portugal.

Notes: Series shown refer to loans granted by resident monetary institutions. The annual and quarterly rates of change are calculated
on the basis of the relationship between the outstanding amounts of bank loans at the end of the month, adjusted for securitisa-
tion operations and monthly transitions, which are calculated from outstanding amounts adjusted for reclassifications, write-offs/
write-downs and exchange rate and price revaluations. The quarterly rate of change is calculated from seasonal adjusted figures.
Whenever relevant, the figures are additionally adjusted for credit portfolio sales, as well as for other operations with non impact in
the households’ effective financing. Last observation: February 2012.

of credit policy should condition the evolution of the property market. According to the Confidencial
Imobilidrio Index, year-on-year prices changes in the residential market were slightly negative in March
2012 (-1.8 per cent), in line with the deceleration trend noted since August 2010 (Chart 2.2.22). In turn,
the bank assessment index, published by INE, recorded a negative year-on-year change of 8.6 per cent
in March 2012 (Table 2.2.1).

In turn, the slowdown trend in loans to households for consumption continued, with the respective
annual rate of change turned negative in March 2011 (Chart 2.2.23). Up to mid 2011, the evolution of
this aggregate in Portugal was similar to that of the euro area. Starting July, the fall in the annual rate
of change for Portugal was particularly marked, having remained relatively stable in the euro area. In
February 2012, the annual rate of change was -7.3 per cent in Portugal, in comparison to -1.8 per cent
for the euro area as a whole in February 2012.

As regards funding conditions for corporations, the available evidence suggests that there have not been
any aggregate abrupt, quantitative restrictions on the supply side. There are, however, major differences
between corporations and sectors. In the framework of a strong contraction of domestic demand, credit
risk has tended to increase in corporations in several non-tradable goods sectors, as well as smaller
corporations. On the other hand, in contrast to the sovereign and banks’ situation, a collection of private
corporations, in better financial shape and with external connections, have managed to increase their
use of external funding.

During the course of 2011, loans granted to non-financial corporations accentuated the slowdown trend,
starting to record negative values from September. Albeit in aggregate terms, deceleration of the financing
of non-financial corporations is being performed gradually, there are asymmetries in the distribution of
such evolution, and reference should be made to the discrepancy between the growth of loans made by
resident banks to public corporations (not included in general government) and private sector corpora-
tions (annual rates of change of 17.3 and -2.9 per cent, respectively in February 2012; Chart 2.2 24).

However, when we analyse total credit to these sectors the differentiation tends to attenuate (the rate
of change of credit to non-financial corporations in the private sector was -0.4 per cent, with a 2.2 per
cent rate on public corporations). Contributing to the decrease of the said discrepancy was particularly
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Chart 2.2.22 Chart 2.2.23
CONFIDENCIAL IMOBILIARIO INDEX | YEAR-ON-YEAR LOANS TO HOUSEHOLDS FOR CONSUMPTION
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Note: Imométrica. Last observation: March 2012. Notes: Series shown refer to loans granted by resident mon-
etary institutions. The annual and quarterly rates of change
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outstanding amounts of bank loans at the end of the month,
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Chart 2.2.24

LOANS TO NON-FINANCIAL CORPORATIONS | ANNUAL RATE OF CHANGE
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Source: Banco de Portugal.

Notes: Series shown refer to loans granted by resident monetary institutions. The annual and quarterly rates of change are calculated
on the basis of the relationship between the outstanding amounts of bank loans at the end of the month, adjusted for securitisa-
tion operations and monthly transitions, which are calculated from outstanding amounts adjusted for reclassifications, write-offs/
write-downs and exchange rate and price revaluations. The quarterly rate of change is calculated from seasonal adjusted figures.
Whenever relevant, the figures are additionally adjusted for credit portfolio sales, as well as for other operations with non impact in
the corporations’ effective financing. Last observation: February 2012.



the funding from non-residents, which has been making a positive contribution to the funding of non-
financial corporations in the private sector either in the form of loans or securities and commercial credits
(Chart 2.2.25). This behavioural pattern of non-resident agents was not observed in the case of public
corporations in which they made a virtually nil contribution to credit growth (Chart 2.2.26).

The different funding profile of non-financial corporations in the public and private sectors is also clearly
visible in an analysis of credit by the dimension of corporations (Chart 2.2.27). It should be noted, in this
respect, that the large corporations, in which most public corporations are concentrated and holding
corporations are those with the highest rate of growth of total credit. However, whereas in the case of

Chart 2.2.25
CREDIT TO PRIVATE NON-FINANCIAL CORPORATIONS | CONTRIBUTIONS TO THE ANNUAL RATE OF CHANGE
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Source: Banco de Portugal.

Notes: Annual rates of change on outstanding amounts at end-of-period. The series are adjusted for securitisation operations,
reclassifications, write-offs/write-downs and exchange rate and price revaluations. Whenever relevant, the figures are additionally
adjusted for credit portfolio sales, as well as for other operations with non impact in the corporations’ effective financing. Last ob-
servation: February 2012.

Chart 2.2.26
CREDIT TO PUBLIC NON-FINANCIAL CORPORATIONS NOT INCORPORATED IN THE GENERAL
GOVERNMENT | CONTRIBUTIONS TO THE ANNUAL RATE OF CHANGE
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Notes: Annual rates of change on outstanding amounts at end-of-period. The series are adjusted for securitisation operations,
reclassifications, write-offs/write-downs and exchange rate and price revaluations. Whenever relevant, the figures are additionally
adjusted for credit portfolio sales, as well as for other operations with non impact in the corporations’ effective financing. Last ob-
servation: February 2012.
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the large corporations, the growth noted particularly derived from the highly significant contribution
made by loans from resident banks, in the case of holding companies a strong contribution was made
by other sectors in the form of securities, particularly from the non-resident sector. All other dimensions
posted significantly lower total credit levels, with, in the case of micro and medium-sized enterprises a
slight positive contribution made by other institutional sectors other than resident banks being noted.

By branches of activity, there was a reduction in heterogeneity between growth rates in bank loans,
with almost all sectors posting negative values in February 2012 (Table 2.2.2). Contributing to such an
approximation was the fact that the lowest rates of change, in 2010, associated with sectors such as
“construction” and “property activities” recorded a certain stabilisation, in contrast to most other sectors
which, in general, had been posting positive growth rates up to the end of first half 2011, having recorded
negative growth rates, in February 2012. Notwithstanding this approximation between growth rates,
reference should be made to two exceptions. Accordingly, the “wholesale commerce and retail, motor
vehicles and motorbike repairs” sector accentuated the deceleration trajectory beginning at the end of
first half 2011 and the “transport and warehousing” sector maintained a positive growth rate. In this
latter case, the fact that the sector posted a positive growth rate may be related with the high proportion
of public corporations, which, in general, have a higher rate of growth of bank loans than the others.



Chart 2.2.27
CREDIT TO NON - FINANCIAL CORPORATIONS | CONTRIBUTIONS TO THE ANNUAL RATE OF CHANGE
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3. FISCAL POLICY AND SITUATION

3.1. Overview

2011 was marked by the request for economic and financial assistance. In that context, a comprehensive
adjustment programme was designed to correct the structural imbalances of the Portuguese economy,
including a public finances consolidation plan intended to ensure a sustainable evolution path. The
objective established in the Programme for the 2011 deficit was achieved, albeit with a highly significant
amount of temporary measures. Notwithstanding, the year as a whole witnessed an unprecedented
consolidation effort, comprising a revenue increase and particularly a major contraction of expenditure,
which translated into a pro-cyclical tightening of fiscal policy. The debt ratio maintained its upwards
trend, reaching a historically high level at the end of the year.

According to the first Excessive Deficit Procedure notification of 2012, in 2011, the general government
deficit in National Accounts stood at 4.2 per cent of GDP, after having reached 9.8 per cent in 2010
(Table 3.1.1). This evolution was highly influenced by a significant amount of temporary measures and
special factors, both in 2010 and 2011. At the end of 2011, the public debt ratio reached 107.8 per
cent of GDP, in comparison to 93.3 per cent in 2010. Reference should be made to the fact that the
strong upward trend recorded by the debt ratio over the last few years worsened in 2011, particularly
on account of a large amount of deficit-debt adjustments.

The Programme set at 5.9 per cent of GDP the objective for the general government deficit in National
Accounts, which represented an upward revision of the target established in the State Budget (4.6 per
cent of GDP). Quarterly targets and an annual limit for the deficit on a public accounts basis were also
defined. The 2011 budgetary execution enabled these performance criteria to be met. The Programme
also established a limit on the stock of public debt which was also respected in 2011."

Table 3.1.1

MAIN FISCAL INDICATORS | PERCENTAGE OF GDP

2007 2008 2009 2010 2011 2011-2010

change@
Overall balance -3.1 -3.6 -10.2 -9.8 -4.2 5.6
Cyclical component 1.0 1.5 0.9 1.7 0.7 -1.0
Temporary measures® 0.1 1.1 0.0 1.7 4.0 2.3
Structural balance® -4.3 -6.2 -11.0 -13.2 -8.9 43
Interest expenditure 2.9 3.0 2.8 2.9 3.9 1.0
Structural primary balance® -1.4 -3.2 -8.2 -10.3 -5.1 5.3
Special factors®© -2.9 -0.9 2.0
Structural balance excluding special factors -10.3 -8.0 23
Structural primary balance excluding special factors -7.5 -4.1 3.3
Public debt 68.3 71.6 83.1 93.3 107.8 14.4

Sources: INE and Banco de Portugal.

Notes: (a) According to the definition adopted in the Eurosystem, temporary measures refer to discretionary measures or other one-
-off factors affecting the general government balance in the same direction during a limited period of time (3 years, at most). This
definition includes factors with positive and negative impact on the fiscal balance, but a cautious approach is adopted as regards
measures contributing to its deterioration. The annual impact of a temporary measure must exceed 0.1 per cent of GDP. See Table
3.1.2. (b) Structural values are adjusted for the impact of the economic cycle and temporary measures. The cyclical component and
temporary measures are computed by Banco de Portugal according to the methodologies adopted by the Eurosystem. (c) See Table
3.1.2. (d) Changes do not necessarily correspond to differences in values as a ratio to GDP due to rounding.

1 The definition of public debt relevant for the assessment of the performance criteria in the context of the Pro-
gramme does not coincide with the definition of Maastricht debt used in the Excessive Deficit Procedure. Accor-
ding to the latter, public debt, at the end of 2011, amounted to EUR 184,291 million. The stock of public debt
compiled in accordance with the criteria defined in the Programme is EUR 168,901 million, which compares to
the EUR 175,900 million limit.
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In 2011, important changes were made as far as fiscal governance is concerned, comprising, in particular,
the definition of fiscal rules, the establishing of a medium term budget planning framework and the
creation of an independent fiscal council (see “Box 3.1 Institutional framework of the public finances
in Portugal: recent developments”, of this Report). These modifications occurred in parallel with very
significant changes to the budgetary surveillance mechanism in the European Union (see “Box 3.2 Deve-
lopments in the budgetary surveillance mechanism of the European Union”, of this Report) and are very
demanding in terms of their implementation, requiring an important investment in specialized human
resources and the full understanding of the new rules and procedures by all entities and agents involved.

The 2011 fiscal developments should be analysed taking into account the impact of several
temporary measures and special factors. Nevertheless, the consolidation effort reached an
unprecedented magnitude.

The 2011 fiscal developments are underpinned by several temporary measures with a 4.0 percentage
points (p.p.) of GDP overall impact on revenue and other special factors? whose impact on expenditure
amounted to 0.9 p.p. of GDP (Tables 3.1.1 and 3.1.2).

According to the definition adopted by the Eurosystem, it is considered a temporary measure the
transfer to the State of assets of the pension funds of several financial institutions, as a counterpart
for the assumption by Social Security of the liabilities related to old age and survivors’ pensions of the
banking sector retirees and pensioners (see “Box 3.3 Pension fund transfers and their impact on public
accounts in Portugal: 1997-2011", of this Report). This operation implied the recording of capital revenue
amounting to 3.5 per cent of GDP on a National Accounts basis. The revenue obtained with a Personal
Income Tax surcharge on the Christmas bonus, corresponding to 0.5 per cent of GDP, is also classified
as a temporary measure.

Asin 2010, 2011 fiscal developments were affected by an additional set of special factors with a negative
impact on the fiscal balance and that, as a whole, implied its deterioration by 0.9 per cent of GDP (Table

Table 3.1.2
2010 2011
Temporary measures 1.7 4.0
Pension funds' transfer 1.6 3.5
Proceeds from concessions 0.1 -
Personal Income Tax surcharge - 0.5
Special Factors 2.9 0.9
Delivery of two submarines 0.5 -
Reclassification of PPP contracts 0.5 0.1
BPN effect® 1.0 0.4
BPP effect® 0.3 -
Madeira effect 0.6 0.4
Reclassification of Via Madeira - 0.2
SESARAM - calling of guarantees - 0.2
Regional Government debt 0.6 0.1
Impact on revenue 1.6 4.0
Impact on expenditure 2.9 0.9
Impact on the fiscal balance -1.2 3.1

Sources: INE and Banco de Portugal.

Notes: (a) In 2010, the "BPN effect” reflects the assumption of Banco Portugués de Negdcios impairments by special purpose
vehicles classified within general government. In 2011, it refers to the recapitalisation of Banco Portugués de Negdcios, under the
scope of the respective reprivatisation process. (b) The “BPP effect” reflects the calling of a guarantee granted by the State to a loan
to Banco Privado Portugués.

2 Special factors are considered to be transactions that have an one-off effect on the general government deficit
but that cannot be treated as temporary measures in conformity with the Eurosystem definition. See Table 3.1.2
for a detailed list of special factors and temporary measures.



3.1.2). In particular, the general government capital expenditure was affected by the recording of the
amount spent on the recapitalisation of Banco Portugués de Negdcios, in the context of the respective
reprivatisation process (0.4 per cent of GDP), and of the total stock of debt guaranteed by the Regional
Government of Madeira to SESARAM (0.2 per cent of GDP). In addition, the reclassification of the corpo-
ration Via Madeira into general government sector and the consequent assumption of the respective
impairments entailed a 0.2 per cent of GDP deterioration of the fiscal balance, essentially through an
increase in investment. This latter item was also affected by the recording of the investment made in
the Via do Infante motorway under a public-private partnership arrangement (0.1 per cent of the GDP).
Lastly, reference should also be made to the recording of debt contracted by the Regional Government
of Madeira, which translated into a 0.1 per cent of GDP increase in the deficit.

In a context of unavoidable correction of the Portuguese economy'’s structural imbalances,
fiscal policy was highly restrictive.

According to Banco de Portugal estimates, based on the cyclical adjustment methodology adopted by
the Eurosystem?, the cyclical component of the structural balance recorded in 2011 a 1.0 p.p. of GDP
decrease, thus giving a negative contribution to the fiscal balance change. This development essentially
reflects the fact that, in 2011, the decline in private consumption, in real terms, was sharper than the
respective trend.*

The Banco de Portugal estimate points to a 4.3 p.p. of trend GDP improvement in the structural deficit®,
with its level standing at 8.9 per cent of GDP. In the context of a highly significant increase in interest
expenditure, the fiscal stance, measured by the change in the structural primary balance, was clearly
restrictive and pro-cyclical (Chart 3.1.1). In fact, in 2011 the change in the structural primary balance was
5.3 p.p. of trend GDP. The change in the structural primary balance between 2010 and 2011 corrected
for the impact of factors which, albeit extraordinary, are not covered by the definition of temporary
measures used in the Eurosystem, was 3.3 p.p. of GDP.

Notwithstanding a considerable increase in the structural fiscal burden, the reduction of
the structural primary deficit derives, to a greater extent, from the reduction of structural
primary expenditure, particularly on compensation of employees and investment.

The 2011 fiscal consolidation derived from a decrease in primary structural expenditure and to a lesser
extent an increase in structural revenue (Chart 3.1.2). Indeed, primary structural expenditure, corrected
also for the impact of other special factors, declined by 2.0 p.p. of trend GDP, confirming the downward
trend that was already clear in 2010. This development is essentially explained by the strong reduction
of compensation of employees and the contraction of public investment. In turn, structural revenue as
a percentage of trend GDP increased by 1.4 p.p.. This evolution derived from the performance of the
structural fiscal burden which, after a relative stabilisation in 2010, increased by 1.5 p.p. in 2011¢ (Chart
3.1.3), though remaining at a level below the maximum reached in 2007.

3 For more detail on the cyclical adjustment methodology adopted by the Eurosystem, see Braz, C. (2006), “The
calculation of cyclically adjusted balances in Banco de Portugal: an update”, Banco de Portugal, Economic Bul-
letin - Winter.

4 Reference should be made to the fact that the estimate obtained for the change in the cyclical component of the
deficit is more negative than the estimate obtained without taking into account the effects of the composition
of economic growth (-0.7 p.p.). In the case of the cyclical adjustment methodology adopted by the Eurosystem,
more adequate macroeconomic bases for each budgetary item are considered, whereas most methodologies
only take into account the real effects of GDP on the budget balance in aggregate terms.

5 Nominal trend GDP is defined as real trend GDP (calculated in accordance with the cyclical adjustment metho-
dology adopted by the Eurosystem) multiplied by the observed GDP deflator. After recording a growth of 0.7
per cent in 2010, nominal trend GDP decelerated, recording a 0.3 per cent growth in 2011.

6 The structural tax burden includes revenue from taxes on income and wealth, taxes on production and imports,
capital taxes and social contributions, cyclically adjusted and excluding the impact of temporary measures.
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Chart 3.1.1

FISCAL POLICY AND CYCLICAL POSITION: 1996-2011
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Sources: INE and Banco de Portugal.

Notes: (a) The cyclical position of the economy is assessed by the change in the output gap, which represents the difference between
GDP and trend GDP growth rates. (b) Change in the structural primary balance excluding special factors.

Chart 3.1.2
CHANGE IN STRUCTURAL REVENUE AND PRIMARY EXPENDITURE: 1996-2011 | PERCENTAGE POINTS OF TREND
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Note: (a) Change in the structural primary expenditure excluding special factors.



Chart 3.1.3
STRUCTURAL TAX BURDEN® AND PRIMARY EXPENDITURE®: 1995-2011
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—Structural primary expenditure
---Structural primary expenditure corrected for special factors ©

Source: Banco de Portugal.

Notes: (a) The tax burden includes taxes and social contributions, adjusted for the impact of the economic cycle and the effect of
temporary measures. (b) Primary expenditure is adjusted for the impact of the economic cycle and the effect of temporary measures.
(c) Primary expenditure corrected for special factors is adjusted for the impact of the economic cycle, the effect of temporary mea-
sures and the impact of special factors in 2010 and 2011 (see Table 3.1.2).

The 2011 fiscal outturn benefited from the impact of consolidation measures implemented in
the preceding year, included in the State Budget for 2011 or announced during the course of
the year.

In 2011 the changes to the tax system with an effect on revenue from taxes and social contributions led
to a very significant increase of taxation in Portugal. Within the scope of the Personal Income Tax there
was a rise in the taxation on higher incomes, on pension and capital income and a decline in tax benefits.
As regards the Corporate Income Tax, there was also an increase in the taxation of higher profits and
a reduction of tax benefits. Moreover, the State Budget for 2011 introduced a new tax on the banking
sector, classified in National Accounts as revenue from taxes on income and wealth. Regarding VAT,
after 1 p.p. increases of all tax rates, in force since July 2010, it is also worth emphasizing, in 2011, the
2 p.p. increase in the standard rate, starting in January, and, in October, the increase of VAT on gas and
electricity (with a small impact on revenue in 2011).

Also as regards measures on the revenue side, reference should be made to the increase from 10to 11 per
cent of the contribution rate payable by Caixa Geral de Aposentacdes (CGA) subscribers, the integration
of the banking sector social contributions in the general Social Security regime and the coming into force
of the new Contributory Code, affecting the general government revenue from social contributions, in
addition to the introduction of tolls on motorways previously toll-free.

On the expenditure side, itis worth mentioning the 5 per cent average reduction of wages of civil servants,
as foreseen in the State Budget for 2011, and the control of admissions. As regards social payments, the
outturn of the year was influenced by the freezing of pensions, by the implementation of means-testing
procedures required for the recognition and maintaining of the right to the social programme for the
support of poor households, unemployment benefits and family allowances, announced in 2010, and by
the changes to the rules governing the eligibility and calculation of unemployment benefits. Moreover,
several measures in the healthcare sector also made a non-negligible contribution to fiscal consolidation.
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3.2. Fiscal developments in 2011

Revenue

The increase in the structural tax burden in 2011 essentially derived from the legislative
changes in force since mid-2010 or included in the State Budget for 2011.

In 2011, the tax burden as a percentage of trend GDP recorded an increase of 0.9 p.p.. The impact of the
economic cycle made a negative contribution of 1.1 p.p. to this change, whereas the effect of temporary
measures made a positive contribution of 0.5 p.p.. Accordingly, the structural component of the fiscal
burden increased by 1.5 p.p. of trend GDP, particularly reflecting changes in legislation with an impact
on the 2011 revenue (Chart 3.2.1). The discrepancy between the nominal rates of trend growth of the
macroeconomic bases and GDP made only a slightly positive contribution to the structural change of
the overall receipts from taxes and social contributions. The residual component, by contrast, made a
negative contribution which essentially reflects effects related with refunds and the lower revenue from
social contributions deriving from the wage cut implemented in general government.

Chart 3.2.2 illustrates the evolution of structural revenue associated with the main taxes and social
contributions in 2011. The structural receipts from taxes on households’ income went up by 4.9 per
cent, corresponding to a change by 0.3 p.p. of trend GDP. The growth of structural revenue was consi-
derably lower than recorded by actual revenue (10.0 per cent), whose evolution is highly influenced by
the receipts resulting from the extraordinary Personal Income Tax surcharge on the part of the Christmas
bonus exceeding the minimum wage. Given the pro-cyclical behaviour of the macroeconomic base
adopted for the Personal Income Tax (private sector wage bill), the cyclical component of revenue from
the collection of these taxes recorded a decrease. The respective impact was more than offset by the effect
of changes in legislation. The latter particularly reflect a series of measures in force since the middle of
2010: the creation of an extraordinary tax on taxpayers with higher income levels (through an increase
in the marginal rates applicable to the higher tax brackets), the introduction of a new tax bracket with
a marginal rate of 45 per cent on taxable income exceeding EUR 150 thousand and an increase in the

Chart 3.2.1
BREAKDOWN OF THE OVERALL CHANGE IN STRUCTURAL TAXES AND SOCIAL CONTRIBUTIONS®
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Sources: INE and Banco de Portugal.

Note: (a) For more details on the methodology underlying the calculation of these contributions see Kremer et al. (2006), “A disa-
ggregated framework for the analysis of structural developments in public finances”, ECB Working paper no.579; Braz, C. (2006),
“The calculation of cyclically adjusted balances at Banco de Portugal: an update”, Banco de Portugal Economic Bulletin - Winter.



Chart 3.2.2
BREAKDOWN OF THE CHANGE IN STRUCTURAL TAXES AND SOCIAL CONTRIBUTIONS IN 2011@
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Sources: INE and Banco de Portugal.

Note: (a) For more details on the methodology underlying the calculation of these contributions see Kremer et al. (2006), “A disa-
ggregated framework for the analysis of structural developments in public finances”, ECB Working paper no.579; Braz, C. (2006),
"The calculation of cyclically adjusted balances at Banco de Portugal: an update”, Banco de Portugal Economic Bulletin - Winter.

final withholding rates on interest income. The State Budget for 2011 also introduced overall ceilings
for tax benefits and deductions in the two higher income brackets, reduced the deduction applicable
to pensions’ income above EUR 22,500 per annum and increased the taxation of capital gains. In 2011,
the residual relating to taxes on households’ income was approximately nil, reflecting the impact of two
effects with opposite signs that approximately cancelled each other out: on the one hand, there was an
increase in revenue from the taxation of interest income, arising from the increase in the final withholding
rates and from the growth of capital income due to higher interest rates; on the other, there was an
increase in Personal Income Tax refunds due to the fact that the changes introduced in mid-2010 were
not adequately reflected in the withholding tables, leading to excessive amounts withheld in that year.
This effect has a negative impact on the residual component of taxes on households’ income.

The structural revenue from taxes on firms’ income went up by 18.6 per cent in 2011 (13.4 per cent
in actual terms). The growth of this variable largely exceeded the growth of nominal private trend GDP
which is the macroeconomic base considered for cyclical adjustment, contributing with 0.5 p.p. of trend
GDP for the improvement of the structural balance. Two measures contributed to this evolution: the 2.5
p.p. Corporate Income Tax surcharge applicable on taxable profit above EUR 2 million, introduced in the
middle of 2010; and the imposition of a new tax on the banking sector, included in the State Budget
for 2011. In addition, the residual component was also significant, reflecting the return of refunds to a
normal level (following a more marked growth in 2010) and, mainly, the fact that the macroeconomic
base does not adequately capture the performance of taxable profits.

In structural terms, VAT revenue recorded a 10.2 per cent increase in 2011 (0.7 p.p. of trend GDP),
corresponding to a 4.7 per cent rise in actual terms. The growth of this variable largely exceeded that of
the respective macroeconomic base (nominal private consumption). The main contribution to the increase
in the structural revenue from VAT is attributed to the revisions of the rates implemented in July 2010
(1 p.p. for all rates) and January 2011 (2 p.p. for the standard rate) and, to a lesser extent, the increase
in the rate applicable on electricity and gas starting in October 2011. The highly significant negative
residual is almost completely explained by the strong growth of refunds, partly justified by administrative
changes that accelerated its processing.
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Structural revenue from the remaining taxes on production and imports went slightly down. In actual
terms, the Tax on QOil Products receipts declined by 4.0 per cent. This evolution was more favourable
than what would derive from developments in fuel sales?, as there was a reduction of tax expenditure
owing to the elimination of tax benefits on bio-fuels. In turn, the pronounced fall in motor vehicle sales
(31.9 per cent in the case of light passenger vehicles) was not fully reflected in the collection of the Tax
on Vehicles Sales (that decreased 22.6 per cent). In fact, in 2011, revenue from this tax benefited from
the strong increase in sales recorded in December 2010 which only translated into revenue in January of
the following year. The collection of the Tax on Tobacco and the Municipal Tax on Real Estate recorded
positive changes (1.3 and 4.3 per cent, respectively). Lastly, reference should be made to the decreases
in proceeds from the Stamp Duty (-3.6 per cent) and the Municipal Tax on Property Transactions (-27.9
per cent), which reflect a reduction in the volume of financial and real estate transactions, respectively.

In 2011, revenue from social contributions went down 0.3 per cent, with actual contributions having
increased 3.3 per cent while imputed contributions decreased 10.7 per cent. In structural terms, social
contributions increased 1.1 per cent, which translates into a minor change as a percentage of trend GDP
(0.1 p.p.). To a large extent, this evolution is explained by the fact that the nominal trend wage bill of the
private sector recorded a much higher growth than nominal trend GDP and by the impact of changes
in legislation: the increase from 10 to 11 per cent in the rate of contribution of CGA subscribers, the
integration of banking sector social contributions in the general social security regime and the coming
into force of the new Contributory Code. This was counterbalanced by a reduction of revenue resulting
from the civil servants’ wage cut, which has an impact on imputed contributions and is captured by the
residual component. It should be recalled that, in National Accounts, employers’ contributions referring
to general government workers who are CGA subscribers are obtained by applying a rate of 28.43 per
cent on their wages and recorded as imputed contributions. This item went down 7.7 per cent in 2011.

Notwithstanding the drop in dividends (-44.2 per cent), in 2011 the remaining components of current
revenue recorded, as a whole, a 7.1 per cent increase. Contributing factors for this evolution are the
growth of interest received by the general government (122.1 per cent) and, to a lesser extent, of sales
of goods and services (3.6 per cent).

The increase in actual capital revenue reflects the use of a significant amount of temporary
measures. In structural terms, this item recorded a marked decrease.

Capital revenue recorded a substantial increase in actual terms (61.5 per cent). However, this evolution
is mostly due to the impact of the transfers of assets from the Portugal Telecom (PT) and banking sector
pension funds (respectively in 2010 and 201 1), which are covered by the definition of temporary measures
adopted by the Eurosystem. Therefore, in structural terms, capital revenue declined by 17.6 per cent,
which translates into a slightly negative change as a percentage of trend GDP (-0.2 p.p.). It should be
noted that this rate of growth of structural revenue is underpinned by a base effect associated with
the 2010 Exceptional Tax Settlement Regime, which led to the repatriation of capital held abroad and
the respective fiscal regularisation, resulting in an unusual increase in capital tax revenue in that year.

7 In 2011, petrol sales declined by 9.5 per cent and diesel sales went down by 6.6 per cent.



Primary expenditure

In 2011, for the first time since 19952, primary current expenditure recorded a considerable
decline, which was common to its main components.

In 2011 structural primary current primary expenditure recorded a decline (-4.1 per cent), decreasing by
1.9 p.p. as a percentage of trend GDP (Chart 3.2.3). This evolution was common across its main items,
particularly intermediate consumption and compensation of employees. The evolution of expenditure
on intermediate consumption (-10.1 per cent) was highly conditioned by a base effect resulting from
the delivery of a non-negligible amount of military equipment, in 2010, as well as by the recording in
2011 of debt previously contracted by the Regional Government of Madeira. Adjusting for these effects
the reduction would have been 0.1 per cent.

As regards the expenditure with compensation of employees, the reduction (-8.2 per cent) is essentially
explained by the 7.8 per cent decrease in wages and salaries. This evolution is mirroring the public sector
wage cuts in force since January 2011, in addition to the decline in the number of civil servants (-2.7
per cent). These effects were reinforced by the already mentioned fall in imputed social contributions.

Social benefits in cash were the only primary current expenditure item to record a positive, albeit relatively
minor, change in 2011. The 1.4 per cent growth of this item is essentially derived from the performance
of pension expenditure, notwithstanding the fact that they were frozen (with the exception of minimum
pensions). In fact, pension outlays increased 3.1 per cent in the case of Social Security and 5.4 per cent
in the case of CGA. Vis-a-vis the preceding year, there was a slight deceleration in pension expenditure
in the Social Security subsystem, in a context of quasi-stabilisation of the average rate of change in the
number of pensioners (1.4 per centin 2011). The evolution of pension expenditure by CGA is influenced
by the payment of pensions to former workers of PT Comunicagdes, S.A., following the transfer to this
subsystem of the assets allocated to the respective pension fund in 2010. Adjusting for this effect, the
growth of this expenditure would have been 3.4 per cent (still representing a deceleration vis-a-vis 2010),

Chart 3.2.3
BREAKDOWN OF THE CHANGE IN STRUCTURAL PRIMARY EXPENDITURE®
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Notes: (a) The composition of primary expenditure is corrected for the effects of the several transformations of public hospitals into
corporations in the 2002-2010 period, according to estimates by Banco de Portugal. (b) Other primary expenditure includes social
payments excluding pensions, general government social contributions, subsidies and other current and capital expenditure. (c)
Change in the structural primary expenditure corrected for the impact of special factors in 2010 and 2011.

8 Date since which compatible data are available.
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whereas the average rate of the change in the number of CGA pensioners would have been 2.5 per cent
(in comparison to an unadjusted rate of 4.2 per cent).

Regarding expenditure on other social payments in cash, a substantial decline was recorded. Reflecting
the impact of the changes made to the rules governing access and maintenance of the right to non-
-contributory social payments, the amounts spent on the social programmes for the support of poor
households’ and senior citizens and family allowances recorded sharp falls. In the latter case, the decrease
was also affected by the elimination of the payments made to the 4th and 5th brackets, as well as
of the 25 per cent supplement for the first brackets, included in the State Budget for 2011. Sickness
allowances remained essentially unchanged between 2010 and 2011. In turn, unemployment subsidies
grew 0.7 per cent in structural terms, whereas in actual terms there was a 5.3 per cent reduction. Also
in this case the decrease is explained by the revision of access conditions and the calculation of this social
payment, implemented in 2010. Note that the average number of subsidised unemployed individuals
fell 14.1 per centin 2011.

Social paymentsin kind recorded an overall 4.7 per cent decline. This evolution was essentially explained by
the decreases of 12.4 percentand 2.2 per cent, respectively in expenditure on pharmaceutical co-payments
and conventions and payments of services provided by corporate hospitals. In the first case, it should
be mentioned that the evolution of expenditure reflects measures adopted in the healthcare sector, in
particular the reductions of prices of co-financed medicines and several co-payment rates.

Lastly, reference should be made to the fact that, in 2011, expenditure on subsidies remained at a level
close to that of the preceding year, recording a -0.9 per cent change, particularly owing to the 5.6 per
cent decrease of expenditure on compensatory payments to State-owned enterprises classified outside
the general government sector.

Capital expenditure recorded a sharp decline as a result of reductions in both public
investment and capital transfers.

In actual terms, capital expenditure went down 34.4 per cent in 2011, following a growth of 45.9 per
cent in 2010. Although public investment declined 28.8 per cent, this evolution largely derived from
the effect of special factors affecting the level of this variable in 2010 and 2011. In particular, the 2010
budget execution reflects the recording in National Accounts of investment expenditure made for the
construction and operation of road infrastructures within the scope of contracts previously classified as
public private partnerships, as well as of debt contracted by the Regional Government of Madeira. In
2011, investment made under a public-private partnership and investment expenditure of the public
company Via Madeira were also reclassified in the general government accounts. Excluding the impact of
these factors and the sharp decline in revenue from the sale of buildings (recorded in National Accounts
as negative capital expenditure), the decrease in general government investment would have stand at
25.2 per cent. This evolution derived, to a large extent, from the drop in investment expenditure made
by Estradas de Portugal (-66.1 per cent) and Parque Escolar (-32.0 per cent), as well as that by local
government entities (-9.9 per cent).

There was also a reduction in capital transfers (-40.1 per cent). However, the evolution of capital trans-
fers is highly influenced by a base effect deriving from the recording in 2010 of the amounts related to
the call of a guarantee granted by the State to a loan to Banco Privado Portugués and the assumption
of Banco Portugués de Negdcios impairments by entities classified in the general government sector. In
addition, in 2011, expenditure incurred on the recapitalisation of Banco Portugués de Negocios and the
stock of debt of the company SESARAM guaranteed by the Regional Government of Madeira are also
included in this item, as well as the effect of the rescheduling of debt repayment arrangements referring
to football clubs from the Autonomous Region of Madeira. The decrease in capital transfers adjusted for
these factors is much less marked than their actual decrease, which stood at -1.0 per cent. This evolution



is also mirroring the growth of investment aids (11.1 per cent) and the decrease in equity injections in
State-owned enterprises classified outside the general government sector which are reclassified in this
expenditure item (-45.1 per cent).

Adjusting for the impact in the level of investment and capital transfers of the above mentioned special
factorsin 2010 and 2011, as well as for the base effect associated with proceeds from concessions related
to the energy sector in 2010 (that is in accordance with the definition of temporary measures adopted
by the Eurosystem), the decline in capital expenditure, as a whole, would have been 19.9 per cent.

Interest expenditure and public debt

The increase of the stock of public debt and the respective implicit interest rate resulted in a
marked growth of interest expenditure.

Interest expenditure, as defined in the context of the Excessive Deficit Procedure, recorded a substantial
increase (34.2 per cent) in 2011, corresponding to a rise by 1.0 p.p. of trend GDP. This outcome derives
from a combination of the strong growth of the stock of public debt and a very significant increase in
the respective implicit interest rate® (from 2.9 per cent, in 2010, to 3.9 per cent, in 2011). The evolution
of the implicit interest rate is essentially explained by developments regarding short term debt. Indeed,
the implicit interest rate computed on the basis of the stock of Treasury Bills increased considerably in
2011 whereas the implicit interest rate on Treasury Bonds remained at a level similar to that recorded
in the previous year.

During the course of 2011 the issue of Treasury Bonds was not significant, with this source of funding
being replaced since the middle of May by the instalments of the loans received in the context of the
Economic and Financial Assistance Programme. Therefore, in line with the arranged schedule, an amount
roughly equivalent to half of the Programme’s total funding was received in 2011. For the year as a
whole, the annual equivalent interest rate referring to the Programme’s loans was approximately 3 per
cent. Note that these costs were considerably lower in comparison to the initial forecast following the
elimination of financial margins on loans granted by the European Financial Stability Facility and the
European Financial Stabilisation Mechanism.

In a context of primary deficit reduction, the strong increase in the public debt ratio is
essentially explained by deficit-debt adjustments and, to a lesser extent, by the snowball
effect.

In 2011, the gross public debt to GDP ratio, as defined in the context of the Excessive Deficit Procedure,
recorded a very substantial increase (14.4 p.p.), having reached 107.8 per cent at the end of the year
(Table 3.1.1 and Chart 3.2.4). Given the strong improvement in the primary balance (which, in 2011,
stood at -0.4 per cent of GDP, after -7.0 per cent in the preceding year), the respective contribution to the
increase in public debt was very small. The effect of the increase in interest expenditure was reinforced
by the negative evolution of nominal GDP, with the impact of the snowball effect on debt standing at
4.8 per cent of GDP. Therefore, more than half of the change recorded by the public debt ratio resulted
from deficit-debt adjustments amounting to 9.3 per cent of GDP in 2011.

9 The implicit interest rate on public debt is defined as the ratio between interest expenditure for the year and the
simple average of the stock of debt at the end of the same and preceding years.
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Chart 3.2.4

BREAKDOWN OF THE CHANGE IN THE PUBLIC DEBT RATIO
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The magnitude of the deficit-debt adjustments essentially mirrored the major contribution of the accumu-
lation of general government deposits amounting to 6.0 per cent of GDP. Therefore, excluding the impact
of the increase in these assets, public debt would have recorded an increase by 8.4 p.p. of GDP vis-a-vis
2010. In particular, the accumulation of deposits is largely explained by the part of the instalments received
under the Programme yet to be used and, to a lesser extent, by the part of the assets from banking sector
pension funds that was transferred in 2011 (1.9 per cent). The deficit-debt adjustments also reflected the
accumulation of other financial assets, mostly referring to the amount of the pension funds’ assets still
to be transferred (1.6 per cent of GDP), in addition to the recording of loans of the Portuguese State to
Greece and Ireland, in the context of the respective international assistance programmes (0.4 per cent of
GDP) and of the equity injection in Banco Portugués de Negdcios, within the scope of its reprivatisation
process (0.4 per cent). Reference should also be made to the impact of valuation effects on debt (1.1 per
cent), generated, in particular, by the difference between interest paid and interest recorded in National
Accounts, as well as by the issuance and redemption value of debt not at par.

3.3. Euro area

The general government deficit in the euro area as whole stood, at the end of 2011, at 4.1 per cent
of GDP, representing an improvement by 2.1 p.p. of GDP vis-a-vis de previous year (Chart 3.3.1). Note
that, in 2011, only six Member-states recorded fiscal deficits below the 3 per cent of GDP reference
value. The European Commission forecasts a gradual improvement of the general government deficit
in the two following years, to 3.2 and 2.9 per cent of GDP in 2012 and 2013, respectively. At the end
of the projection horizon the general government deficit is expected to stand below the 3 per cent of
GDP threshold in eight euro area countries. It should also be highlighted that, according to the European
Commission’s Spring Economic Forecasts, among the Member-states subject of an Excessive Deficit
Procedure whose deadline for correction is 2012, only Cyprus is not expected to achieve such goal.
Regarding the countries for which the deadline is 2013, the forecasts suggest that it will be respected
only in the cases of Germany and Austria.

At the end of 2011, the public debt ratio in the euro area rose to 87.2 per cent of GDP, after standing at
85.6 per cent in 2010 (Chart 3.3.2). The European Commission foresees that the rising trend recorded
in the last years will continue to be observed in most Member-states, with the euro area public debt as
a ratio to GDP expected to stand at 91.8 and 92.6 per cent of GDP in 2012 and 2013, respectively. The
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Commission’s forecasts imply that, at the end of 2013, only five Member-states are expected to record
public debt ratios below the 60 per cent of GDP reference value.

The economic and financial crisis exposed several of the fragilities of the European Union‘s multilateral
fiscal surveillance mechanism. As a consequence, in 2011 and at the beginning of 2012, new rules
designed to reinforce economic governance in the European Union and particularly in the euro area,
were introduced. In November 2011 six legal texts aiming at reinforcing the preventive and corrective
arms of the Stability and Growth Pact, establishing minimum requirements for national fiscal frameworks
and the prevention and correction of macroeconomic imbalances and competitiveness were approved.
More recently, on 1 March 2012, all Member-states with the exception of the United Kingdom and the
Czech Republic signed the new Treaty on Stability, Coordination and Governance in the Economic and
Monetary Union, incorporating the fiscal compact. The main element of this document is the transposi-
tion of a balanced budget rule with automatic correction mechanisms into national legislation (see “Box
3.2 Developments in the budgetary surveillance mechanism in the European Union", of this Report).

Chart 3.3.2
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BOX 3.1 | INSTITUTIONAL FRAMEWORK OF PUBLIC FINANCES IN
PORTUGAL: RECENT DEVELOPMENTS

An essential aspect of the European authorities’ efforts to contain and resolve the sovereign debt crisis
has been based on the reinforcement of multilateral and national mechanisms designed to ensure fiscal
discipline (see “Box 3.2 Developments in the budgetary surveillance mechanism of the European Union”
of this Report). As regards national fiscal frameworks, the guidelines incorporate the main results of
the literature produced over the last few years on the relevance of rules and institutions as a means of
ensuring sustainable public finances.! Therefore, based on an analysis of best international practices, it is
recommended a basic architecture comprising the following: i) fiscal rules; ii) a medium term budgetary
framework; iii) independent fiscal institutions; and, iv) budgetary procedures, particularly centralisation
(both at the planning and approval as at the implementation stages), top down budgeting, assessments
of the efficiency of expenditure and use of an accrual based accounting system. Notwithstanding the
fact that Portugal has made some progress over the last few years, it was, in 2011, still very far from
this paradigm. The main vulnerabilities that have been pointed out in the case of the Portuguese budg-
etary system can be summed up in five points: i) the absence of effective fiscal rules; ii) the absence
of a binding medium term framework, to anchor budgetary decisions; iii) the high level of budgetary
fragmentation; iv) the lack of a comprehensive accounting framework; and v) focus on the resources
used, and not on the public sector output, and its effect on social welfare.

The main legislative measures relating to fiscal governance in Portugal, approved in 2011, comprised a
series of changes to the Budgetary Framework Law and the creation of the Public Finance Council, as set
out in the revised Budgetary Framework Law following the concerns expressed by several EU instances
and systemised in Council Directive 2011/85/EU of 8 November 2011.2 Several measures designed to
tighten control over budgetary execution were also adopted.

As regards fiscal rules the Budgetary Framework Law establishes that the general government struc-
tural balance (adjusted by the effects of the cycle and temporary measures) shall not be lower than
the medium term objective set in the Stability and Growth Pact (currently -0.5 per cent of GDP). This
formulation has the advantage of being essentially in conformity with the dispositions of the Treaty of the
European Union, the Stability and Growth Pact and the recently signed Treaty on Stability, Coordination
and Governance in the Economic and Monetary Union. Its main shortcomings vis-a-vis developments
occurring on a EU level derive from the fact that it has not been complemented by rules on the debt
ratio and public expenditure and does not specify a correction mechanism for potential deviations and
a transition rule.

The Budgetary Framework Law also introduces a medium term dimension for the design and execution
of fiscal policy by defining a multi-annual budget framework to be jointly approved with the first
annual budget of each parliament term and updated every year at the same time as the assessment, in
year T, of the State Budget for T+1.3 This document will set limits on central government expenditure
funded by general revenue, binding for each programme at T+1, for groups of programmes at 7+1 and
T+2 and for the whole set of programmes from T+1 to T+4. In this context, the aggregate subject to
control includes expenditure deriving from laws on the financing of Social Security, the autonomous
regions and local government. The positive aspects of this multi-annual framework essentially result from

1 For a summary, see European Commission (2010), “National fiscal frameworks”, Part I, chapter 3 of Public
Finances in EMU 2010.

Directive that establishes the requirements applicable to the Member-states’ budgetary frameworks.

3 The presentation and consideration of this document were brought forward this year in the context of the Eco-
nomic and Financial Assistance Programme for Portugal.
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the broad coverage of expenditure and the definition of binding ceilings. Reference should, however,
be made to the non-explicit consideration of developments on the revenue side and the timing of its
presentation and updates, not consistent with a top down budget programming, which requires the
approval of the multi-annual framework just after the approval of the Stability Programme update at
the EU level, i.e. in the second quarter of the year.

The creation of an independent fiscal council is generally contemplated in the Budgetary Framework
Law. The statutes of the Public Finance Council were later defined in a law approved in the Parliament.
The Council is made up of five members, of which a maximum of two may be non-nationals. They are
appointed by the Council of Ministers under a proposal of the President of the Court of Auditors and
the Governor of Banco de Portugal. Their mandate is very broad and includes, inter alia, the assessment
of the macroeconomic scenarios used by the government, the verification of compliance with current
fiscal rules, the analysis of the sustainability of the public finances in their various dimensions and the
monitoring of budgetary execution. The Public Finance Council is currently at its set-up stage.

As regards the control of budgetary execution, reference should be made to the reinforced role of
budget programme coordinators and the approval of a new law on public expenditure commitments
control. The first derives from the Budgetary Execution Decree Law of 2012 and aims to reduce the
fragmentation of the budgetary process in Portugal, making each ministry responsible for compliance
with its budget ceilings and the correction of any deviations. In turn the legislation on expenditure
commitments and arrears, approved last February, aims to ensure that the budgetary execution does
not lead to an accumulation of arrears, forcing public entities not to commit to expenditure in excess
of the funds available.

The Economic and Financial Assistance Programme for Portugal fully accepted the changes to the
Budgetary Framework Law which had already been approved by the Parliament and the creation of the
Public Finance Council, based on the report of the commission mandated to produce a proposal for its
statutes. The emphasis was placed on the implementation of the Budgetary Framework Law, including
the revision of the local and regional finances laws.

The success of the reform of the public finances institutional framework is now crucially dependent upon
the scheduling and fulfilment of the actions required for its implementation.



BOX 3.2 | DEVELOPMENTS IN THE BUDGETARY SURVEILLANCE
MECHANISM OF THE EUROPEAN UNION

The economic and financial crisis has exposed several of the weaknesses of the European Union's
multilateral surveillance mechanism. Following the proposals submitted by the European Commission
in September 2010 and the recommendations of the Van Rompuy Task Force, a collection of six legal
texts designed to reinforce the European Union’s economic governance, particularly in the euro area,
was approved in November 2011.

The legislation included two regulations deriving from the need to broaden the supervision of the
economic policies of Member States. In addition to budgetary supervision, it was established a more
formal and detailed framework in order to avoid excessive macroeconomic imbalances and assist affected
Member States to implement corrective measures prior to the worsening of such conditions. European
Parliament and Council Regulation (EU) 1176/2011 of 16 November 2011 on the prevention
and correction of macroeconomic imbalances establishes a warning mechanism to facilitate the
early identification and surveillance of situations of imbalance. In accordance with this regulation, the
Commission produces an annual report containing a qualitative economic and financial assessment,
based on a panel of indicators. This report, including the values of the indicators of the panel, is made
public. The Council may, on the basis of a Commission recommendation following a detailed analysis,
declare the existence of an excessive imbalance and recommend that the Member State in question
adopts corrective measures. European Parliament and Council Regulation (EU) 1174/2011 of 16
November 2011 on enforcement measures to correct excessive macroeconomic imbalances in
the euro area establishes a sanction regime on the effective correction of excessive macroeconomic
imbalances in the euro area. The regulation considers an interest-bearing deposit or annual fine, on the
basis of a recommendation by the Commission, equivalent to 0.1 per cent of the previous year GDP of
the Member State in question. (see “Box 1.1 Developments in EU economic governance: supervision of
macroeconomic imbalances”, of this Report).

The remaining four legal texts aim to reinforce European Union budgetary supervision mechanisms
and national fiscal frameworks. European Parliament and Council Regulation (EU) 1173/2011 of
16 November 2011 on the effective enforcement of budgetary surveillance in the euro area
introduces changes in both the preventive and the corrective arms of the Stability and Growth Pact. As
regards the preventive arm, the participating Member States which, even if presenting a deficit lower
than the reference value of 3 per cent of GDP, significantly diverge from the medium term budgetary
objective or the defined adjustment path and which fail to correct the deviation, must make an interest-
-bearing deposit with the Commission equivalent to 0.2 per cent of its preceding year’'s GDP. As regards
the corrective arm of the Stability and Growth Pact, if the Council decides that there is an excessive
deficit in a Member State which has made an interest-bearing deposit or if the Commission identifies
particularly serious infringements of its fiscal policy obligations under the Stability and Growth Pact, the
Commission recommends that the Council should impose a non-interest bearing deposit of 0.2 per cent
of its GDP in the preceding year on the Member State in question. If the Council notes that the Member
State has not taken effective action to correct its excessive deficit, the Commission recommends that
the Council applies to the Member State a fine amounting to 0.2 per cent of the previous year GDP.
These decisions are considered to have been adopted by the Council, unless it decides, on the basis of
a qualified majority, to reject the Commission’s recommendations (reversed qualified majority voting).
This regulation also provides for the application of a fine on a Member State which, either intentionally
or through serious negligence, misrepresents data on the deficit or the public debt. The fines should be
proportionate to the nature, seriousness and duration of the violation of good statistical practices and
the amount can not exceed 0.2 per cent of the GDP of the Member State in question. The Council may
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reduce or cancel out the sanctions imposed on participating Member States on the basis of a recom-
mendation of the Commission issued following the occurrence of exceptional economic circumstances
or a grounded request submitted by the Member State.

European Parliament and Council Regulation (EU) 1175/2011 of 16 November 2011 amending
Council Regulation (EC) 1466/97 on the strengthening of the surveillance of budgetary posi-
tions and the surveillance and coordination of economic policies® defines in greater detail the
procedures under the scope of the European Semester. The policy surveillance and coordination cycle
starts early in the year with a horizontal review in which the European Council, based on input from
the Commission and the Council, identifies the main challenges facing the Union and the euro area and
gives strategic guidance on the policies to be followed. The Member States should take into account
the European Council’s general guidelines for the production of the respective stability or convergence
programmes and national reform programmes which should be submitted in April of each year, prefe-
rably by mid April and no later than 30 April. Sufficient progress towards the medium term objective
should be evaluated on the basis of an overall assessment with the structural balance as a reference,
including an analysis of expenditure net of the impact of discretionary measures on the revenue side.
The improvement of the structural balance required to achieve the medium term objective should be
adequate, with 0.5 per cent of GDP as a benchmark. For Member States with a debt ratio exceeding 60
per cent of GDP or with pronounced risks in terms of overall debt sustainability, the improvement of the
structural balance should be higher than 0.5 per cent of GDP. The rate of change in public expenditure
should not normally exceed a reference medium term rate of potential GDP growth unless the excess
is matched by discretionary increases in revenue, and discretionary reductions of revenue have to be
matched by cuts in expenditure. The expenditure aggregate shall include interest expenses, expendi-
ture on European Union programmes fully matched by Union funds and non-discretionary changes in
unemployment benefit expenditure.

The assessment of whether the deviation from the medium term objective or the appropriate adjustment
path is significant is based on the following criteria:

a. For Member States which have not reached the medium term budgetary objective, when assessing
the change in the structural balance, whether the deviation is at least 0.5 per cent of GDP in a single
year or at least 0.25 per cent of GDP on average per year in two consecutive years.

b. When assessing expenditure developments, net of discretionary revenue measures, whether the
deviation has a total impact on the general government balance of at least 0.5 per cent of GDP in
a single year or cumulatively in two consecutive years.

Council Regulation (EU) 1177/2011 of 8 November 2011 amending Regulation (EC) 1467/97
on speeding up and clarifying the implementation of the excessive deficit procedure? deter-
mines the bringing forward of deadlines and increase in the value of fines previously established. It also
operationalises the debt criterion by considering that the debt ratio is sufficiently diminishing and is
approaching the reference value at a satisfactory pace, if the differential with respect to the reference
value has decreased over the previous three years at an average rate of one twentieth per year as a
benchmark. The requirement under the debt criterion shall also be considered to be fulfilled if the budge-
tary forecasts of the Commission indicate that the necessary reduction of the differential will occur over
the three-year period encompassing the two years following the last year for which data are available.
The assessment of the effect of the cycle and the composition of the stock-flow adjustment may be
sufficient to abrogate an excessive deficit based on the debt criterion. Council Directive 2011/85/EU

1 This regulation was amended in 2005 by Council Regulation (EC) 1055/2005 of 27 June 2005.
2 This regulation was amended in 2005 by Council Regulation (EC) 1056/2005 of 27 June 2005.



of 8 November 2011 on the requirements for budgetary frameworks of the Member States
defines several general rules on fiscal frameworks in Member States, particularly as regards information
relating to public and national accounts (quality, disclosure dates and reconciliation between the two),
fiscal and macroeconomic projections (assessment and sensitivity analysis), budgetary rules, medium
term fiscal frameworks and coordination between the different general government subsectors.

In November 2011, the European Commission proposed two new regulations designed to improve
budgetary surveillance in euro area Member States experiencing or threatened with serious difficulties
with respect to their financial stability and establishing common provisions for monitoring and assessing
national budgetary plans. In the first case, it was proposed that a Member State experiencing actual or
potential severe difficulties with regard to its financial stability is subject to enhanced surveillance. In
this situation, it may be recommended to the Member State the adoption of preventive measures or the
submission of an adjustment programme designed to correct the imbalances, to be approved by a qualified
majority of the Council. It should be noted that in accordance with the proposed text, a Member State
would remain under post programme surveillance up to the moment when a minimum of 75 per cent
of the financial assistance received from other Member States or the Union’s support mechanisms has
been repaid. In the second case, the Commission proposes to complement the European Semester by a
common schedule for the submission of national annual budgets. Accordingly, the draft budgets should
be annually made public by 15 October, and sent to the European Commission and the Eurogroup, and
approved by 31 December. If the Commission identifies any non-compliance with the fiscal obligations
defined under the Stability and Growth Pact it may, within a two week period, request the Member
State in question to undertake a revision. Member States should also establish independent bodies to
monitor the implementation of the national fiscal rules. Lastly, the proposed Regulation reinforces the
monitoring of Member States in an excessive deficit situation.

In a context of uncertainty over the sustainability and credibility of fiscal policies, important tensions in
financial markets and considerable short term refinancing needs both by euro area Member States and
financial institutions, euro area Heads of State and Government reached agreement in December 2011
on the main elements of the fiscal compact. Later, at the European Council meeting of 1 March 2012, all
Member States except for the United Kingdom and the Czech Republic signed the new Treaty on Stabi-
lity, Coordination and Governance in the Economic and Monetary Union which incorporated the fiscal
compact. The main innovation of this document comprised the need to transpose the balanced budget
rule into national legislation, preferably on a constitutional level. This rule is considered to have been
complied with if the annual structural deficit is lower than 0.5 per cent of GDP. For Member States with
a debt ratio significantly lower than 60 per cent of GDP and with low risk in terms of the sustainability of
their public finances, the upper limit for the structural deficit will be 1 per cent of GDP. Convergence will
be in accordance with the revised Stability and Growth Pact and there will be an automatic correction
mechanism if a deviation occurs. In addition, the new treaty introduces the vote by a qualified reversed
majority on the proposals and recommendations of the Commission on an excessive deficit procedure
to which a participating Member State is subject, provided that it is based on the deficit criterion.

Recent developments in the European Union’s budgetary surveillance framework are very substantial.
This process will be completed over the next few months, as several legislative proposals are still under
discussion and there continues to be a need for more specific regulation on the practical implementation
of some of the already approved texts. Although the changes introduced have significantly reinforced
fiscal surveillance mechanisms at the European Union level, the correct implementation thereof will be
crucially dependent upon the transposition of the new rules into national frameworks and the European
Commission’s ability to meet the new requirements on the supervision and monitoring of developments
in Member States.
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BOX 3.3 | TRANSFERS OF PENSION FUNDS AND ITS IMPACT ON PUBLIC
ACCOUNTS IN PORTUGAL: 1997-2011

Under the SEC95 framework, amounts received by general government in the context of the transfers
of liabilities for pension payments are classified as capital transfers, with a positive impact on the fiscal
balance in the years in which the transactions occur.! This is offset by an increase in public expenditure
on pensions for long periods, with a negative effect on the fiscal balance. From the viewpoint of the
sustainability of the public finances, the essential question is whether the value of the assets transferred
equals the present value of the pension payment liabilities assumed by general government. This asses-
sment involves a high level of uncertainty and is crucially dependent upon five factors: (i) assumptions
concerning the evolution of wages up to retirement, to the extent they are relevant to determining
the initial pensions; (i) assumptions concerning pension updates; (iii) the mortality tables used; (iv) the
considered discount rate; and, (v) criteria for the valuation of the assets transferred.

The transfers of pension funds to general government related with the latter’s assumption of liabilities
for the payment of the pensions has played a significant role in the fiscal outcomes in Portugal in various
recent periods. Owing to their respective importance, reference should be made to the following trans-
fers: BNU and Territory of Macau, in 1997 (0.4 per cent of GDP); CTT, in 2003 (0.9 per cent of GDP);
Caixa Geral de Depdsitos, ANA — Aeroportos de Portugal, Navegacao Aérea de Portugal and Imprensa
Nacional — Casa da Moeda, in 2004 (2.0 per cent of GDP); PT Comunicacoes, in 2010 (1.6 per cent of
GDP); and various banking sector pension funds in 2011 (3.5 per cent of GDP).

In the case of the transaction involving banking sector pension funds, in 2011, the liabilities transferred
correspond exclusively to the payment of the banking sector pensions of retirees and pensioners up
to 31 December 2011, for the component comprising the first pillar (deriving from Collective Labour
Agreements Regulation Instruments). Given the difference between the update rules on banking sector
employees’ pensions in comparison to those in force in Social Security, the liabilities transferred assume
nil indexation, with the payment of future increases being the responsibility of banking sector pension
funds. The value of the assets to be transferred to the state (cash and, additionally, public debt at market
value) should be equal to the liabilities assumed by Social Security, presuming a discount rate of 4 per
cent and the most critical assumption for the valuation of pension funds liabilities with pension already
in payment. In accordance with the supplementary State Budget for 2012, the amount of the pensions
to be paid by Social Security in the context of the special banking scheme totals around 0.3 per cent
of GDP in 2012.

In the sphere of the EU’s multilateral fiscal supervision a highly relevant role is afforded to the structural
balance, i.e. the balance adjusted for the cycle and temporary measures. In this context, a particularly
negative assessment is made of self-reversing measures such as transfers of pension funds which improve
the balance of a given year and are, in a best case scenario. neutral in terms of the sustainability of the
public finances. This view is shared by the international institutions involved in the Economic and Finan-
cial Assistance Programme for Portugal. Indeed, having exceptionally accepted the 2011 transaction in
the second assessment of the Programme, last November, it was clearly established that, starting 2012,
any transfers of pension funds will not be eligible for the purposes of complying with the fiscal targets.

1 However, according to the Eurostat's Manual on Government Deficit and Debt, if the payment is higher than the
present value of liabilities, the difference must be considered as a financial operation.
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4. SUPPLY

4.1 Gross value added

Gross value added (GVA) in the Portuguese economy fell by 1.3 per cent in 2011, in comparison to a
growth rate of 1.4 per cent in the preceding year (Chart 4.1.1 and Table 4.1.1). Contributory factors
to this evolution were the process of correction of macroeconomic imbalances accumulated by the
Portuguese economy and the evolution of external demand, conditioned by the moderate growth of
activity in commercial partners, namely in the context of the euro area (see “Chapter 1 International
Environment”). GVA in the euro area recorded an increase of 1.5 per cent in 2011, lower than the 2.0
growth recorded in the preceding year. However, there was a significant gain in the market share of
Portuguese exports in international markets.

Significant contraction of activity during the year

Underpinning the decline of economicactivity in Portugalin 2011 was an intra-annual profile characterised
by growing contractions during the course of the year. This intra-annual profile was substantially more
marked than in the rest of the euro area, given the adjustment process in progress in the Portuguese
economy. The intra-annual profile of Portuguese economic activity in 2011 is also reflected both in the
European Commission’s economic sentiment indicator and in the Banco de Portugal’s coincident activity
indicator, though the latter evidenced a certain recovery in the first few months of 2012 (Chart 4.1.1).

Particularly negative evolution in the construction sector

In sectoral terms, GVA evolution in the construction sector remained particularly negative, down 9.2 per
cent in 2011. This evolution represents the continuation of the trend observed over the last few years,
translating into an accumulated loss of around one third of the level of activity in this sector since 1999
(Chart 4.1.2). Although the construction sector’s proportion of total GVA is currently similar to the EU-15

Chart 4.1.1

GVA, COINCIDENT INDICATOR OF ACTIVITY AND ECONOMIC SENTIMENT INDICATOR
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Table 4.1.1

GROSS VALUE ADDED | REAL GROWTH RATE, PERCENTAGE

Weights 2006 2007 2008 2009 2010 2011

2010@
Agriculture, hunting, forestry and fishing 2.2 2.4 -4.6 3.1 -3.8 -1.0 2.8
Industry 131 0.9 3.0 -1.5 -9.8 2.2 0.4
Electricity, gas and water 3.5 11.0 1.1 4.0 -5.6 3.6 -1.4
Construction 6.7 -2.6 2.0 -49  -10.7 -4.3 -9.2
Services 74.5 1.9 3.1 1.1 0.3 1.7 -1.1
Trade repair, hotels and restaurants 19.4 1.9 1.3 -1.3 0.6 2.6 -1.3
Transports and communication 8.6 4.8 6.8 2.7 -2.3 2.6 -0.9
Financial and real estate activities 15.1 5.1 4.8 2.8 1.2 2.0 -0.2
Other services 313 -0.3 2.3 1.2 0.3 0.7 -1.5
GVA® 100.0 1.7 2.7 0.4 -2.2 1.4 -1.3
Memo
GDP at market prices® - 1.4 2.4 0.0 -2.9 1.4 -1.6

Sources: INE and Banco de Portugal.

Notes: (a) As a percentage of total GVA at current prices. (b) GVA is registered at base prices and differs from GDP at market prices
because the latter includes, besides GVA of the various sectors, taxes on production and imports net of subsidies. (c) Estimates of
Banco de Portugal from information made available by INE for the period 2007 to 2009.

average, evolution over the last few years has been significantly different (Chart 4.1.3). The services and
electricity, gas and water sectors were down 1.1 and 1.4 per cent, respectively. The negative evolution
recorded in the services sector was across-the-board to all subsectors, in contrast to the growth recorded
in 2010. Activity in the industry and agriculture sectors recorded growth rates of 0.4 and 2.8 per cent,
respectively. The industry sector recorded lower growth of activity in comparison to the preceding year,
with an accumulated loss of less than 4 per cent since 1999. Over the last two years, activity in the
industrial sector has benefited from positive sales performance in external markets, in contrast to the
less favourable evolution of turnover in the domestic market (Chart 4.1.4).

Chart 4.1.2 Chart 4.1.3
GROSS VALUE ADDED PER SECTOR | IN REAL TERMS VARIATION OF GROSS VALUE ADDED PER
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The sectoral evolution of activity in the Portuguese economy in 2011 and its intra-annual profile translate
into the evolution of confidence indicators in all productive sectors (Chart 4.1.5). The construction sector
confidence indicator fell to historically low levels, accompanied by a sharp deterioration of confidence in
retail trade over the course of 2011, in clear contrast to the rapid recovery noted after the second half of
2009. This was the only sector in which confidence had recovered to levels close to those recorded prior
to the crisis of 2008. The confidence indicator in the services sector also recorded a highly unfavourable
evolution, reaching a historical minimum. The decline in confidence in manufacturing was significantly
less pronounced, benefiting from activity geared to the external market. In any event, the beginning
of 2012 witnessed a certain stabilisation of sectoral confidence indicators, except for the construction
sector in which the decline was even greater.

Chart4.1.4 Chart 4.1.5
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4.2 Employment and unemployment

The analysis of the evolution of employment and unemployment, in 2011, was strongly conditioned by
the change in methodology adopted by the INE in its quarterly employment survey.' The break in the
series introduced in the quarterly employment survey makes it impossible to perform a detailed analysis of
year-on-year rates of change in the main Portuguese labour market variables. In this context, the analysis
in this chapter is geared to the evolution of ratios which were admittedly less affected by the referred to
methodological change. The exception to these guidelines relates with unemployment and employment
variables. In this case, given the need to maintain compatible time series for the estimation and calibration
of macroeconomic models, the levels of employment and unemployment were backdated on the basis of
the levels of the new employment survey in the first quarter of 2011, using quarter-on-quarter rates of
change obtained from the previous methodology. The employment and unemployment series resulting
from this calculation also imply changes to the unemployment rate series for the years preceding 2011.

1 According to the INE, the main changes brought in by the new information collection method comprised tele-
phone interviews, the adapting of the questionnaire to this new form of enquiry and use of new technologies in
the fieldwork development and supervision process. This situation represents a break in the series and prevents
the calculation of year-on-year rates of change and a comparison with historical levels. INE estimates that the
unemployment rate obtained using the old collection methodology would be 1 percentage point lower. For
further information see “Measure of the impact of the change in the information collection model in the Em-
ployment Survey for first quarter 2011", in Employment Statistics — 1st quarter 2011", chapter 6 (pp 31-40),
INE.
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In 2011 the unemployment rate recorded a very high level, in a context in which the output gap was
close to zero. A comparison between the periods 1999-2005 and 2007-2011 shows that, for similar
levels of the output gap, there was a clear increase in unemployment rates, which is in line with an
increase in the natural unemployment rate (Chart 4.2.1a). On the other hand, the strong dynamics of
job destruction at the end of the year implied a reduction of the proportion of long term unemployment
(Chart 4.2.1b). The year 2011 also witnessed a slight reduction of productivity, in a context in which the
decline in activity was greater than the reduction of employment (Chart 4.2.1¢). In turn, real wages in
the private sector, calculated on the basis of the private consumption deflator were down, in line with
the high increase in the unemployment rate (Chart 4.2.1d).

Decrease in labour force and employment

The total population (series not affected by the referred break in the employment survey) recorded
a growth rate of 0.1 per cent, whereas the labour force fell 0.2 per cent in 2011 (Chart 4.2.2). This
reduction in the labour force was part of a deceleration trend noted over the last few years, deriving
from the cyclical position of the economy and the gradual ageing process of the population, with highly
significant consequences for the future evolution of economic activity and the public finances in Portugal.

The dynamics of emigration flows also contribute to the evolution of the labour force. Although there are
no precise statistics for the annual number of emigrants, information on the issue of visas by countries
of destination suggests an increase in the intensity of these flows in 2011. The intensification of emigra-
tion is fuelled by higher unemployment in Portugal, growth of several economies in the Lusophone area
and freedom of movement in the European area. In addition, emigration tends to be a self-sustaining
phenomenon as the costs associated with relocation and establishment abroad decline with the growth
of the emigrant community. Therefore, the flow of Portuguese emigrants is expected to remain high
over the next few years. In parallel, the net inflow of immigrants, which in the past contributed towards
an increase in the labour force, is also in reverse.

In 2011, the labour market participation rate in the 15 to 64 years age bracket was 74.1 per cent, with
the rate for men being 8.7 p.p. higher than for women (Table 4.2.1). The participation rate for the total
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Chart 4.2.1c Chart 4.2.1d
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ment in the general government and public hospitals converted
into public corporate entities. Private GDP is calculated as total
GDP less compensation and fixed capital consumption of the
general government and public hospitals converted into public
corporate entities. From 2007 to 2011, the private employment
series is based on the assumption that the average number of
hours worked per worker remained unchanged.

Chart 4.2.2
EMPLOYMENT, TOTAL POPULATION AND LABOUR FORCE | YEAR-ON-YEAR RATE OF CHANGE
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Table 4.2.1

POPULATION, EMPLOYMENT AND UNEMPLOYMENT®

2004 2005 2006 2007 2008 2009 2010 2011

Population (rate of change %) 0.6 0.5 0.2 0.2 0.2 0.1 0.0 0.1
Participation rate 15-64 years (% of population) 729 734 739 741 742 737 740 741
Male 79.0 79.0 79.5 79.4 79.5 78.5 78.2 78.5
Female 670 679 684 688 689 690 699 6938
Unemployment rate (% of labour force) 6.7 7.6 7.7 8.0 7.6 9.5 10.8 12.7
Male 5.8 6.7 6.5 6.6 6.5 8.9 9.8 124
Female 7.6 8.7 9.0 9.6 88 10.1 119 131
Age 15-24 153 161 163 166 164 20.1 224 30.1
Long-term unemployment (% of total unemployment)® 462 499 517 489 498 464 543 531

Sources: INE and Banco de Portugal.

Notes: (a) Data presented in the table correspond to the Employmenr Survey, without correction for the series break in 2011. (b) A
long-term unemployed is an individual searching for work for 12 months or more.

population stood at 52.1 per cent in 2011, a figure higher than that recorded for the euro area as a
whole, which was slightly under 50 per cent.

According to data from the employment survey, after the previously mentioned series adjustment,
employment in the Portuguese economy was down 1.5 per cent in 2011, following declines of 2.7 and
1.5 per cent, in 2009 and 2010, respectively.

Apparent labour productivity in the private sector declined 0.2 per centin 2011 (Chart 4.2.1c). Underlying
this evolution were, in particular, the dynamics of private GDP, which moved from a growth of 1.8 per
cent in 2010 to a contraction of 1.5 per cent in 2011. The reduction of apparent labour productivity in
the private sector is an unusual phenomenon in the Portuguese economy, which also occurred in 2008,
though in a context of GDP stabilisation. However, the evolution noted in 2011 came after a period in
which employment failed to keep pace with the positive evolution of activity. A joint analysis of the last
two years shows that the average change in apparent labour productivity in 2010 and 2011 was 1.7
per cent, close to the historical average. It is natural that employment adjusts with a certain time lag
relatively to changes in GDP, especially if the drop in the latter is abrupt. According to this interpretation,
the extension of the recessionary economic context may lead to new significant declines in employment.

This analysis is corroborated by the intra-annual profile of employment. In the fourth quarter of 2011,
total employment was down year-on-year by 3.0 per cent, in line with the figures recorded over the
last three quarters of 2009 and the second highest quarterly decline since the beginning of the series
in 1998 (Chart 4.2.3).

The composition of employment by professional status and type of contract is a structural element, thus
it changes slowly over the course of time. A significant increase in the proportion of fixed-term labour
contracts and service contracts has, nevertheless, been visible over the last few years (Chart 4.2.4). In
2011, the overall proportion of these two types of employment contracts was 17.5 per cent of the total,
in comparison to 12.2 per cent in 1998. However, in 2011, the proportion of fixed-term labour and
services contracts was marginally down over 2010 (around 0.3 pp). The proportion of the self-employed
(either with or without employees) in total employment was also significantly down over the preceding
year (1.3 pp). In contrast, the proportion of non-fixed term contracts increased from 59.5 per cent of
total employment in 2010 to 61.3 per cent in 2011.

This is a natural evolution in the context of a worsening economic situation in Portugal and it is not the
result of a fundamental change in the factors determining the choice of the contractual regime by workers
and employers. On the one hand, deteriorating conditions in the labour market tend to imply a higher
level of job destruction in more flexible contractual regimes. On the other hand, the decline in activity in
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the services and construction sectors, in which the proportion of self-employed workers is typically higher,
naturally implied a reduction of the proportion of this type of employment in the economy as a whole.

The evolution of the sectoral structure of employment in 2011 maintains the trend of the last few years
(Chart 4.2.5). The exception is the slight increase in the proportion of manufacturing in terms of total
employment (0.2 pp), following several years of reductions. On the one hand, the evolution of the sectoral
structure of employment is in line with the sectoral evolution of GVA. On the other hand, the lower
prevalence of more flexible contractual regimes tends to mitigate job destruction in this sector. In 2011 the
agriculture and construction sectors reduced their share in employment by 1.0 and 0.6 pp, respectively.

Significant increase in the number of unemployed

According to information from the employment survey, based on the new methodology, the unemploy-
ment rate for 2011 was 12.7 per cent. The decline in employment contributed towards the significant
growth in the number of unemployed in the Portuguese economy (Chart 4.2.6). The rate of growth in the
number of unemployed was 7.7 per cent in 2011 in comparison to 14.2 per cent in 2010. However, the
progressive deceleration in the number of unemployed registered over the course of 2011 was abruptly
reversed in the last quarter of the year, in line with the decline in economic activity and employment.

The evolution of unemployment in the Portuguese economy has occurred in a context of labour market
segmentation where the dynamics of job creation and destruction are closely linked with fixed-term
work contracts, which are more prevalent in the younger segments of the population. An analysis of
unemployment rates by age bracket relatively to the total unemployment rate indicates higher preva-
lence of unemployment in the 15 to 24 year age bracket, which worsened during 2011 (Chart 4.2.7).
The phenomenon of unemployment among young people is also very significant in other European
countries such as Spain and Greece. Unemployment levels in the 25 to 34 year age bracket were down
slightly in 2011, whereas the older age brackets continued to have unemployment rates lower than the
national average.
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Chart 4.2.5 Chart 4.2.6

STRUCTURE OF TOTAL EMPLOYMENT BY NUMBER OF UNEMPLOYED | YEAR-ON-YEAR RATE OF
SECTOR CHANGE
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The educational level of individuals is also an important factor in the explanation of unemployment
prevalence. The analysis of the ratio of the unemployment rate by level of academic qualification relatively
to the total unemployment rate shows a higher incidence of this phenomenon in the case of individuals
with basic education (3rd cycle), a situation that has been worsening since 2009 (Chart 4.2.8). In turn,
in 2011, the unemployment rate for graduates as a whole remained significantly lower than the national
average. On the one hand, higher levels of human capital allow for the execution of more differentied
tasks, which are potentially less sensitive to declines in the level of economic activity. On the other hand,
a higher level of human capital increases workers’ reconversion capacities in a scenario of job extinction.

Chart 4.2.7 Chart 4.2.8
RATIO OF THE UNEMPLOYMENT RATE RATIO OF THE UNEMPLOYMENT RATE BY LEVEL
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Source: INE (Employment survey). Source: INE (Employment survey).



Regional unemployment levels are associated with the interaction between the sectoral structure of activity,
characteristics of the resident population and its level of mobility. The year 2011 witnessed substantial
changes in regional unemployment in Portugal (Chart 4.2.9). The Lisbon and Azores regions recorded
higher rates of unemployment than the national average. In the case of the Azores this evolution was
highly marked, from a deviation of -3.9 pp in 2010 to 1.1 pp in 2011. The Northern and Alentejo regions
improved their relative position, with unemployment rates of close to the national average, in 2011. The
Algarve region recorded a 2.9 pp deviation of its unemployment rate from the national average in 2011,
while the positions of Central Portugal and Madeira worsened in comparison to 2010, with deviations
of -2.4 and -1.3 pp, respectively.

Increase in the average number of months in unemployment, despite the strong flow of new
unemployed

The duration of unemployment has important effects on productivity and the future evolution of the
labour market because long periods of unemployment tend to cause a strong depreciation of human
capital and loss of personal competencies. The proportion of long term unemployment (12 months or
more) in total unemployment was 53.1 per cent in 2011, close to the 54.3 per cent recorded in 2010
(Chart 4.2.1b). Contributory factors were the dynamics underlying flows between labour market states,
notably the occurrence of marked job destruction at the end of 201 1. This situation implied a strong wave
of new unemployment, i.e. individuals recently unemployed, thus reducing the proportion of long term
unemployment in total unemployment. In 2011, the average duration of unemployment, expressed in
months, stabilised in the 15 to 24 years age bracket and was reduced in the 25 to 34 year age bracket,
which is related with the above referred dynamics (Chart 4.2.10). However, as in 2010, the average
number of months of unemployment increased for the unemployed as a whole.

The duration of unemployment is heavily reliant upon the dynamics of flows between labour market
states —inactivity, employment and unemployment. The magnitude of these flows, calculated on the basis
of the common component of the employment survey sample in two consecutive quarters, is normally
mentioned in Banco de Portugal’s annual report. However, the methodological change implemented in
the employment survey in 2011 renders a comparison with preceding years impossible (see “Box 4.1
Job and worker flows in the labour market” of this Report).

Chart 4.2.9 Chart 4.2.10

DEVIATION OF THE UNEMPLOYMENT RATE UNEMPLOYMENT DURATION | NUMBER OF MONTHS
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4.3 Productivity and potential growth

The evolution of productivity is a key factor in the correction of the macroeconomic imbalances of the
Portuguese economy. Productivity is, to a large extent, an endogenous variable in the economy and is
affected by cyclical events as well as structural aspects related with the quantity and quality of produc-
tive factors and institutional aspects associated with the functioning of labour and product markets. For
example, the existence of competition in most markets, in order to encourage corporate efficiency and
avoid distortions in the sectoral allocation of resources, is an important driver productivity (see “Box 4.2
Competition in the Portuguese economy in the period 2000-2009" of this Report).

The level of labour utilization has negatively contributed to per capita GDP growth

Per capita GDP was down 1.7 per cent in 2011. This evolution mainly resulted from the negative contri-
bution of labour utilization, associated with a decline in the employment rate and, to a lesser extent,
in the activity rate (Table 4.3.1 and Chart 4.3.1). The negative contribution of labour utilization to per
capita GDP growth over the last three years has been significant, with values of -1.8, -1.0 and -1.1 pp
in 2009, 2010 and 2011, respectively.

The contribution of capital to per capita GDP growth was nil in 2011. This historically low result derived
from the strongly negative evolution of gross fixed capital formation in 2011 (see “Chapter 5 Demand” of
this Report). The contribution of total factor productivity to the growth of GDP per capita was -0.7 pp
in 2011, in comparison to -1.5 and 2.2 pp in 2009 and 2010, respectively. This evolution is, inter alia,
related with the typically pro-cyclical evolution of the rate of use of installed capacity, which was slightly
down in 2011 (Chart 4.3.2).

It should be noted that total factor productivity is the residual of a growth accounting equation, which
is strongly reliant on hypotheses over the functional form of the production function considered for the
economy and on the value of its parameters. Notwithstanding these limitations, this computation is a
complement to the analysis of apparent labour productivity, measured on the basis of the number of
workers or on total hours worked.

In 2011, apparent labour productivity, measured by the evolution of employment in the overall economy,
recorded a growth rate of 0.1 per cent, which compares with a growth rate of 3.0 per cent in 2010.
However, as referred to in respect of the evolution of employment and activity in the private sector, the
evolution of productivity in 2011 was affected by a profile of job destruction less intense than the decline
of activity. Apparent labour productivity, calculated on the basis of the number of hours worked, was
down 2.4 per cent in 2011, in contrast to the growth recorded in 2010 (1.0 per cent), but it is in line
with the value recorded in 2009 (-3.1 per cent) (Chart 4.3.3).

Table 4.3.1

CONTRIBUTIONS TO THE REAL CHANGE IN GDP PER CAPITA
2004 2005 2006 2007 2008 2009 2010 2011

GDP per capita 0.9 0.3 1.2 22 -0.2 -3.1 1.4 -1.7

Contributions, in percentage points:

Labour utilization -0.5 -0.5 -0.1 -0.2 0.2 -1.8 -1.0 -1.1
Participation rate 0.0 0.4 0.4 0.3 -0.1 -0.4 0.1 -0.2
Employment rate® -0.4 -0.9 -0.4 -0.4 0.3 -1.4 -1.1 -0.9

Capital stock per capita 0.6 0.5 0.5 0.5 0.5 0.3 0.2 0.0

Total factor productivity 0.8 0.2 0.8 1.8 -0.9 -1.5 2.2 -0.7

Sources: INE and Banco de Portugal.
Note: (a) Employment equivalent to full time. Employment rate in percentage of the labour force.



Chart 4.3.1 Chart 4.3.2

BREAK-DOWN OF THE REAL RATE OF CHANGE PRIVATE EMPLOYMENT IN THE ECONOMY
OF GDP PER CAPITA (EQUIVALENT TO FULL TIME) AND CAPACITY
UTILISATION
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Notes: Private sector employment is defined as total employ-
ment excluding estimates by Banco de Portugal for employ-
ment in the general government and public hospitals converted
into public corporate entities, adjusted for the number of hours
worked. Therefore, the number of hours worked equivalent
to full time corresponds to one job. From 2007 to 2011, the
series for total employment is based on the assumption that
the average number of hours worked per worker remained
unchanged.

Reduction of real wages in the private sector, deflated on the basis of the evolution of
consumption prices

In 2011, the evolution of real wages in the private sector, deflated on the basis of private consumption
prices, was highly negative, down 2.6 per cent (Chart 4.3.4). A comparison between the evolution of
real wages and productivity shows a negative differential over the last two years. This evolution is in line
with the evolution observed in activity and in the labour market and is part of the process of correction
of macroeconomic imbalances, which have characterized the Portuguese economy. However, in 2011 the
private consumption deflator was much higher than the GDP deflator (3.7 and 0.7 per cent, respectively),
implying a smaller real reduction of wages for companies than for workers. In nominal terms, growth
in wages per worker in the private sector (1.0 per cent) was higher than the growth of productivity,
leading to a growth rate of 1.1 per cent in unit labour costs (see “Chapter 6 Prices” of this Report). For
the economy as a whole, as a result of the wage evolution recorded in general government, unit labour
costs were reduced by 0.8 per cent in nominal terms, in comparison to a growth rate of 0.9 per cent
for the euro area as a whole.

The cyclical and structural evolutions of the economy may be summarised by the evolution of the output
gap and potential GDP growth. These indicators may be calculated on the basis of statistical filters and
different formulations for the production function (Charts 4.3.5 and 4.3.6). According to the various
methodologies, 2001 witnessed a reduction of the output gap, in comparison to a positive change
recorded in 2010. In turn, in 2011 the rate of growth of potential GDP generally stabilised at nil or slightly
negative values. This situation occurs after a visible deceleration since 1998. The evolution of the rate
of growth of potential GDP derives from the application of statistical filters and different formulations
for the production function, mostly reflecting the economy’s structural characteristics, as well as cyclical
developments. Therefore, this type of indicator does not allow for conclusions on the future evolution
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Chart 4.3.3
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Chart 4.3.5
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and the Output Gap for the Portuguese Economy"”, Banco de Portugal, Economic Bulletin Autumn and Valle e Azevedo (2007), “A
Muiltivariate Band-Pass Filter”, Banco de Portugal, Working Paper 17.

of the economy, especially in a context of structural transformation. Although the continuation of the
process of correction of the macroeconomic imbalances in the Portuguese economy may tendentially
entail unfavourable cyclical developments, effective implementation of a broad set of structural reforms
will create the conditions for a recovery of potential growth. These reforms, several of which are already
in progress under the economic and financial assistance programme, are a necessary condition for the
recommencement of the Portuguese real convergence process.



4.4 Structural reforms

The idea that the implementation of structural reforms, leading to the increase of potential output, is a
sine qua non condition for the success of the process of correction of the macroeconomic imbalances
existing in the Portuguese economy, is consensual. In this context, the economic and financial assistance
programme includes a set of structural reforms aimed at liberalising labour and goods and services
markets, improving the performance of state institutions and, indirectly, reallocating productive factors
to the tradable sector.

4.4.1 Labour market

One of the most visible structural reformsin 2011 focused on the labour market legislation. These reforms
essentially aim to create jobs and reduce existing segmentation. It is also essential to ensure that the
evolution of labour costs is compatible with market conditions at the corporate level.

The main reforms up to the present have been centred on the revision of the Labour Code, which is
still at its legislative approval stage, and on the law regulating the unemployment subsidy. The revision
of the Labour Code is centred on four essential aspects: increase in the number of working hours, a
reduction of overtime pay, increased flexibility in the management of working hours and a reduction of
the severance payments to laid-off workers. The draft law on the revision of the Labour Code, which is
being discussed in the Portuguese parliament, provides for a reduction of the number of public holidays
to nine, thus eliminating four public holidays, corresponding to an additional 32 hours of work per
annum. There is also an increase in the number of working hours based on a reduction of three days
to the annual holiday entitlement, from the current level of 25 to 22 days. This reduction allows for
an increase of 24 working hours per annum. These two measures, taken together, enable the average
number of working hours to be increased by around 3 per cent.

The increase in the number of normal working hours enables the cost of each unit produced by workers
to be reduced, adding to the savings associated with the reduction of overtime costs. The increase in
overtime payment is reduced to a half. This enables employers to use a higher number of hours of
overtime as opposed to a higher level of employment. Given that labour is a quasi-fixed production
factor, a reduction in the cost of its variable component will lead to the non-hiring of new workers and
to an increase in the intensive employment margin, i.e. the number of hours. Nevertheless, reference
should be made to the fact that the reduction of the hourly labour factor cost may lead to the creation
of employment in the long term.

The draft law also includes an increase in labour management flexibility, with the introduction of new
time bank schemes to be defined not only in collective wage bargaining negotiations, as provided for
by law, but also by individual or group agreements, negotiated directly with workers.

Lastly, the proposal includes a substantial reduction of severance payments in the event of redundancy.
These payments varied between 15 and 45 days for workers on permanent contracts and will, under the
new regime, comprise an amount in line with the average for European countries. The same amount will
also be used for fixed-term employment contracts. This amount has still not been defined and is only
expected to come into force by the end of 2012.

The revision of the unemployment subsidy law has four fundamental aspects: a reduction of the guarantee
period; an across-the-board reduction of the unemployment subsidy’s payment period; a highly significant
increase in the payment period of the subsequent unemployment subsidy; a reduction of the amount
of the subsidy after six months.

The new rules regulating the payment of unemployment subsidies will come into force on 1 April, but
will only apply to new contracts. All workers who have entered into employment contracts before this
date and who are entitled to an unemployment subsidy will have their payments calculated under the
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old legislation. The guarantee period is reduced from 15 months of employment over the last two years
to 12 months of employment over the same time period. The reduction of the payment period multiplies
the subsidy payment scales, as a function of age, global experience in the labour market and experience
over the last few years. The maximum period of the subsidy was reduced from 38 to 26 months. The
payment period of the subsequent unemployment subsidy was doubled for workers over the age of 45,
and its maximum duration will be equal to that of the unemployment subsidy. Finally the amount of the
subsidy is reduced by 10 per cent after six months of subsidised unemployment.

Labour market reforms aim to increase its flexibility. The next challenge is to ensure that the implemen-
tation of these reforms translates into higher flexibility in corporations’ operating conditions.

4.4.2 Other structural areas

In the remaining structural areas, reference should be made to the approval of the new competition
law, which improves the transparency and reinforces the powers of the Competition Authority in terms
of investigation and inquiry. The new law also harmonises the definition of abuse of dominant position
with European legislation.

Efforts made to increase competition in the services market in 2011 were associated with the reduction
of the number of regulated professions and the beginning of a reform in the operation of professional
orders. There have also been changes to domestic legislation in order to bring it into line with the Euro-
pean Services Directive. Several delays regarding the periods initially established in the memorandum of
understanding have been noted in these areas.

The sale of State’s participations in corporations, as set out in the memorandum of understanding, should
help to liberalise the operation of goods and services markets. In terms of privatisations, in 2011, reference
should be made to the sale of the Portuguese State’s participation in EDP (21.35 per cent of the capital)
and the agreement for the sale of the participation in REN (40 per cent of the capital).

Another important reform in progress is that of the rental market. The proposal for a change in the
law regulating urban rents was submitted to the Assembly of the Republic, establishing the end of the
minimum duration of contracts (5 years in the case of current legislation), setting a rents renegotiation
mechanism involving landlords and tenants and facilitating the eviction process if tenants fail to pay
rents. A parliamentary vote will be taken on the new legislation.

There are still many important problems in the energy sector, to which international institutions have
repeatedly made reference, namely the excessively high rents for diverse electricity generating modes,
e.g. renewable energies and cogeneration. These rents prevent the reduction of tariff deficits, have an
impact on the evolution of consumer prices and increase the economy’s borrowing requirements. The
voluntary renegotiation mechanisms and announced reductions of support mechanisms to such producers
have, to-date, proved insufficient.

Asstrategic plan for the transport area has been produced, preparing the reorganisation of public transport
corporations in the major metropolitan areas, taking into account their financial equilibrium and making
a significant contribution to fulfilling fiscal targets. Special reference should also be made to the process
of revision of ports’ legislation. The objective consists of creating mechanisms to improve the efficiency
of domestic ports as a fundamental element for domestic exporting capacity, reducing labour conflicts.

Important progress has been made on reforming the judicial system, notably in terms of the territorial
reorganisation of the courts and reduction of the number of outstanding cases, by encouraging extra-
-judicial settlements. Reference should also be made to the coming into operation of a court specialised
in competition, regulation and supervision.



The set of reforms envisaged in the structural area is extremely vast and its execution involves different
types of difficulties, namely in terms of completion periods and resistance of several economic agents.
Delays in the preparation and approval of the reforms may be justified in a context in which such reforms
present hight quality and are considered to be lasting. It is fundamental that the reforms now being
introduced are not considered transitory. On the one hand, the implementation of successive reforms
frequently implies that practical results are not observed, preventing an assessment of the merits of the
different regulatory options. On the other hand, the stability of the legal framework has an intrinsic
value, as it reduces economic agents’ uncertainties. Another type of difficulty is associated with the
resistance to change of those benefiting from existing rents and distortions. Such resistance tends to be
stronger when the distortions concentrate the benefits in a limited group of agents, able to apply social
and political pressure, while the costs are dispersed among economic agents as a whole. Therefore, the
reforms in progress require strong negotiating skills and may, in some cases, involve the establishing of

transition periods and safeguard clauses.
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BOX 4.1 | JOB AND WORKER FLOWS IN THE LABOUR MARKET

Market conditions change permanently. Such modifications are incorporated at different frequencies
and assume diverse forms, depending on the type of technological changes, the evolution of consumer
preferences or the changes in international market conditions. However, they always imply new operating
conditions for a small open economy such as the Portuguese, requiring specific economic adjustments
to each shock. In this context, job and worker flows play a central role in the functioning of the labour
market, which should always allocate efficiently human resources.

Job and worker flows

Job flows capture the decisions of firms to create and destroy employment. The Social Security compre-
hensive employer-employee dataset enables the computation of these flows in a prompt and accurate
way. By registering all employer-employee pairs in the private and public sectors (excludes only firms
with individual pension funds and civil servants registered with the Caixa Geral de Aposentacées), the
database identifies all worker hires and separations in the economy. The fact that it registers wages
subject to mandatory contributions guarantees its accuracy, making it a unique source of information
for the labour market.

Chart 1 depicts rates of job and worker flows based on the Social Security database. The results show
that the Portuguese job market engaged in constant changes in the 2001-2011 period. The rates of
job creation and destruction hovered around 5 per cent of total salaried employment in the economy.
However, each job created involved more than one hire. Firms and workers are involved in a quest for the
best pair, resulting in multiple hires and separations until a long-lasting labour relationship is established.
The hiring rate of firms in each quarter was on average 8.9 per cent of total salaried employment. This
represents around twice the job creation rate (1.8 times), i.e., for each job created there are two hires

Chart 1

JOB AND WORKER FLOWS | IN PERCENTAGE OF TOTAL SALARIED WOKERS
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ber of workers that were in the firm in quarter t/ t-1 and not in quarter t-1/ t, respectively. The job creation / destruction in quarter
t represents the net creation/destruction of jobs in firms that are expanding/contracting their labor force in quarter t. All flows in
quarter t are normalized by the average of total salaried workers in quarter t and t-1. The number of quarterly observations is around
3 million employees. The calculations for 2010 and 2011 exclude the financial sector, which was progressively incorporated into
Social Security during 2010. The shaded areas represent periods in which there was a drop in GDP.
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in the economy, implying consequently worker separations. A similar ratio is obtained between the
separation rate (8.8 per cent) and the job destruction rate (4.8 per cent). As noted for other economies,
such as the U.S., flows decreased during the period under analysis. However, partly because the period
is characterised by a slowdown of the domestic economy, the greater fall occurs in the hiring rate (-3.5
percentage points). The strongest and most robust correlation with GDP growth is registered with
employment expansion decisions, in particular the change in the annual rate of job creation or in the
hires rate. The higher stability of job destruction rates and worker separations results in a lower level of
correlation with the evolution of the economic cycle.

Labour market transitions

In the continuous process of the adjustment of the economy, workers go through different labour market
states, namely employment, unemployment and inactivity. The formal concept of unemployment requires
the use of the Labour Force Survey. This survey is obtained with a sample of households. The information
regards household’s members, but the survey does not follow the individuals if they change household.
In terms of labour market flows, changes of household result in a loss of information. On the contrary,
the Social Security employer-employee does not have such attrition problems.

Chart 2 represents worker flows for the period 2001-2011 based on two series of the Labour Force
Surveys — the 1998-2010 and the current series —, using different collection methods and question-
naires. For comparability with Social Security data, the flows considered represent transitions between
employment and non-employment, which aggregates the unemployment and inactivity status. Chart
3 presents the same concepts calculated for the Social Security data. In the Labour Force Survey, up to
2010, the entry and exit rates to and from employment, as a percentage of salaried workers (open-ended
and fixed-term contracts), are close to 2.3 per cent. However, these values underestimate substantially
labour market flows. The values calculated based on the Social Security database are close to 5.7 per
cent, on average, 2.5 times higher. Probably related with this underestimation, and contrary to the Social
Security results, it was not possible to detect any significant and robust correlation between any of the
flows calculated with the Labour Force Survey and the cyclical evolution of the economy.

The most noticeable fact of the flows obtained from the Labour Force Survey is the clear change recorded
in 2011 (Chart 2). Exit rates from employment more than doubled (5 per cent) and entry rates to employ-
ment almost doubled (4 per cent). Although 2011 was marked by the request of external economic and
financial assistance, there were no changes in the economy from a microeconomic viewpoint justifying
the sharp increase in flows. In particular, it is not plausible that the entry rate doubled in a year in which
the unemployment rate increased from 12.4 per cent to 14 per cent and the level of employment dropped
2.7 per cent. Note that there was no significant break in the series of flows calculated with Social Security
data (Chart 3) in 2011. The values are in line with previous values, indicating a reduction in transitions
into employment and a slight increase in the exit rate from employment.

The explanation for the sharp increase in the flows of the current Labour Force Survey series can be found
in the methodological changes. The collection of information ceased to be only personal (Computer
Assisted Personal Interviewing, CAPI), to be also based on contact by telephone after the first interview
(Computer Assisted Telephone Interviewing, CATI). The new collection process is based on a comput-
erised script and interviews are monitored, resulting in a more uniform information collection process
among the six interviews of each household and between interviewers.

Notwithstanding the fact that the comparisons are preliminary due to the fact that they are based on
the comparison of one year of information, they suggest that the methodological change was benefi-
cial to the quality of the information on labour market flows. The approximation of the magnitude of
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flows calculated from the two statistical sources confirms that Portugal has a dynamic labour market,
as recently identified in the literature (Centeno, Machado and Novo, 2007 and 2008), in sharp contrast
with past evidence using other sources of information (Blanchard and Portugal, 2001).

International comparison

The accumulated evidence points to strong labour market dynamics in Portugal. In international terms,
the most recent data show that the Portuguese reality is closer to that of Slovakia, Spain or Finland,
countries also using the CATI interview method. The former Labour Force Survey methodology placed
Portugal closer to Malta and Cyprus, countries using the CAPI collection method (gray bars in Charts
4 and 5). The evidence gather in the literature points to the sharp segmentation of the labour market
as an explanatory factor for the high level of flows, concentrated in those workers with fixed-term
contracts. In Portugal, the growing trend in the number of workers with fixed-term contracts was only
interrupted with the severity of the current crisis because net job destruction was concentrated on this
type of contract (Boeri 2010, Centeno and Novo 2012a, 2012b). Notwithstanding, workers on a fixed-
term contract represent around one fifth of total salaried workers.
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Chart 4 Chart 5
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BOX 4.2 | COMPETITION IN THE PORTUGUESE ECONOMY IN THE
PERIOD 2000-2009

Economic theory considers competition as an important driver of productivity growth. From a theoretical
point of view, competition prevents firms from sustaining prices significantly above marginal costs. In
empirical terms, the assessment of competition is an extremely complex task, mainly on account of two
factors. Firstly, it is difficult to define the relevant markets for a correct analysis of competition. Secondly,
classical competition measures lack theoretical robustness, i.e., they can not unequivocally provide a

correct competition assessment.

This box establishes the global evolution of competition in the portuguese economy in the period
2000-2009, based on a classical competition measure in the empirical literature: the price-cost margin
(PCM)." It should be noted that this analysis differs from the in-depth analysis carried out by competition
authorities, allowing only global assessments.

In sectoral terms, the box focuses on the manufacturing and non-manufacturing sectors as approxima-
tions to the tradable and non-tradable sectors. The latter sector is less exposed to international trade,
thus it is less susceptible to competition pressures. These issues also have macroeconomic impacts. In
fact, if competition reductions occur in the non-tradable sector, there is a potential distortion in the
allocation of resources, which may have contributed to the current macroeconomic imbalances and
low potential GDP growth in the portuguese economy. In this box, the tradable sector (manufacturing
sector) includes all manufacturing activities, whereas the non-tradable sector (non-manufacturing sector)

includes “Electricity and water supply”, “Construction”, “Trade”, “Transport and communications” and
“Other services”.

Data and definition

The Lerner index (1934), also referred to as mark-up ratio, is a market power indicator which conveys
approximate information on competition. It is defined as the difference between the price and the
marginal cost divided by the price. One of the problems in the empirical use of the Lerner index is that
prices are usually unavailable and marginal costs are unobservable. For this reason, the PCM is used as
an approximation and it is defined as the ratio between sales of goods and services less variable costs
relative to sales of goods and services. The variable costs consist of labour costs (wage bill, including
other compensations and pensions) along with cost of goods and services.?

The definition of the relevant market for competition assessment purposes is highly complex. For this
reason, the standard approach is to use an economic activity classification such as CAE (Classification
of Economic Activities). In this box, the market segmentation criterion is based on a 3 digit-level in
CAE-Rev. 2.1, summing a total of 166 markets (100 manufacturing markets and 66 non-manufacturing).?
Furthermore, in order to obtain market aggregates, firm’s PCM are weighted according to their respec-
tive market shares.

1 Additional results and more details on this issue can be found in Amador, J. and Soares, A. C. (2012) “Com-
petition in the portuguese economy: a view on the tradables and non-tradables sectors”, Banco de Portugal,
Economic Bulletin, Spring.

2 Capital is assumed to be a fixed factor, thus the cost of capital should not be included in variable costs. However,
data constraints do not allow for the exclusion of the component “rents”.

3 In 2006, there was a change from CAE-Rev. 2.1 to CAE-Rev. 3. In order to ensure comparability an equivalence
table was used. In addition, as significant reclassification of firms was prevalent in the database in the years
before 2005, when possible, the classification resulting from the conversion from CAE-Rev. 3 to CAE-Rev. 2.1
was applied backwards.
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The computation of the PCM at firm-level requires data, which was drawn from two distinct surveys:
Central de Balancos (CB) for the 2000-2004 period and Informacdo Empresarial Simplificada (IES) for
2005-2009.4 Both surveys provide highly detailed information on balance sheet account headings and
income statements. However, the two surveys have different coverage as IES is universe based whereas CB
is sample based, thus it has a lower coverage in terms of gross value added (GVA) and number of firms.3

Price-cost margin level

Chart 1 reports PCM kernels for both manufacturing and non-manufacturing sectors in 2009. Panel a)
depicts unweighted PCMs across markets and panel b) weighted PCMs according to average GVA for
the period 2005 - 2009.

Unweighted PCM in the portuguese non-manufacturing markets is higher than in manufacturing. In
2009, the average PCM in the manufacturing sector was 7.3 per cent, whereas the PCM of the non-
manufacturing sector (excluding financial services) reached 11.4 per cent. Moreover, there is significant
heterogeneity between the markets in both sectors, particularly in the non-manufacturing sector. The
tails of the distribution are heavier in the non-manufacturing sector, suggesting higher PCM dispersion.
Around 92 per cent of markets in the manufacturing sector have a PCM in the 0 to 20 per cent range
opposed to 68 per cent of markets in the non-manufacturing sector. The introduction of market weights
based on GVA does not substantially change the shape of the PCM distributions of the manufacturing
and non-manufacturing sector.

There are several biases in the use of market PCM as a measure of market power. Firstly, the inexistence
of constant returns to scale implies that average costs are an inaccurate proxy of marginal costs. Secondly,
PCM also reflects product quality and efficiency levels. In fact, more efficient firms or those producing
higher quality goods present higher PCM, albeit not necessarily higher market power. Furthermore, the

Chart 1
PRICE-COST MARGIN DISTRIBUTION ACROSS MARKETS IN 2009
a) Unweighted b) Weighted according to GVA
21 21

Notes: Markets are defined according to CAE - Rev 2.1 at 3 digit. The total number of markets considered is 166.

4 Although IES began in 2006, there was a report including information for 2005, which was taken into account
in the analysis.

5 Activities such as “Financial intermediation”, “Public administration and defence; compulsory social security” e
“Extra-territorial organizations and bodies” are not part of the CB or IES universe.



PCM is sensitive to the business cycle developments. Lastly, the market PCM, measured as a weighted
average of firms’ PCM, is not monotone in competition and hence may convey incorrect information
regarding competition. The reason is the inability to correctly capture reallocation and selection effects.
If efficient incumbents adopt more aggressive pricing strategies, there is a market share transfer towards
those firms (reallocation effect), which may force inefficient firms to exit the market (selection effect).
In this case, the market PCM may increase due to transfer of market share between firms, suggesting
that there was a competition reduction, when, in reality, there has been an increase in competition.
Given that the level of PCM is a market power indicator with some limitations, its trends are generally
used as a more robust measure of competition.

Price-cost margin trends

Chart 2 reports the positive changes of the PCM for the overall economy, manufacturing and non-
manufacturing sectors, for the periods 2000-2004 and 2005-2009. The charts evaluate market competi-
tion in terms of the percentage of markets in each sector where the PCM has increased and also their
relevance measured according to respective GVA, sales and employment shares.

Increases in the PCM are present in 46 per cent of markets in 2005-2009 and in 50 per cent of markets
in 2000-2004, suggesting that competition reductions were relatively generalized across markets. When
considering their relevance in terms of GVA, sales and employment, competition reductions become
more significant in both sub-periods.

In both sub-periods, increases in the PCM are more generalized across markets in the non-manufacturing
sector than in the manufacturing. Moreover, in the period 2005 to 2009, these reductions are substan-
tially more significant in terms of GVA, sales and employment in the non-manufacturing sector than in
the manufacturing sector.

Chart 3 presents the estimated PCM trends for the period 2000-2009, differentiating between manufac-
turing and non-manufacturing markets.® The chart shows that the vast majority of non-manufacturing

Chart 2
100 = Manufacturing 100 4 m Manufacturing
90 | ® Non-manufacturing 90 | B Non-manufacturing
H Overall Economy H Overall Economy
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8 50 - £ 50 4
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30 30 -
20 20 4
10 A 10 A
0 0.
Markets GVA Sales Employment Markets GVA Sales Employment
2000-2004 2005-2009

6 PCM trends were computed using Newey-West standard errors assuming first order autocorrelation. It should be
noted that PCM series may be non-stationary, but the reduced number of degrees of freedom does not allow
for the test of this hypothesis.
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Chart 3

PRICE-COST MARGIN TRENDS ACROSS MARKETS IN 2000-2009

B Manufacturing
4 ® Non-manufacturing

Percentage points

Lower Competition Higher Competition

Notes: Markets are defined according to CAE - Rev 2.1 a 3 digits. The total number of markets is 166. Grey bars signal significant
estimates at 10 per cent.

markets present positive PCM trends. This result suggests that, although thereis a significant heterogeneity
across markets within each sector, the non-manufacturing sector has generally faced lower competition.

Sectoral aggregates

Apart from assessing competition in broad sectoral categories, it is important to perform a less aggre-
gated analysis. Note however, that PCM levels are not directly comparable across sectors because they
reflect not only market power, but also technology, sunk costs and demand elasticity. For this reason
conclusions on sectoral aggregates should be based in PCM variations rather than in levels.

Chart 4 assesses competition developments at a more detailed sectoral level, aggregating market PCMs
according to their respective GVA. In this case, it is assumed that the relevance of each of the markets
is directly related to its GVA weight in the economy. In both sub-periods, market weights are based on
average GVA between 2005 and 2009, thus eliminating the structure effect.

The overall economy PCM was around 11 per cent in the 2005-2009 period, showing a slight upward
trend mainly in the “Services” sector. In contrast, “Manufacturing” presented a decreasing trend. Within
the “Services” sector, there is a significant heterogeneity in the PCM evolution. The increasing trend
in “Services” was mainly associated to developments in “Other services” which includes activities like
“Real estate”, “Renting of machinery and equipment”, “Computer and related activities”, “Architec-
tural and engineering activities” and “Accounting, consulting and legal activities”. The “Trade” sector
presents the lowest PCM within the set of non-manufacturing markets, with a stable path around 5 per
cent. In contrast, “Transports and communications” was the sector with the highest PCM in the non-
manufacturing sector, recording figures around 20 per cent and displaying a relatively stable evolution
in the 2005-2009 period. Therefore, the trends towards an increase of PCM occurred in sectors of a

markedly non-tradable nature.

In conclusion, there is some empirical evidence of lower competition intensity in the non-tradable sector
in the period analysed. Therefore, there is margin for higher competition in the non-tradable sector,
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5. DEMAND

Economic activity declined 1.6 per cent, in real terms, in 2011, with a downwards profile during the
course of the year. Following the growth in 2010, mainly driven by domestic demand, the Portuguese
economy once again faced a recessionary period, marked by the unpostponable need to correct its
macroeconomic imbalances and structural vulnerabilities. Within the framework of the Economic and
Financial Assistance Programme (EFAP), the correction of macroeconomic imbalances entails a prolonged
adjustment of the levels of expenditure of public and private sectors. This need for deleveraging, which
extends to the banking sector, is a consequence of the accumulated high level of indebtedness since
the beginning of the nominal convergence process for participation in the euro area. In this context,
domestic demand — public and private — declined significantly, with special reference to the strong decline
in private consumption and a further decline in investment. Owing to the need to correct high public
indebtedness, the public finances consolidation process intensified in 2011. In a framework of a reduc-
tion of household disposable income levels, increased restrictiveness in households’ and corporations’
access to credit and a low savings rate, the outlook for the reduction of permanent income, in addition
to uncertainty over the evolution of demand, were reinforced by the worsening labour market situation.

Imports decreased significantly in 2011, in line with the evolution of global demand weighted by
imported contents. In contrast with domestic demand, exports were significantly dynamic, making a
positive contribution to the evolution of economic activity, in 2011. The fact that export growth was
higher than external demand implied a significant increase in the market share of Portuguese exports,
across-the-board to intra and extra-community markets.

Contraction of economic activity in 2011 differs from the recession of 2009

Economic activity declined by 1.6 per cent, in 2011, following a strong recession in 2009 (-2.9 per cent)
and a growth of 1.4 per cent in 2010 (Table 5.1). The temporary recovery in 2010 was mainly fuelled
by domestic demand, translating into the absence of any correction to the macroeconomic imbalances
of the Portuguese economy. Similarly, the reduction of economic activity in 2011 essentially reflected
a strong decline in domestic demand, with a contribution of -6.2 percentage points (pp) to the annual
rate of change of GDP, which was the most negative contribution recorded since 1975. Decreasing 3.9
per centin 2011, the change in private consumption was, for the first time since 2001, lower than GDP.

Table 5.1
GDP AND MAIN EXPENDITURE COMPONENTS | REAL RATE OF CHANGE, PER CENT
2007 2008 2009 2010 2011
GDP 2.4 0.0 -2.9 1.4 -1.6
Private consumption 2.5 1.3 -2.3 2.1 -3.9
Public consumption 0.5 0.3 4.7 0.9 -3.9
Investment 2.1 -0.1 -13.3 -3.6 -14.0
Gross formation of fixed capital 2.6 -0.3 -8.6 -4.1 -11.4
Change in inventories® -0.1 0.0 -1.1 0.1 -0.5
Domestic demand 2.0 0.8 -3.3 0.8 -5.7
Exports 7.5 -0.1 -10.9 8.8 7.4
Imports 55 2.3 -10.0 54 -5.5
Domestic demand contribution® 2.2 0.9 -3.6 0.9 -6.2
Net external demand contribution® 0.1 -1.0 0.6 0.5 4.6

Sources: INE and Banco de Portugal.
Note: (a) Contribution for the GDP real rate of change in percentage points.
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Investment fell again, for the third consecutive year, decreasing 14.0 per cent. Reflecting the efforts
being made to consolidate the public finances, public consumption decreased by 3.9 per cent in 2011,
in contrast to the increase of previous years. Exports, in turn, increased 7.4 per cent in 2011. This evolu-
tion is in contrast to the recession of 2009, particularly as the economic and financial crisis on a global
scale implied the collapse of international trade flows (exports declined by around 11 per cent in 2009).

Underlying the evolution of economic activity in 2011 was a downwards profile during the course of the
year (Chart 5.1). The progressively worsening levels of economic activity reflected the marked difference
between domestic demand and export dynamics, particularly in the fourth quarter. Domestic demand
decelerated significantly in comparison to the preceding year with a reinforcement of this trend in the
second half of the year. The evolution was across-the-board to all components and reference should be
made to the strong reduction in private consumption, as well as the pronounced drop in investment.
This profile was reflected in the dynamics of imports, in line with global demand weighted by imported
contents.

In turn, exports were the most dynamic component of global demand, making a positive contribution
of 2.4 pp to the real rate of change of GDP, in 2011 (2.6 pp in 2010). Exports decelerated in second half
2011, reflecting the slowdown of the world economy, particularly in the euro area, in which Portugal’s
main economic partners are to be found. This deceleration was, however, less pronounced than that
of external demand for Portuguese exports, translating into a greater increase in the market share of
Portuguese exports in the second half of the year.

Heterogeneity of economic growth in the euro area and correction of structural imbalances
in Portugal

Following the strong contraction of activity in 2009, reflecting the occurrence of a severe economic and
financial global crisis, economic activity in the euro area grew once again by 1.9 per cent in 2010 and
1.5 per cent in 2011. However, this recovery was not common to all economies in the euro area (see
“Chapter 1 International Environment”, of this Report).

In the particular case of the Portuguese economy, the evolution of economic activity was conditioned
by the presence of significant internal and external imbalances, accumulated over the course of the last
decade. In the period between monetary union and the onset of the financial crisis (1999-2007), GDP
in Portugal (effective and potential) recorded very low growth rates (1.8 per cent on average, in the

Chart 5.1

BREAKDOWN OF THE REAL RATE OF CHANGE OF GDP | YEAR-ON-YEAR RATE OF CHANGE AND CONTRIBUTIONS
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case of actual GDP), accompanied by historically low savings rates, a growing deficit in the current and
capital account and high levels of public and private indebtedness. The existence of structural fragilities,
notably as regards the quality of factors of production, has translated into low levels of productivity,
compromising the evolution of potential GDP and the country’s international competitiveness.

Given the sovereign debt crisis in the euro area, the vulnerability of the Portuguese economy, associated
with the existence of such structural imbalances, contributed to the loss of access to funding in regular
conditions from external markets by the public and banking sectors and for the subsequent request for
international financial assistance.

The contraction of the Portuguese economic activity in 2011 was conditioned by the need to correct
structural imbalances. In this context, the negative GDP growth differential between Portugal and the
euro area increased significantly, reaching -3.1 pp (Chart 5.2). This differential remained relatively stable
during the course of the year, reflecting an across-the-board deceleration of economic activity in the euro
area, including Portugal (see “Chapter 1 International Environment”, of this report). Notwithstanding
the contractionary impact of the adjustment process, efforts to correct the accumulated imbalances are
unpostponable in the current economic and financial situation and are considered central to achieving
the sustained growth of the Portuguese economy over the medium term. The adjustment of the fragilities
of the Portuguese economy requires structural reforms enabling substantial improvements to the quality
of the factors determining potential growth, contributing to the recommencement of a real convergence
with the euro area average over the medium term.

Very sharp decline in private consumption

In 2011, private consumption declined very sharply, particularly in the fourth quarter (Table 5.1 and
Chart 5.1). The fall of 3.9 per cent, in real terms, was the most pronounced since 1975, as opposed to
the relative stabilisation of private consumption in the euro area (0.2 per cent). The decline in private
consumption is in line with the reduction of real disposable income and also reflects greater restrictions
in access to credit and the impact of tax-related measures in the context of progressively deteriorating
consumer confidence.

In 2011 disposable income declined 1.0 per cent, in nominal terms (changes of 3.1 per centin 2010 and
-0.4 per cent in 2009) (Table 5.2). The reduction was much more marked in real terms (-4.5 per cent),
reflecting price increases in 2011 (see “Chapter 6 Prices”, of this report). This evolution is in contrast to

Chart 5.2
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Table 5.2

HOUSEHOLDS' DISPOSABLE INCOME | NOMINAL RATE OF CHANGE, PER CENT

2007 2008 2009 2010 2011

Households disposable income 5.0 4.3 -0.4 3.1 -1.0
Compensation of employees® 4.2 34 0.1 1.1 -1.2
Corporate and property income 5.0 4.7 -6.3 4.7 2.4
Current transfers 6.4 7.0 4.9 3.5 -0.2
Domestic transfers 5.9 7.5 7.0 3.1 -0.5
External transfers 12.2 2.1 -20.6 8.6 3.9
Direct taxes (-) 9.5 3.6 0.7 -1.0 10.0
Social contributions (-) 2.8 5.8 0.1 0.7 -0.1
Disposable income adjusted for the change in net equity of households in pension fund
reserves® 4.4 4.0 -0.4 3.1 -1.0
Memo:
Nominal private consumption 5.6 3.9 -4.5 3.8 -0.4
Real private consumption 2.5 1.3 -2.3 2.1 -3.9
Saving ratio 7.0 7.1 109 102 9.7
Real disposable income® 1.9 1.7 1.8 1.5 -4.5
Private consumption deflator 3.0 2.6 -2.2 1.6 3.7

Sources: INE and Banco de Portugal.
Notes: (a) The compensation received by the households includes employer social contributions, of both the private and the public
sector. (b) Since in financial and wealth accounts households are considered as owners of equity in private funds reserves, to calcu-
late the saving ratio is necessary to previously adjust the disposable income according to the change in net equity of households in
pension fund reserves. (c) Disposable income deflated with the private consumption deflator.

2009, when was registered a less pronounced reduction of disposable income in nominal terms than

the reduction of prices, originating an increase in disposable income in real terms.

The reduction of disposable income, in 2011, largely reflected the decrease in compensation of employees,
as a result of the reduction of the compensation of civil servants and the deceleration of compensation
in the private sector (see “Chapter 6 Prices”, of this Report), as well as an increase in income tax and a
decrease of net internal transfers under the public finances consolidation process (see “Chapter 3 Fiscal
Policy and Situation”, of this Report).

In turn, corporate and property income increased in 2011, essentially reflecting the increase in effective
net interest. The increase in interest rates on deposits was slightly higher than the interest rates on loans
to households in 2011 and the deposits increased significantly, whereas loans declined, particularly
in the second half of the year. In addition to the reduction in the demand for credit, loans made by
domestic banking institutions are being negatively affected by banks’ difficulties in securing funding from
the international financial markets, in the context of the sovereign debt crisis and need to deleverage
their respective balance sheets (see “Section 2.2 Monetary and Financial Conditions of the Portuguese
Economy”, of this Report).

In this context, the decline in consumer confidence was the result of a more negative assessment of the
prospective economic and financial situation as well as expectations of higher unemployment (Chart 5.3).
The deceleration of world economic activity and the unavoidable adjustment process on the Portuguese
economy led to a progressive deterioration of confidence over the course of 2011. This deterioration
was common to the assessment of the situation in the labour market, in which unemployment rates
reached historically high levels (see “Chapter 4 Supply”, of this Report), contributing to greater levels
of uncertainty over future income.

The strong decline in private consumption, in 2011, was more pronounced than in 2009 (-2.3 per cent)
and was more marked than the contraction of GDP for the first time since 2002. 2011 witnessed a
reduction in the consumption of both durable goods and non-durable goods and services (Chart 5.4).
Given that is typically a more cyclical component, the decline in the consumption of durable goods was
particularly marked. In 2011, the consumption of durable goods decreased 18.7 per cent in a fall of
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a magnitude close to that observed in 2009 (-16.9 per cent). The drop in the consumption of durable
goods, in 2011, was also affected by the fact that purchases of several durable goods, notably motor
vehicles, were brought forward at the end of 2010.

Inturn, the consumption of non-durable goods and services, accounting for around 90 per cent of private
consumption, declined 2.3 per cent, in 2011, in a more pronounced reduction than noted in 2009 (-0.6
per cent). The decline in the consumption of non-durable goods and services was particularly marked,
taking into account that this component is characterised by a smoother intertemporal profile, indicating a
more structural adjustment of the level of private consumption, in 2011, in line with the reduction of real
disposable income (notably compensation of employees) and expectations of a reduction of permanent
income (Chart 5.5). The evolution of consumption of non-durable goods and services translated, on the
one hand, nil growth of foodstuffs consumption (0.8 per cent in 2009), with such a low rate of change
not having been noted since 1983. There was, on the other hand, a significant reduction of non-foodstuff
consumption of non-durable goods and services in 2011 (-2.8 per cent in 2011, in comparison to -0.9
per cent in 2009), the most pronounced since 1975.

In light of the marked reduction of real disposable income, high household debt levels, the existence
of more restrictive financing conditions and the low savings rate limited consumers’ capacity to smooth
their consumption in intertemporal terms. In 2011 the savings rate was down once again to 9.7 per
cent, albeit remaining higher than the levels noted since the onset of the financial crisis (Table 5.2). The
evolution of savings reflected, inter alia, the maintenance of high forced savings levels associated with
loan repayments, households’ need to restructure their balance sheets — in an environment of growing
liquidity restrictions — as well as the outlook for a reduction of permanent income tending to incentivise
higher savings as a precautionary measure (see “Box 5.1 The recent evolution of household savings”,
of this Report).

Across-the-board decline in investment, more marked in the case of public investment

2011 witnessed the sharpest decline in gross fixed capital formation (GFCF) (-11.4 per cent), since 1984.
The negative evolution of GFCF was further accentuated by the cyclical pattern of inventories whose
change made a negative contribution of 0.5 pp to the real rate of change of GDP (Table 5.1).

The contraction of public GFCF, in 2011, was particularly expressive as a reflection of the fiscal consoli-
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Chart 5.5

COMPENSATION OF EMPLOYEES AND PRIVATE CONSUMPTION | REAL RATE OF CHANGE
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dation process (-30.3 per cent in 2011, following increases of 6.0, 1.7 and 17.9 per cent between 2008
and 2010, respectively). However, also the private GFCF, representing around 82 per cent of the total in
2010, decreased markedly (-7.3 per cent, after reductions of 10.1 and 7.8 per cent in 2009 and 2010,
respectively), with a sharper decline in the corporate as opposed to the household component (Table 5.3).
Households once again reduced their investment in housing, a fact generally observed since 2001. This
evolution is associated with the high levels of uncertainty over the future economic situation, particularly
in a framework of deteriorating labour market conditions, lower confidence, adjustment of permanent
income levels and an increase in the restrictiveness of access to credit (either in the form of higher costs
or more demanding contractual terms, as referred to in the Bank Lending Survey).

Corporate GFCF declined 7.8 per cent in 2011, at a lower rate than noted in 2009 and 2010. This
evolution was across-the-board to all components, notably construction, machinery and metal products
and transport equipment. Corporate investment decisions were affected by lower expectations over the
evolution of demand, both domestic and external, and, to a lesser extent, the more restrictive access
to funding for companies. In addition, the assessment of current production capacity by manufacturing
companies was at a low level (74 per cent), lower than the values recorded in the period 1987-2008 (an
average of 80 per cent) and close to the minimum level of 73 per cent recorded in 2009.

In contrast to the preceding decade, the growth trend on domestic bank loans to non-financial corporations
has been downwards, with slightly negative values in second half 2011. This evolution simultaneously
reflects a decline in the demand for credit, as well as more restrictive conditions on the supply side in a
context of banks’ increasing funding difficulties in the international financial markets. A more restrictive
access to domestic bank credit was mitigated in the case of companies which secured funding from the

Table 5.3

GFCF BY INSTITUTIONAL SECTOR | REAL RATE OF CHANGE, PER CENT

Weights 2007 2008 2009 2010 2011

2010
GFCF - Total 100.0 26 -0.3 8.6 40 114
General government 18.2 -2.1 6.0 1.7 17.9 -30.3
Private sector 81.8 3.3 -1.2 -10.1 -7.8 -7.3
Households 233 -6.0 -9.0 -12.0 -4.3 -6.0
Corporations 58.5 7.7 2.0 -9.5 -9.0 -7.8

Source: INE.



non-resident sector, reflecting a less pronounced deceleration of total credit (including loans made and
securities issued by residents and non-residents), with a nil change at the end of 2011 (see “Section 2.2
Monetary and Financial Conditions of the Portuguese Economy”, of this Report).

According to information taken from the Investment Survey, published by the INE, around 60 per cent
of the companies surveyed pointed out the existence of obstacles to their investment decisions, a higher
percentage than in 2009 (around 50 per cent), when the Portuguese economy underwent a sharper
contraction than recorded in 2011. The deteriorating outlook on sales continues to be identified by most
companies as the main obstacle, albeit to a lesser extent than recorded in 2009, followed by returns
on investments (Chart 5.6). Notwithstanding the significant increase in its importance in 2011 (around
7 pp, in comparison to the average for the period 2005-2010), the difficulty in obtaining credit is only
the third main obstacle to investment, referred to as such by around 11 per cent of companies (around
5 per cent in 2009).

In addition to the impact of the international crisis and the current adjustment process of the Portuguese
economy, growth of GFCF over the last decade has been determined both by cyclical and structural
factors. In 1999, GFCF's share of economic activity in Portugal was around 6 pp higher than that of the
euro area. Since then, GFCF in Portugal has declined progressively (around 22 per cent between 1999 and
2011), reflected in the successive reduction of this differential, which was negatively signed in 2011 (-1.1
pp). This evolution was determined, to a large extent, by the continued decline of GFCF in construction,
around 32 per cent between 1999 and 2011 (Chart 5.7). With a more cyclical evolution, corporate GFCF
excluding construction, which comprises around 85 per cent of GFCF excluding construction, recorded a
very low growth between 1999 and 2011 (0.4 per cent). This is an area of concern, particularly when the
essential role of corporate GFCF for the potential growth of the economy is considered. In this context,
external demand growth prospects are considered essential to the recovery of corporate investment,
given the limitation of the evolution of domestic demand.

Between 1999 and 2011, construction represented an average of around 62 per cent of total GFCF in
Portugal, in comparison to approximately 58 per cent in the euro area. The decline of GFCF in cons-
truction was particularly marked in the case of housing construction. Following the dynamism noted
in the second half of the 90s, housing investment fell by around 51 per cent between 1999 and 2011,
notwithstanding strong growth of credit and low borrowing costs during most of the period.

Chart 5.6
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Chart 5.7
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As regards corporate investment excluding construction, using information taken from the annual
national accounts published by the INE, in 2009 (the most recent available period) most such invest-

ment was channelled into activities associated with services (58 per cent), notably wholesale and retail
trade, transportation, communication and other business services (legal, management, engineering

and consultancy, inter alia) (Chart 5.8). Between 1995 and 2009, the most significant changes in the
share of each industry were recorded in financial and insurance activities (down 5.4 pp), communication

and information, transportation and storage, and electricity, gas and water (up 8.9, 2.3 and 2.1 pp,
respectively) (Chart 5.9). In this period the share of the manufacturing industry declined slightly (1 pp),

to approximately 22 per cent in 2009.

Chart 5.8
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except for construction (for instance, includes the GFCF in ma-
chinery and equipment, and transport equipment).



The evolution of corporate investment over the next few years will be conditioned by expectations of
growth in domestic demand, the evolution of external demand and the need to adjust corporate balance
sheets owing to their high levels of indebtedness. In this context and as observed following the contrac-
tion of economic activity in 2003, the recovery of investment may not be as dynamic as is usually seen
in post recessionary periods. In addition, the factors conditioning corporate investment decisions also
include the human capital, owing to its complementary nature with investment in physical capital, the
existing institutional framework, particularly the flexibility of markets, and the predictability of the fiscal
system. Given that investment decisions are assessed globally and that there are prospects of significant
reallocations of resources in the Portuguese economy, the framework of investment decisions will also
be influenced by how the imbalances in the economy will be corrected and by the implementation of
the structural reforms needed to increase productivity.

Significant growth of exports, associated with gains in market share

Exports of goods and services grew 7.4 per cent in 2011, in comparison to an average of 4.9 per cent
between 1999 and 2007, around 1 pp more than in the euro area. This evolution was common to the
goods (7.9 per cent, in comparison to an average of 4.7 per cent between 1999 and 2007), tourism (7.3
per cent, against an average of 1.8 per cent between 1999 and 2007) and other services (5.6 per cent
against an average of 9.8 per cent between 1999 and 2007) (Chart 5.10). Portuguese exports of goods
and services, in 2011, grew faster than the imports from several of the main markets of destination,
notably Spain, France, United Kingdom and United States (Table 1.2 of “Chapter 1 International Envi-
ronment”, of this report). The growth in exports of goods and services was higher than the increase in
external demand, i.e. there was an increase in the market share of Portuguese exports, common to intra
and extra-community markets (Chart 5.11). Moreover, relative unit labour costs decreased in 2011, by a
similar magnitude as in the euro area (see “Box 5.2 Recent developments in the international price/cost
competitiveness of the Portuguese economy measure by the relative unit labour costs”, of this Report).

The favourable evolution of exports of goods and services, in 2011, enabled the impact of the signifi-
cant contraction of domestic demand on economic activity to be mitigated. However, given a similar

Chart 5.10 Chart 5.11
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external environment, the lesser extent of Portugal’s openness in comparison to the average of euro
area countries made the positive impulse of exports less significant in the case of Portugal (Chart 5.12).
Notwithstanding the fact that the Portuguese economy has increased its level of economic integration,
over the last ten years, the share of exports was around 9 pp of GDP less than the euro area average
(-8.3 pp of GDP in 2011).

Exports decelerated in second half 2011, reflecting the slowdown of economic activity in the world
economy, particularly in the euro area. However, this slowdown was less marked than in the average of
the euro area (Chart 5.13). This evolution, together with a more marked deceleration of external demand
in the second half of the year, resulted in an upwards profile of Portuguese exports’ market share over
the course of 2011 (Chart 5.11).

The nominal growth of exports of goods, in 2011, was not homogeneous as regards the main export
products and main geographical destinations (Table 5.4). In nominal terms, intra-community exports of
goods decelerated (13.6 per cent, in comparison to 15.4 per cent in 2010) with a downwards trend
during the course of the year. A major contribution to such evolution was the marked deceleration of
exports to Spain - the main destination market for Portuguese exports - reflecting the slowdown of
economic activity in that country. Notwithstanding a pronounced deceleration in the fourth quarter,
exports to Germany - the second most relevant market, - accelerated in 2011 (20.3 per cent, in compa-
rison to 16.5 per cent in 2010) particularly reflecting the evolution of the exports of motor vehicles
and other transport equipment. The contribution made by exports to France - the third most relevant
market - also increased (2.0 pp in 2011, in comparison to 1.3 pp in 2010), essentially reflecting the
evolution of exports of motor vehicles and other transport equipment, and machinery and equipment.
In turn, extra-community exports of goods accelerated (19.5 per cent, in comparison to 17.7 per cent
in 2010) with an upwards intra-annual profile. As regards countries of destination, reference should be
made to the acceleration of exports to Angola (essentially foodstuffs and tobacco), China (particularly
motor vehicles and pulp and paper) and Algeria (iron and steel products). In the last decade the share
of extra-community exports increased by around 10 pp, to 26 per cent in 2011.

By technology intensity, the increase in exports of motor vehicles and other transport equipment, and of
machinery and equipment contributed to the strong growth of exports of high and medium-high techno-

Chart 5.12 Chart 5.13
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Table 5.4

PORTUGUESE EXPORTS OF GOODS | NOMINAL VALUES

By technology intensity®

By group of products
CN Chapters  Weights  Rate of change (per cent)  Contributions (percentage
2010 points)

2008 2009 2010 2011 2007 2008 2009 20102011
Total 01-99 1000, 7.4 1.4 -184 16.0 15174 1.4 -184 16.0 15.1
Agriculture 01-15 53| 144 250 -104 141 12705 10 -05 08 0.7
Food 16-23 53183 92 -21 28 123/08 04 -01 02 06
Mineral fuels 27 6.7| -86 251 -284 595 248|-05 1.1 -16 29 1.7
Chemicals 28-38 50 119 1.4 -16.0 17.1 297,06 0.1 -08 09 1.5
Plastics, rubber products 39-40 69| 11.7 0.5 -13.4 277 142,07 00 -08 1.7 1.0
Leather, leather products 41-43 03| -4.1 41 -183 23.1 326|00 00 -0.1 0.1 0.1
Wood, cork 44-46 35| 63 -44-230 76 109|03 -02 -09 03 04
Pulp, paper 47-49 57/-129 92 -09 407 48|-06 03 00 19 03
Textile products 50-60; 63 4.1 46 -66 -16.1 13.0 103| 0.2 -03 -0.7 06 04
Clothing 61-62 6.0 1.5 -58-132 30 69|01 -04 -08 02 04
Footwear 64 37, 27 26 -82 51 15201 01 -03 02 06
Minerals, ores 25-26; 68-70 55/ 139 -30-159 130 6.1/08 -02 -09 07 03
Basic metals 72-83 79| 102 -02-259 173 17309 00 -22 14 14
Machinery, equipment 84-85 14.9 76 -08 -31.0 63 116|115 -02 -60 1.0 1.7

Motor vehicles, other transport
equipment 86-89 124 28 -2.7 -214 222 234,04 -03 -26 26 29
Optical and precision instruments 90-92 1.11 143 65 29 183 89|01 01 00 02 0.1
Other products 24, 65-67; 56| 412 -25 -33 68 191|117 -01 -02 04 1.1

71; 93-99

Weights  Rate of change (per cent)  Contributions (percentage
2010 points)

2007 2008 2009 2010 2011 2007 2008 2009 2010 2011

High technology 7.3 6.3 -56 -36.7 104 155|0.7 -06 -3.6 08 1.1
Aircraft and spacecraft 04| 764 582 -55.7 56.7 21.4|02 02 -03 0.2 0.
Pharmaceuticals 1.51 299 24 118 1.2 299,03 00 0.1 00 04
Office, accounting and computing machinery 0.3|-27.1 -39.1 -286 -41.2 52|-05 -05 -0.2 -0.3 0.0
Radio, TV and communciations equipment 39| 62 -58-506 145 10.7|04 -04 -33 06 04
Medical, precision and optical instruments 12| 364 39 27 257 142,03 00 00 03 02
Medium-high technology 286 10.7 0.5-219 198 18730 0.1 -63 55 54
Electrical machinery and apparatus, n.e.c. 46| 237 6.6 -22.4 174 142,09 03 -1.1 08 0.7
Motor vehicles, trailers and semi-trailers 11.8| -1.6 -3.6 -20.1 248 240|-02 -04 -23 27 28
Chemicals excluding pharmaceuticals 6.1 221 -33-27.3 400 21112 -02 -16 20 1.3
Railroad equipment and transport equipment, n.e.c. 05| 452 -69 -21.7 124 41|02 00 -0.1 0.1 0.0
Machinery and equipment, n.e.c. 56| 15.9 79 -198 -18 102,09 05 -1.3 -0.1 06
Medium-low technology 22.6 9.0 6.0 -17.0 189 21818 1.2 -3.7 42 49
Building and repairing of ships and boats 0.1/102.8 -26.0 -20.7 -47.4 -21.0| 0.2 -0.1 -0.1 -0.1 0.0
Rubber and plastics products 49| 139 35 -7.1 16.0 192,06 0.1 -03 08 09
Coke, refined petroleum products and nuclear fuel 57|-132 266 -209 512 280(-06 10 -09 22 16
Other non-metallic mineral products 41| 147 08 -131 61 42|06 00 -05 03 02
Basic metals 411 111 -28 -27.3 328 420,04 -01 -1.1 12 1.7
Fabricated metal products, excl. machinery 37| 164 81 -169 -32 143,06 03 -0.7 -0.1 05
Low technology 33.1 9.3 1.2 -10.1 11.3 14829 04 -32 39 49
Manufacturing, n.e.c.; recycling 31| 131 -09 -46 69 102|04 00 -0.1 02 03
Pulp, paper, paper products, printing and publishing 41| 11.0 108 1.5 577 41802 02 00 1.7 17
Food products, beverages and tobacco 93| 196 130 -75 83 12814 10 -07 08 1.2
Textiles, textile products, leather and footwear 13.7 43 -39 -126 62 104|077 -06 -1.8 09 14

Wood and products of wood and cork, excl .

furniture 3.0 58 -81-198 55 93|02 -03 -07 02 03
Residual 8.4 -10.2 3.7 -19.8 204 -143|-10 03 -16 1.7 -1.2

By destination country

Weights  Rate of change (per cent)  Contributions (percentage
2010 points)
2007 2008 2009 2010 2011 2007 2008 2009 20102011
Intra-community 75.0 6.0 -2.1-173 154 136|477 -1.6 -129 11.6 10.2
of which:
Spain 26.6 83 -14-203 132 75|24 -04 -57 36 20
Germany 13.0 6.7 -0.1-17.1 165 20309 0.0 -22 2.1 26
France 11.8 80 -50-142 103 174|10 -06 -1.7 13 2.0
United Kingdom 55| -58 -81-158 126 6.8|-04 -05 -09 0.7 04
Italy 3.8 94 -94 -17.1 174 110/ 04 -04 -06 0.7 04
Extra-community 250| 126 134 -21.5 17.7 195| 28 3.1 -55 44 49
of which:
Angola 52| 392 343 -08 -146 220|13 15 00 -1.0 1.1
United States of America 3.6|-151 -25.0 -245 31.1 129|-09 -1.2 -0.8 1.0 05
Brazil 1.2 14 239 -79 495 329|00 02 -0.1 05 04
China 0.6 -15.3 16 205 6.0 69.7/-0.1 0.0 0.1 00 04
Algeria 0.6 9.6 1269 9.0 89 66.8/00 03 00 0.1 04

Sources: GEE, INE and Banco de Portugal calculations.

Note: (a) Data released by the Office for Strategy and Studies of the Ministry of Economy and Employment (GEE), obtained from the
international trade data released by the INE and the classification of manufacturing industries by technology intensity, based on R&D
intensities, released by the OECD. For more details, see http://www.oecd.org/dataoecd/43/41/48350231.pdf. The residual category
refers to products that cannot be included in the technology intensity classification, namely agriculture and mining and quarrying
products, as well as product for which INE does not release fully detailed data, for confidentiality reasons, preventing the use of the

classification by technnology intensity.
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logy in 2011. In the case of high technology reference should also be made to the marked acceleration
in exports of pharmaceuticals. Exports of medium-low and low technology also increased significantly
in 2011. Regarding medium-low technology, the highest contributions were registered in basic metals
and refined petroleum products, although smaller than in 2010 in the latter case. In low technology
exports, textile, textile products and footwear, and food products registered the highest acceleration
when compared with 2010. A more detailed analysis of the nominal evolution of Portuguese exports of
goods in 2011 can be found in “Box 5.3 The evolution of Portuguese exports in 2011 — main products
and geographical destinations”, of this Report.

In the context of a relatively favourable external environment, tourism exports increased 7.3 per cent, in
real terms, with overnight stays by non-residents recording a growth of 10.4 per cent in comparison to
1.7 per centin 2010. This evolution reflected essentially tourist inflows from the United Kingdom, France
and Germany (Chart 5.14). Portugal may have benefited from the diversion of tourists from destinations
in the Middle East and North Africa, marked by socio-political tensions. According to information from
the World Tourism Organisation, these were the only two regions with a negative rate of change in tourist
arrivals in 2011.1 With exports of tourism in volume up by 0.7 pp over 2010, the deceleration of around
3 pp in nominal revenue from tourism may have reflected a possible reduction of amounts spent per
tourist, as well as a decline in prices, which, in the case of Portugal, was the most marked of European
Union countries with the exception of Cyprus (see “Chapter 6 Prices”, of this Report).

Exports of other services grew in real terms 5.6 per cent in 2011, which compares with an increase of 6.0
per cent in 2010. According to information on the balance of payments released by Banco de Portugal,
the main contributions to the nominal growth of these exports were associated with transportation
services, particularly to the United Kingdom, computer and information, and other business services
(Table 5.5). Construction and financial services also made a positive contribution. However, in the case
of transportation services, the nominal evolution is likely to be strongly influenced by the increase in the
prices of passenger transport by air services.

Chart 5.14
OVERNIGHT STAYS OF FOREIGNERS | CONTRIBUTIONS BY ORIGIN COUNTRY, PERCENTAGE POINTS
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Sources: INE and Banco de Portugal calculations.

1 For further details see UNWTO World Tourism Barometer, Volume 10, March 2012.



Table 5.5

PORTUGUESE EXPORTS OF SERVICES | NOMINAL VALUES

By type of service
Weights Rate of change (per cent) Contributions (percentage points)
2010 7007 2008 2009 2010 2011 2007 2008 2009 2010 2011

Total 100.0| 15.7 53 -87 7.7 9.0 15.7 53 -87 7.7 9.0
Travel 43.2| 10.9 05 -72 10.0 7.2 5.0 0.2 -30 4.2 3.1
Transportation 266 189 104 -1266 130 109| 47 26 -33 33 2.9
Other business services 188| 19.5 102 -59 1.7 87| 35 1.9 -1 0.3 1.6
Construction services 29| 409 83 -219 -1.9 139 1.2 03 -0.8 -0.1 0.4
Communications services 27| 164 47 -156 -2.9 0.5 0.5 02 -05 -01 0.0
Computer and information services 16| 368 153 1.0 1.1 377 04 02 0.0 0.0 0.6
Personal, cultural and recreational services 15| -6.3 7.1 107 207 -11.6| -0.1 0.1 0.1 03 -02
Financial services 09| 258 -47 -32.7 44 416 03 -01 -04 0.0 0.4
Government services 1.1 103 05 -24 176 3.7 0.1 0.0 0.0 0.2 0.0
Insurance services 0.5 5.9 5.1 33 91 114 0.0 0.0 0.0 -0.1 0.1
Royalties and license fees 0.2| 10.0 -29.8 1505 -71.7 412 00 -01 04 -05 01

By destination country
Weights Rate of change (per cent) Contributions (percentage points)
2010 3007 2008 2009 2010 2011 2007 2008 2009 2010 2011

Total 100.0| 15.7 53 -87 7.7 9.0| 15.7 53 -87 7.7 9.0
United Kingdom 143| 128 -3.0 -19.0 4.1 104| 24 -06 -32 06 1.5
Spain 142 156 6.4 -12.3 2.9 1.0 24 1.0 -19 04 0.1
France 13.8| 15.1 81 -44 69 106 20 1.1 -06 1.0 1.5
Germany 10.2| 122 24 93 86 55 1.3 03 -09 09 06
Brazil 50| 220 82 -19 484 13.1 07 03 -01 1.8 07
United States of America 49| 221 73 -11.3 5.5 4.4 1.1 04 -06 0.3 0.2
Angola 46| 338 393 03 191 329| 08 1.1 00 08 1.5
Switzerland 43| 201 -29 105 -3.7 -89| 08 -0.1 04 -02 -04
Netherlands 43| 48 92 37 114 80| 02 03 0.1 05 03
Italy 35| 149 -87 -115 1.1 9.7 07 -04 -04 0.0 0.3
Other countries 20.8| 176 103 -74 81 126| 34 20 -15 1.7 2.6

Source: Banco de Portugal.

Decrease of imports in line with global demand weighted by imported contents

In 2011, the volume of imports of goods and services fell 5.5 per cent, reflecting the decrease in goods
imports (-7.0 per cent), the decline in tourism imports (-2.1 per cent) and the increase in imports of other
services (3.7 per cent) which was slightly higher than in 2010 (3.2 per cent). Given the high cyclicality
of imports, the import penetration in global demand declined in 2011 (2.9 per cent, in real terms) as is
usually the case in periods of a contraction of economic activity (Chart 5.15).

With the exception of 2009, when there was a collapse of world trade, the decline in importsin 2011 was
the most pronounced of the last decade. This evolution was in line with the decrease in global demand
weighted by imported contents (Chart 5.16), with an across-the-board decline of imports, in real terms,
common to the energy and non-energy component, albeit more marked in this latter case (-4.1 and -5.7
per cent, respectively). In particular, the decline in goods imports was more marked in the case of several
components with a higher level of imported contents, such as the consumption of durable goods and
GFCF in machinery and transport equipment. In nominal terms, imports of machinery and equipment
decreased by 7.4 per cent and imports of motor vehicles and other transport equipment fell 23.9 per
cent (Table 5.6). The decrease in imports of these products was reflected in the reduction of imports of
high and medium-high technology goods. The evolution of imports of motor vehicles and other transport
equipment was also significantly affected by the impact of general government acquisitions of military
equipment, in 2010, resulting in the reduction of imports of medium-low technology goods. In turn, the
imports of low technology goods increased in 2011, mainly reflecting the evolution of imports of food
products, which accelerated vis-a-vis the previous year. This acceleration in nominal terms is partially
influenced by the increase in import prices of food (see “Chapter 6 Prices”, of this Report).
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Chart 5.15

IMPORT PENETRATION IN GLOBAL DEMAND | IN REAL TERMS
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Sources: INE and Banco de Portugal calculations.

Note: The penetration of imports assesses the growth of imports of goods and services against the growth in global demand. An
increase indicates a gain in the market share of foreign producers.

By geographical area there was a significant, across-the-board slowdown in imports of goods. In the case
of intra-community markets, goods imports decreased, in nominal terms (-2.6 per cent), in particular
in some of the most important markets such as the United Kingdom, Germany, Italy and France. In the
case of Spain, Portugal’s main trading partner, imports decelerated in nominal terms from 5.7 per cent
in 2010 to 2.3 per cent in 2011. Notwithstanding the fact that they also decelerated, imports from
extra-community countries remained highly dynamic, growing 12.5 per cent, particularly from Angola,
Algeria, Brazil and Saudi Arabia and were essentially associated with fuel imports.

Given the decrease of real disposable household income, increased restrictions on access to credit and
progressively deteriorating consumer confidence levels, tourism imports declined 2.1 per cent in 2011,
in real terms. The destinations with the most marked decreases were Spain, Brazil and United States,
with negative rates of change in 2011. Portuguese tourism on domestic territory also decreased with
overnight stays by residents decreasing by 1.9 per cent in 2011.

Chart 5.16
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Table 5.6

PORTUGUESE IMPORTS OF GOODS | NOMINAL VALUES

By group of products
CN Chapters  Weights Rate of change (per cent) Contributions (percentage
2010 points)
2007 2008 2009 2010 2011 2007 2008 2009 2010 2011
Total 01-99 100.0 6.5 7.1 -200 11.0 11165 7.1 -20.0 11.0 1.1
Agriculture 01-15 95| 142 9.8 -116 51 10412 09 -1.1 05 1.0
Food 16-23 411 126 11.2 06 -2.1 69|04 04 0.0 -0.1 0.3
Mineral fuels 27 146| -08 280 -37.3 288 234|-01 38 -6.0 36 3.4
Chemicals 28-38 10.0 1.3 7.1 -41 9.4 46,01 06 -03 1.0 0.5
Plastics, rubber products 39-40 51| 106 26 -165 164 98|05 0.1 -08 08 05
Leather, leather products 41-43 1.0/ 10.8 -0.7 -143 142 52|01 00 -0.1 0.1 0.1
Wood, cork 44-46 1.2 127 -20 -250 158 6.1/ 02 00 -03 0.2 0.1
Pulp, paper 47-49 2.3 6.2 04 -88 50 -0.8|01 00 -0.2 0.1 0.0
Textile products 50-60; 63 28| -0.1 -83 -16.2 146 04|00 -02 -04 04 0.0
Clothing 61-62 3.0 79 16 0.5 3.4 05/ 02 00 0.0 0.1 0.0
Footwear 64 09| 108 29 -75 4.2 54|01 00 -0.1 0.0 0.0
Minerals, ores 25-26; 68-70 1.4 29 32 -179 08 -71/00 0.1 -03 00 -0.1
Basic metals 72-83 7.9 87 29 -344 151 41,08 03 -32 12 0.3
Machinery, equipment 84-85 16.4 7.7 52 -228 -47 -74|15 11 -45 -09 -12
Motor vehicles, other
transport equipment 86-89 14.1 80 06 -207 292 -239|10 01 -25 35 -34
Optical and precision
instruments 90-92 2.2 1.8 15 -55 68 -87/00 00 -01 02 -0.2
Other products 24; 65-67; 3.3 57 20 -32 88 -69/02 01 -01 03 -0.2
71;93-99
By technology intensity®
Weights Rate of change (per cent) Contributions (percentage
2010 points)
2007 2008 2009 2010 2011 2007 2008 2009 2010 2011
High technology 12.6 29 15 -158 -41 -80|04 02 -22 -06 -10
Aircraft and spacecraft 06| 59 120 -96 -483 -328|0.1 0.1 -0.1 -06 -0.2
Pharmaceuticals 4.1 1.7 63 7.4 20 -04|01 02 02 01 0.0
Office, accounting and computing machinery 1.8/ -25 65 -157 -9.7 -196|-0.1 0.1 -03 -02 -0.3
Radio, TV and communciations equipment 3.9 1.8 -42 -352 00 -71/01 -03 -19 0.0 -03
Medical, precision and optical instruments 23| 127 -05 -7.0 63 -77/03 00 -0.1 02 -02
Medium-high technology 30.9 99 42 -187 115 -33|30 13 -56 35 -10
Electrical machinery and apparatus, n.e.c. 34| 141 143 -175 52 -43|/04 05 -06 02 -0.1
Motor vehicles, trailers and semi-trailers 1.8 74 -19 -284 303 -108|09 -02 -32 3.0 -13
Chemicals excluding pharmaceuticals 8.7 68 29 -139 215 102|05 02 -1.0 1.7 09
Railroad equipment and transport equipment,
n.e.c. 04| 218 9.1 658 -449 -56|01 00 03 -04 0.0
Machinery and equipment, n.e.c. 6.6 154 108 -140 -120 -68|1.1 08 -1.1 -1.0 -04
Medium-low technology 16.3 84 57 -257 206 -43|14 09 -41 31 -07
Building and repairing of ships and boats 19| 26.6 -24.5 140.5 4658 -963|00 00 02 1.7 -1.8
Rubber and plastics products 28| 91 42 -11.0 47 23102 01 -03 0.1 0.1
Coke, refined petroleum products and nuclear fuel 2.8/ 9.3 180 -252 9.1 373|02 05 -08 03 1.0
Other non-metallic mineral products 1.3/ 22 21 -162 -06 -68|00 00 -02 0.0 -01
Basic metals 5.4 94 -15 -387 215 22|06 -01 -25 1.1 0.1
Fabricated metal products, excl. machinery 2.2 6.5 187 -219 -28 -14|01 04 -06 -0.1 0.0
Low technology 22.3 85 29 -69 3.8 37,18 06 -14 09 0.8
Manufacturing, n.e.c.; recycling 2.2 64 59 -7.38 1.3 -62/01 01 -02 00 -01
Pulp, paper, paper products, printing and
publishing 2.5 93 00 -11.6 21 -05/02 00 -03 0.1 0.0
Food products, beverages and tobacco 9.3/ 10.1 80 -36 14 103,08 07 -03 0.1 1.0
Textiles, textile products, leather and footwear 73| 67 -19 -71 74 02|05 -01 -05 06 0.0
Wood and products of wood and cork, excl .
furniture 09| 11.1 -3.6 -222 139 08|01 00 -0.2 0.1 0.0
Residual -0.7 246 -342 260 16.6|-0.1 40 -6.5 4.1 3.0
By origin country
Weights Rate of change (per cent) Contributions (percentage
2010 points)
2007 2008 2009 2010 2011 2007 2008 2009 2010 2011
Intra-community 75.7 59 46 -159 70 -26|45 35-119 55 -20
of which:
Spain 31.2 7.1 63 -149 5.7 23122 19 -46 19 0.7
Germany 13.9 39 27 -210 165 -10.0/ 06 04 -28 22 -14
France 7.3 87 -02 -175 -35 -43|07 00 -14 -03 -03
Italy 57| -1.0 46 -134 86 -50/-0.1 03 -07 05 -03
United Kingdom 38| -52 -41 -206 276 -10.7|-0.2 -02 -0.7 09 -04
Extra-community 24.3 85 153 -32.0 259 12519 36 -81 55 3.0
of which:
Brazil 1.8/ 120 -13 -349 179 39.7,03 00 -0.7 03 0.7
Angola 1.0/600.3 10.5 -63.0 2729 109.0| 0.6 0.1 -04 0.8 1.1
Saudi Arabia 09]-195 56.3 -39.8 300 734|-02 04 -04 0.2 0.7
Algeria 0.5|-356 224 -61.1 -20 188.2|-06 02 -0.7 0.0 0.9

Sources: GEE, INE and Banco de Portugal calculations.

Note: (a) Data released by the Office for Strategy and Studies of the Ministry of Economy and Employment (GEE), obtained from the
international trade data released by the INE and the classification of manufacturing industries by technology intensity, based on R&D
intensities, released by the OECD. For more details, see http:/www.oecd.org/dataoecd/43/41/48350231.pdf. The residual category
refers to products that cannot be included in the technology intensity classification, namely agriculture and mining and quarrying
products, as well as product for which INE does not release fully detailed data, for confidentiality reasons, preventing the use of the
classification by technnology intensity.
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Imports of other services recorded anincrease of 3.7 per cent, inreal terms, largely reflecting strong growth
in the financial services component (117.6 per cent, in nominal terms), associated with the payment of
fees and service charges under the financial assistance programme (EFAP) (Table 5.7).2

Table 5.7
PORTUGUESE IMPORTS OF SERVICES | NOMINAL VALUES
Weights Rate of change (per cent) Contributions (percentage
2010 points)
2007 2008 2009 2010 2011 2007 2008 2009 2010 2011
Total 100.0| 8.2 80 -83 5.2 50| 82 80 -83 5.2 5.0
Transportation 296| 98 6.7 -14.1 6.0 4.2 3.1 21 44 1.8 1.2
Travel 27.2 7.9 24 7.7 8.9 0.7 2.2 0.7 -2.0 2.3 0.2
Other business services 212 74 181 -41 -03 46| 15 35 -09 -0.1 1.0
Personal, cultural and recreational services 45/ -1.0 101 175 11 -20, 00 04 06 01 -0.1
Communications services 40| 251 41 -136 -24 -36| 1.0 02 -06 -0.1 -0.1
Royalties and license fees 38| 57 23 98 117 -61| 02 01 03 04 -02
Computer and information services 34,116 173 71 06 194, 03 05 02 00 07
Financial services 22| -2.7 283 -30.3 340 1176, -0.1 05 -07 06 26
Insurance services 22| 05 66 -46 233 -56, 00 0.1 -0.1 04 -01
Government services 1.1 -72 -219 -243 -20 -238| -02 -04 -03 00 -03
Construction services 09| 158 282 -244 -215 239| 02 03 -03 -03 02

Source: Banco de Portugal.

2 For further details see “Impact on the statistics disseminated by the Banco de Portugal of the first operations in
the context of the Financial Assistance Programme to Portugal” published with Statistical Bulletin - July 2011.



BOX 5.1 | RECENT EVOLUTION OF THE HOUSEHOLD SAVING RATE IN
PORTUGAL

The household saving rate is one of the relevant macroeconomic elements in the analysis of the Portu-
guese economy developments, particularly in the current context involving the structural correction
of macroeconomic imbalances. The household saving rate showed a sharp drop in the period prior to
monetary union and remained relatively stable up to 2005. Between 2006 and 2008, the saving rate
declined to historical minimums, being this trajectory fully reversed in 2009. More recently, the saving
rate slightly decreased in 2010 and in 2011 (Chart 1).

This box represents an attempt to understand the latest developments in the household savings rate in
the light of its main macroeconomic determinants, using the time series model presented in Alves and
Cardoso (2010)".

Empirical relationship between the saving rate and its main determinants

The long term equation estimated for the household savings rate is set out below:

SvRate, =oc(y + oy Interesty+ oo BGovy+ ocg GDPurey + & (1)

where SvRate is the household saving rate (as a percentage of disposable income), Interest is a repre-
sentative interest rate of deposits (measured in terms of annual average), BGov is the government fiscal
balance excluding temporary measures and other special effects (as a percentage of GDP) and GDPvrc
is the volume rate of change of GDP.

In turn, the short term dynamics of the change in the saving rate is set out below:

ASvRate, = B, + BASvRate, | +y ABGov, + y,AGDPuvcr, + y,AWealth, —tECM,  +u,  (2)

where A represents the first difference of the respective variable, Wealth is the value of total net worth
of households (measured as the value of financial assets and housing minus debt) as a percentage of
disposable income and ECM is the error correction mechanism, that is, the vector of residuals from
equation (1).

Chart 1

HOUSEHOLD SAVING RATE IN PORTUGAL | AS A PERCENTAGE OF DISPOSABLE INCOME
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1 For a more detailed description of the model used and interpretation of the estimated relationships see Alves
and Cardoso (2010), “Household savings in Portugal: micro and macroeconomic evidence”, Banco de Portugal,
Economic Bulletin - Winter.
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Since part of the statistical information was revised after the publication of the mentioned study, the
equations were re-estimated consistently with the most recent information. In particular, a new national
accounts series, in 2006 basis (starting in 1995) and annual national accounts for 2008 and 2009 were
published which translated into new saving rate and disposable income series and new household wealth
estimates (see: Banco de Portugal. Annual Report, Box 5.1 Update on household wealth: 1980-2010).
It should, however, be noted that the revisions, particularly of household saving rates series, were not
significant.

The estimation period coincided with that of the above referred study (1985-2009). The re-estimated
coefficients do not differ significantly from those previously obtained?. Chart 2 displays the series of
observed values for the change in the saving rate and those estimated in accordance with the dynamic
short term equation (2). The model’s estimates for 2010 and 2011 are based on the explanatory varia-
bles’ effectively observed data.

Explanatory factors for the evolution of the saving rate in 2011

The estimated model indicates that, in accordance with the macroeconomic determinants considered,
a decline in household saving rates in 2010 and 2011 was to be expected. The values estimated by the
model point, however, to a sharper reduction in the saving rate than the one observed in 2010 and
particularly, in 2011.

Centring the analysis specifically on 2011, the factors presenting highest contribution to the projection of
the decline in savings rate are the reduction of the government fiscal deficit and downturn of economic
activity (and consequent reduction of disposable income). As regards the impact of the fiscal consolidation
process, empirical evidence suggests some substitution effect between public and private savings. This
substitution is particularly marked in the case of measures having an impact on household disposable
income as happened in 2011. By its turn, the significant decline in real household disposable income
tend to be reflected in lower saving rates, centred on households with an intertemporal consumption
smoothing capacity.

Chart 2

CHANGES IN SAVING RATE - OBSERVED AND ESTIMATED
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Sources: INE and Banco de Portugal.

2 In the same way, re-estimating the model up to 2011, the coefficients obtained are similar, reflecting the
model’s stability in the most recent period.



The fact that the decline in the savings rate, in 2011, was significantly lower than estimated by the
econometric model suggests that other factors not considered in the econometric specification will have
made an important contribution to such evolution. In this context, three factors merit special reference.
Firstly, the marked drop of disposable income, in 2011, has been largely perceived as permanent. In this
case, households tend to adjust their respective consumption levels in an equivalent manner, keeping
their savings levels unchanged. Secondly, a framework of more restrictive access to bank financing have
been accompanied by an increase in the proportion of households with active liquidity restrictions over
the course of the past year, leading to a situation in which the drop in disposable income translates into
a drop in private consumption. Finally the major uncertainty over economic developments in general and
particularly as regards future earnings, have also contributed to an increase in savings for precautionary
reasons. These three factors have thus mitigated the fall in the saving rate in 2011 and have continued
to play a decisive role in its evolution at the beginning of 2012.
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BOX 5. 2 | RECENT DEVELOPMENTS IN THE INTERNATIONAL PRICE/
COST COMPETITIVENESS OF THE PORTUGUESE ECONOMY MEASURED
BY THE RELATIVE UNIT LABOUR COSTS

Over the last decade, the performance of the exports of goods and services between different euro area
countries has been highly heterogeneous (Chart1). Several countries, such as Slovakia, Estonia, Slovenia,
Germany and Ireland, recorded export growth rates of more than 6 per cent, in real terms, on average,
for the period 1999-2011. In the same period, countries such as France, Cyprus and Italy recorded export
growth of less than 3 per cent. The average rate of export growth in Portugal was 3.8 per cent, 0.8
percentage points (pp) less than the euro area average. In the most recent period, between 2006 and
2011, Portuguese exports recorded an average rate of growth of 4.1 per cent, 0.5 pp more than the
average for the euro area (Chart 2). In 2011, Portuguese exports grew 7.4 per cent, 1.3 pp more than
the average for the euro area (see “Chapter 1. International Environment”, of this Report).

The evolution of exports in different countries is influenced by a broad range of factors, which include
international price/cost competitiveness, domestic and external macroeconomic developments, namely
in terms of demand, and the capacity to adapt in a context of openness and growing participation
of new countries in international trade. Over the long term, reference should be made to the quality
of factors of production, technological progress and the institutional framework which affect global
competitiveness and the sectoral specialisation of exports.

This box focuses on the issue of international cost competitiveness and particularly in one of the indica-
tors most commonly used to evaluate this concept, the effective exchange rate deflated by the relative
unit labour costs. This index corresponds to a relative production cost — relative unit labour costs — of
domestic producers in comparison to producers in the main international trading partners, defined in
a common currency. An increase (decrease) in this index signifies an increase (decrease) in the relative
unit labour costs of domestic producers, which can be interpreted as a loss (gain) of international labour
cost competitiveness.

Chart 1 Chart 2

EXPORTS OF GOODS AND SERVICES | RATE oF EXPORTS OF GOODS AND SERVICES | RATE oF
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Methodological issues

The European Central Bank (ECB) releases series of effective exchange rate indices deflated by the relative
unitlabour costs for the euro area and for individual countries, the so-called Harmonised Competitiveness
Indicators (HCI). The effective exchange rate indices deflated by the relative unit labour costs correspond
to the weighted average of bilateral exchange rates vis-a-vis the currencies of the main trading partners,
deflated by the relative unit labour costs. The weights are based on a 3 year average of imports (simple
weights) and exports (double weights) of various countries and are updated on every three years.’

Banco de Portugal also releases effective exchange rate indices deflated by the relative unit labour costs
for Portugal. These series are calculated on the basis of a methodology similar to the one used by the
ECB.2There are, however, a few differences between the two series, which are essentially associated with
the set of trading partners (and therefore the weights used in the aggregation) and with the calculation
of unit labour costs in Portugal. The Banco de Portugal series considers a set of 21 trading partners (euro
area 12, Denmark, United States, Hungary, Japan, Norway, Poland, United Kingdom, Czech Republic,
Sweden and Switzerland), whereas the ECB series includes 36 countries (16 euro area countries and a
set of 20 countries including the remaining 10 European Union countries plus Australia, Canada, China,
South Korea, United States, Hong Kong, Japan, Norway, Singapore and Switzerland).

As regards unit labour costs in Portugal, both ECB and Banco de Portugal use the information from the
national accounts produced by INE to perform this calculation, with both series coinciding from 2006
onwards.3 However, for the period prior to 2006, Banco de Portugal constructed a consistent series for
the compensation of employees, using the current national accounts calculation methodology (base
2006). In short, with the updating of the national accounts base in 2006, the registration of transfers
to Caixa Geral de Aposentacoes (CGA)* was changed, being assumed that general government, as an
employer, pays contributions to the CGA according to an agreed fixed rate, as in the private sector. Up
t0 2006, these contributions represented the amount required to guarantee CGA's financial equilibrium,
which, notwithstanding being a cost associated with the labour factor in the public sector, is not directly
related with the compensation.® The impact of this question in the unit labour costs series was 2.4 pp
in accumulated terms over the period 1999-2006 (Chart 3).

Recognising that the use of a harmonised methodology for the calculation of the HCI for the various
countries facilitates international comparisons, Banco de Portugal will, in the future, publish the series
of effective exchange indices deflated by the relative unit labour costs produced by the ECB. However,
for the period prior to 2006, Banco de Portugal will adjust the unit labour costs series in Portugal, using
the current methodology of calculation of the social contributions to the CGA (Chart 4).

1 The ECB, in January 2012, updated its information on weights for the period 2007-2009. For further details on
the calculation methodology of these indicators, see http://www.ecb.europa.eu/stats/exchange/hci/html/index.
en.html.

2 The international trade weights refer to the period 2001-2003. For further details on the effective exchange
index’s calculation methodology see Gouveia, A. and Coimbra, C. (2004) “New Effective Exchange Rate Index
for the Portuguese Economy”, Banco de Portugal, Economic Bulletin - December.

3 The unit labour costs series calculated by Banco de Portugal considers employment measured in full time equiva-
lents (whereas the ECB measures employment by the number of individuals) and adjusts compensation of em-
ployees by the direct effects of tax credits issued by general government, in 2003. Such differences, however,
have a reasonably insignificant impact and are negligible in accumulated terms.

4 Caixa Geral de Aponsentacées — civil servants’ pension scheme.

5 For further details on the changes to the method for processing social contributions to the CGA see “Box 2:
Relative unit labour costs in Portugal: methodological issues and evolution over the last decade”, Banco de
Portugal, Economic Bulletin - Summer 2010.
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Recent evolution and international comparison

Since 1999, countries in the euro area have shared a common currency, eliminating the existence of
exchange rate differentials among each other. However, international cost competitiveness may vary
between countries in the euro area. These changes are, inter alia, related with differences in intra and
extra-community trade patterns, the degree of openness to international trade and the evolution of
each country’s unit labour costs.

Between 1999 and 2011, the effective exchange index deflated by relative unit labour costs for Portugal
increased 4 per cent in accumulated terms, in contrast with a -0.7 per cent change registered in average
terms in the euro area. In comparison with other euro area countries, the deterioration of Portuguese
international cost competitiveness based on relative unit labour costs was less than that noted for Spain
(6.1 per cent), France (5.0 per cent), Greece (8.7 per cent), Ireland (15.4 per cent) and Italy (8.1 per cent).
In turn, in Germany the effective exchange rate index deflated by relative unit labour costs decreased
by around 16 per cent, in accumulated terms (Chart 5).

The 4 per cent increase of the Portuguese effective exchange rate index deflated by the relative unit
labour costs in accumulated terms, in the period 1999-2011 reflected a growth of 7.6 per cent between
1999 and 2006 and a reduction of 3.3 per cent between 2006 and 2011, which was particularly marked
in 2010 and 2011 (-2.2 and -1.4 per cent, respectively). The decline in the effective exchange rate index
deflated by the relative unit labour costs, in 2011, was similar to the average decline noted in the euro
area. This decline was recorded both in the case of unit labour costs relative to euro area countries (-0.9
per cent) and, more markedly, in comparison to the remaining 20 trading partners (-3.0 per cent) (Chart
6). Given the virtually nil change in the nominal effective exchange rate for Portugal (-0.1 per cent), the
evolution of the relative unit labour costs essentially reflected a reduction of unit labour costs in Portugal
(-0.8 per cent), in comparison to an approximately nil change, in average, for euro area countries and
an average increase of around 2 per cent, in the other 20 trading partners.

The decline in Portuguese relative unit labour costs in the most recent period may have contributed to
export dynamism. Since exports are expected to continue to make a decisive contribution to sustaining
economic activity, gains in international cost competitiveness, based on relative unit labour costs, in the
most recent period may contribution positively to the future evolution of Portuguese exports.
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BOX 5.3 | THE EVOLUTION OF PORTUGUESE EXPORTS OF GOODS IN
2011 BY MAIN PRODUCTS AND GEOGRAPHICAL DESTINATIONS

Portuguese exports of goods recorded a nominal growth of 15.1 per cent in 2011, only slightly lower
than in 2010 (16.0 percent). However, although globally positive, this evolution was not homogenous
in terms of the main products exported and the main geographical destinations of exports. This Box
analyses in detail the product composition and the geographical distribution of Portuguese exports of
goods in 2011, using information on international trade released by the INE.

In 2011, world exports of goods continued to recover from the marked decline recorded in 2009, albeit
at @ much more moderate rate than in 2010. World exports of goods grew 13.5 per cent in 2011 in
nominal terms (27.7 per cent in 2010) whereas nominal exports of the euro area increased 11.3 per cent
in 2011 (16.8 per cent in 2010). This deceleration of exports in relation to 2010 was common to most
economies, both advanced and developing (Chart 1). Hence, the nominal growth of Portuguese exports
in 2011 compares favourably with what happened on a global level.

Chart 1
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Sources: INE and CPB Netherlands Bureau for Economic Policy Analysis.
Note: The evolution of nominal exports of Greece in 2011 is very influenced by the strong growth of exports of energy goods.

All groups of products recorded positive rates of change in 2011, but with differentiated
behaviours in comparison to 2010

The most significant contribution to the nominal growth of Portuguese exports in 2011 resulted from
exports of transport equipment, which maintained a growth rate above 20 per cent (Table 1 and Chart
2)." Exports of electrical and mechanical machinery and appliances accelerated markedly in 2011, leading
to a strong increase in their contribution to total export growth. In turn, exports of fuels decelerated
sharply in comparison to the preceding year, but continued to contribute substantially to the total change
in exports. Other important contributions to the increase in exports in 2011 resulted from exports of
chemicals and base metals. In the case of chemicals, there was even a strong acceleration in relation to
the previous year, while base metals maintained the high growth rates observed in 2010. In 2011, there

1 The sectoral analysis made in this Box uses a breakdown based in the chapters of the Combined Nomenclature
(CN) defined at the 2-digit level.
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Table 1
PORTUGUESE EXPORTS OF GOODS BY MAIN PRODUCTS | IN NOMINAL TERMS, WEIGHTS AND RATES OF CHANGE IN

PER CENT AND CONTRIBUTIONS TO THE RATES OF CHANGE IN PERCENTAGE POINTS

Cg;l‘e Weights Rates of change Contributions

2009 2010 2011 | 2009 2010 2011 | 2009 2010 2011
Animal and vegetable products 01-15 5.4 53 52 -104 141 12.7 -0.5 0.8 0.7
Foodstuffs, beverages and tobacco 16-24 7.2 6.3 6.1 -0.5 2.1 10.5 0.0 0.1 0.7
Mineral products, excluding fuels 25-26 1.6 1.8 1.7 -255 337 7.7 -0.4 0.5 0.1
Mineral fuels 27 4.9 6.7 7.3 -284 595 248 -1.6 2.9 1.7
Chemicals and allied Industries 28-38 5.0 5.0 57 -16.0 17.1 297 -0.8 0.9 1.5
Plastics, rubbers and articles thereof 39-40 6.2 6.9 6.8 -134 27.7 14.2 -0.8 1.7 1.0
Raw hides, skins, leather and furs 41-43 0.3 0.3 04 -183 23.1 32.6 -0.1 0.1 0.1
Wood, cork and straw 44-46 3.7 35 3.3 -23.0 7.6 10.9 -0.9 0.3 0.4
Pulp, paper and paperboard 47-49 4.7 5.7 5.2 -0.9 407 4.8 0.0 1.9 0.3
Textiles and textile fibres 50-59 2.5 2.5 2.5 -19.1 14.6 14.8 -0.5 0.4 0.4
Apparel and clothing accessories 60-63 8.5 7.7 7.1 -12.8 4.6 6.2 -1.0 0.4 0.5
Footwear and headgear 64-67 4.1 3.7 3.7 -8.4 5.1 15.3 -0.3 0.2 0.6
stones, ceramics, glass and precious 6871 45 44 48 70 134 253 03 06 1.1
metals
Base metals 72-83 7.8 7.9 8.1 -259 17.3 17.3 -2.2 1.4 1.4
Hssimie el e MR EnEl  aras | jeey jae a8 |=ie 68 006 | w8 10 i
appliances
Transport equipment 86-89 117 124 133 -214 222 234 -2.6 2.6 2.9
Ol [tz fom, mEeee|Tre MUt 90-92 11 11 11 29 183 89 00 02 0.1
instruments
Miscellaneous manufactured articles 93-99 4.3 3.7 3.4 9.8 0.6 3.2 -0.4 0.0 0.1
Total 100 100 100 -184 16.0 15.1 -18.4 16.0 15.1
Total excluding fuels 95.1 93.3 92.7 -17.8 13.7 144 -16.8 13.1 13.4
Source: INE.

Note: CN refers to the Combined Nomenclature.

Chart 2
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was also an increase in the contribution of Portuguese exports of stones and precious metals (mainly
non-monetary gold) and of foodstuffs, beverages and tobacco. On the contrary, the contributions of
Portuguese exports of pulp, paper and paperboard and of plastics and rubbers were much lower than in
the previous year. It should be noted, however, that Portuguese exports of paper had recorded particu-
larly high growth rates in 2010, coinciding with the implementation in late 2009 of a highly relevant
export-oriented investment project.

There was a positive change of Portuguese exports to most geographical destinations, but
with distinct evolutions in comparison to the previous year

Intra-community exports, as a whole, decelerated from 15.4 per cent in 2010 to 13.6 per cent in 2011
(Table 2). In contrast, extra-community exports grew 19.5 per cent in 2011 (17.7 per cent in 2010),
reinforcing the trend towards an increase in the share of these markets in Portuguese exports observed
over the last decade.

As in 2010, the main contributions to the nominal growth of Portuguese exports of goods derived from
their three main destination countries: Spain, Germany and France. However, these markets had very
different evolutionsin 2011. Contributions of the German and French markets increased in 2011, whereas
the growth of Portuguese exports to Spain was much lower than in 2010 (Chart 3).

In contrast to the sharp reduction observed in 2010, Portuguese exports to Angola registered a very
strong growth, becoming the fourth largest destination of Portuguese exports of goods in 2011. Exports
to China and Algeria also accelerated substantially in 2011, with growth rates above 60 per cent,
translating into an increase in the respective contributions to the total change in exports. In the case
of China, the marked acceleration of exports in 2011 largely reflected sales of motor vehicles, although

Table 2

PORTUGUESE EXPORTS OF GOODS BY MAIN COUNTRIES OF DESTINATION | IN NOMINAL TERMS, WEIGHTS AND
RATES OF CHANGE IN PER CENT AND CONTRIBUTIONS TO THE RATES OF CHANGE IN PERCENTAGE POINTS

Weights Rates of change Contributions

2009 2010 2011 2009 2010 2011 2009 2010 2011
Germany 13.0 13.0 13.6 -17.1 16.5 20.3 -2.2 2.1 2.6
France 12.4 11.8 12.0 -14.2 10.3 17.4 -1.7 1.3 2.0
Spain 27.2 26.6 24.8 -20.3 13.2 7.5 -5.7 3.6 2.0
Angola 7.1 5.2 5.5 -0.8 -14.6 22.0 0.0 -1.0 1.1
Belgium 2.5 2.9 3.2 -18.9 34.7 26.4 -0.5 0.9 0.8
Netherlands 3.6 3.8 3.9 -10.2 224 18.5 -0.3 0.8 0.7
USA 3.2 3.6 3.5 -24.5 31.1 12.9 -0.8 1.0 0.5
China 0.7 0.6 0.9 20.5 6.0 69.7 0.1 0.0 0.4
Italy 3.7 3.8 3.7 -17.1 17.4 11.0 -0.6 0.7 0.4
Brazil 0.9 1.2 1.4 -7.9 49.5 32.9 -0.1 0.5 0.4
Algeria 0.6 0.6 0.8 9.0 8.9 66.8 0.0 0.1 0.4
United Kingdom 5.6 5.5 5.1 -15.8 12.6 6.8 -0.9 0.7 0.4
Poland 0.9 0.9 1.0 -13.2 17.6 27.2 -0.1 0.1 0.2
Morocco 0.7 0.8 0.9 -21.2 40.4 28.1 -0.1 0.3 0.2
Japan 0.3 0.3 0.5 -51.9 47.8 50.0 -0.2 0.1 0.2
Total of these 15 countries 82.4 80.6 80.8 -16.3 13.5 15.4 -13.1 1.1 12.4
Total 100 100 100 -18.4 16.0 15.1
Total intra-community 75.4 75.0 74.0 -17.3 15.4 13.6 -12.9 11.6 10.2
Total extra-community 24.6 25.0 26.0 -21.5 17.7 19.5 -5.5 4.4 4.9
Source: INE.

Note: Countries ordered according to their contribution to the growth of Portuguese exports in 2011.



-
[=)]
]

BANCO DE PORTUGAL | ANNUAL REPORT 2011

Chart 3
TEN COUNTRIES OF DESTINATION WITH GREATER VARIATION OF THEIR CONTRIBUTION TO THE

GROWTH OF PORTUGUESE EXPORTS IN 2011 | IN NOMINAL TERMS, VARIATION IN THE CONTRIBUTIONS TO THE GROWTH
RATES OF EXPORTS BETWEEN 2010 AND 2011, IN PERCENTAGE POINTS
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exports of wood pulps and of copper products also made an important contribution to the growth of
Portuguese exports to that country. On the contrary, exports to the US and Mexican markets decelerated
significantly in comparison to 2010. In 2011, there was also a decline of the contribution of exports to
the United Kingdom and Italy.

The ten country/product individual markets with the largest contribution to the increase in
Portuguese exports in 2011 were very diversified

Considering the previously used sectoral breakdown and the diverse countries of destination, table 3
includes the country/product individual markets that contributed the most to the increase in Portuguese
exports in 2011 and table 4 provides the same information for 2010, highlighting the ten main contri-
butions in each year. The ten individual markets with the largest contributions represented around 30
per cent of the total growth of Portuguese exports in both 2010 and 2011. However, the observation
of these two tables shows significant differences in the composition of the most important contribu-
tions to export growth. In 2010, the Spanish market included five of the ten individual markets with the
highest contribution, while in 2011 it only comprises two and with different products than in 2010. In
fact, the only country/product individual markets remaining among the ten largest in the two years are
transport equipment for Germany and France.

In addition, exports of transport equipment to France and, especially, to Germany also comprised the
two highest individual contributions in 2011. Exports of stones, plaster, ceramics, glass and precious
metals to Belgium gave the third most important individual contribution in 2011. These exports were
essentially composed of non-monetary gold. Portuguese exports of electrical and mechanical machinery
and appliances to the German and French markets also made a significant contribution to total export
growth. Sales of mineral fuels and chemicals to Spain also gave a strong contribution to the total change
in Portuguese exports in 2011. Other important positive contributions resulted from exports of chemicals
to the Netherlands, foodstuffs, beverages and tobacco to Angola and base metals to Algeria, more
specifically iron and steel products.



e S puewaq
=

"INI 3Y3 Aq ANjenuspiyuod Jo Juswieas} 3y} 03 Pale|al suonsaNb 03 aNp S)UBUOWOD SNOLIBA JO WNS 3} Ydiew Jou Aew A13unod yoes JO |20} 3y} 0} SaN|BA 3y | "3INIB[DUSWION PaUIGUIOD) 3y} 0} S19ja1 ND :S910N

‘N :924n0S
st 7o zo 7o 0 0 7’0 70 0 s0 Lo 80 ! 0T 0T 97 leroL
: : : : : : : : : : : : : : : : ) sapie
1’0 00 00 00 00 00 00 00 00 00 00 00 1'0 00 1’0 00 66-€6 L o
: A : : : : : : : : : : A : : : SJUBLINASUI [eDISNLL
1’0 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 2606

pue [edipaw ‘uoispaid ‘|esndo
6C 00 00 00 0 00 00 00 0 1’0 00 1’0 1'0- 0 L0 Sl 68-98 Juswdinba podsuel|
sadueljdde pue Alaujydew
|BDIUBYISW pUP [BI11D3]
vl 00 00 00 00 0 00 00 00 00 00 00 (4] 0 0 [40] €8-7L S|e1aw eseq
s|eyaw snopaid

Ll 00 L0 L0 L0 L0 00 L0 00 00 L0 L0 L0 00 €0 7’0 §8-78

'L 00 00 00 00 00 00 z0 00 00 00 S0 00 10 00 1’0 L /-89 BB Ss8lf "SR ‘SBURIS
90 00 00 00 00 00 00 00 00 00 1’0 00 00 0] 1’0 1’0 L1979 1eabpesy pue Jeamioo4
S0 00 00 00 1’0 00 00 00 00 00 00 00 00 z0 0] 00 €9-09  seuossadde buiyiop pue [aieddy
70 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 65-05 S91q]l} 3]11X3} PUe S3|IX3L
€0 00 00 00 00 00 00 0] 1’0 10 0 £0- 1’0 00 0] 1’0 6L pJeogiaded pue saded ‘ding
70 00 00 00 00 00 00 00 00 00 00 00 00 10 00 00 -t MeJ}S PUB %103 ‘POOAN
1’0 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 €p-ly  SIN} pUB JBY}E3| ‘SUDIS ‘SDPIY MeY
oL 00 00 00 1o 00 00 00 00 00 00 1o 1o 00 z0 L0 Ov6E SUR—— e
Sl 1’0 00 00 00 00 00 00 00 z0 €0 1’0 1’0 €0 0] 1’0 8€-87 S9LISNPU| Pal||e pue sjeaiwayd
Ll 00 00 00 1'0- 00 10 z0- 00 10 00 1’0 1’0 €0 00 00 V4 S|any [eIRUIIA]
1’0 00 00 00 00 00 10 00 00 00 00 00 00 00 00 00 9z-GZ  sfany buipnpxa ‘sppnpoud [esduli
L0 00 00 00 00 00 00 Lo- 00 00 00 00 €0 z0 1o 00 vzol oue soBes10q “Symap00s
L0 00 00 00 00 00 (o) 00 00 00 00 00 z0 z0 00 00 Sl-10 s19npoud a|qe1aban pue [ewiuy

o Lop spue| wnib Auew ND
|eroL ueder 5010 puejod me“m_v_: elab|y l1zeag Aey eulyd vsn 13YIeN o8 ejobuy uleds aduelq . apo>

S1NIOd 3ID9VIN3DYH3d NI IDNVHD 40 S3Lvy

3HL OL SNOILNEINLNOD ‘SW¥AL TYNINON NI | LLOZ NI SAO0D 40 S1YOdX3 3SINDNLYOd 40 HLMOYD TVLOL FHL OL LINYVIN TVNAIAIANI 1DNA0Ud/AYLINNOD HOV3 40 NOILNFIYLNOD
€ 919el




"IN dY3 Aq A1[e1ruSpIIUOD JO JUSWIEaI} 3} O} Pale|al SUolsaNb 01 anp spuauOdWwod SNOLIEA JO WNS 3y} Yd}ew 1ou Aew Aunod Yyoea Jo [e10} dU} J0) SaNjeA Y] "24N}e[dUSWON PauIquio) ay} 01 SI9dl ND :S310N

‘N :@24n0S
09l 1’0 €0 10 Lo 10 50 Lo 00 0l 80 60 o'L- 9¢€ €l 1z levoL
: : : : : : : : : : : : : : : : . sapie
00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 66-€6 TR B SESE FA
: . . : : : : : : : : : . : : : S)UBINASUI [edISNU
70 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 26-06

pue [edipaw ‘uoispaid ‘[eondo
9¢ 00 00 00 0 00 00 00 00 1’0 00 00 €0- S0 S0 0L 63-98 uawdinbs Liodsuel|
sadueljdde pue Alsuiydew
|EDIUBYDSW PUP [BD1D33
'l 00 1’0 00 00 00 00 00 00 00 00 00 0" L0 00 0 €8-CL S|elaw aseq
sjersw snopaud

0l L0 00 L0 L0 L0~ L0 L0 L0 L0 00 L0 9°0- 10~ 0 70 §8-78

90 00 00 00 00 00 00 00 00 00 00 €0 00 0 00 00 /-89 pue sse| ‘SIIWeIad ‘SBUOLS
0 00 00 00 0] 00 00 00 00 00 00 00 00 00 00 00 1979 leafpeay pue 1eam1004
0 00 00 00 00 00 00 00 00 10 00 00 00 10 (0] 00 €9-09  S2HOSSIIVE BuIylop pue [aieddy
0 00 00 00 00 00 00 (0] 00 00 00 00 00 00 00 00 65-0S S2.q1} 3|11Xa) pue s3|1IXaL
6l 00 00 00 00 10 00 0 00 0 00 v'0 00 v'0 [0 0 6v-LY pieogiaded pue saded ‘dind
€0 00 10 00 0] 00 00 00 00 00 00 00 00 00 00 0] -ty MeI}S pue %103 ‘POOAA
(0] 00 00 00 00 00 00 00 00 00 00 00 00 00 00 00 Ep-Ly  SINJ pue Usyies| ‘sunis ‘'sspiy mey
L'l 00 00 00 1’0 00 00 (0] 00 00 0 0] 00 S0 0 0 0v-6€ sepiie pue s1aqqni .UMWMF_N
60 00 00 00 1’0 00 00 00 1°0- 00 00 0] 00 €0 00 0 8€-8C S9LISNpU| Palj|e pue s|esiwsayd
6¢C 00 00 00 00 00 0 00 S0 0 00 00 €0 00 00 x4 S[on} [BIBUIN
S0 00 00 00 00 00 00 00 00 00 00 00 00 10 00 00 9z-GZ  sjany buipnpxa ‘sppnpoud [esauli

. . . . . . . . . . . . . . . . 0>5eqo}
(0] 00 00 00 00 00 00 1'0- 00 00 00 00 00 00 00 00 vZ-9l pue sa6eJ3A3q ‘SpNISpoo4
80 00 00 00 00 00 0 00 00 00 1’0 00 00 0 00 00 SL-10 spnpoid 9|qelshban pue jpuwiuy

(3] Lop spue| wnib Auew ND
|eroL ueder 010N puejod _,“.wmu_..“m_v_: elab|y l1zeag Aey eulyd vsn 13O o8 ejobuy ujeds aduetq 495 apo>

S1NIOd 39VINIDY¥3d NI IDNVHD 40 S3LvyH

3HL OL SNOLLNEIINOD ‘SWHL TYNINON NI | 0LOZ NI SAO0D 40 S1Y0dX3 3SINDNLYOd 40 HLMOYD TVLOL FHL OL LINYVIN TVNAIAIANI LDNAOY¥d/AYLNNOD HOV3I 40 NOILNAIYLNOD
v elqel

R 1107 14043 VANNY | TYDNINOJ 3d OONVE

-



The sectoral composition of exports to the four main countries of destination confirms the
diversity that characterized the evolution of Portuguese exports of goods in 2011

It is important to provide a more detailed analysis of the sectoral composition of Portuguese exports to
each of the four main geographical destinations (Spain, Germany, France and Angola). Chart 4 shows
the five products at the 2-digit level of the Combined Nomenclature (CN) with the highest contribution
to the change of Portuguese exports to each of these countries in 2011.

Motor vehicles gave the main contribution to the growth of Portuguese exports to Germany and France
and the second highest contribution to Spain. However, using data at a more detailed level (4-digit), we
observe that those exports are composed of different products in each of these geographical markets
(Table 5). In the case of Germany, Portuguese exports of motor vehicles are mainly of passenger cars.
On the contrary, in the case of France, the highest contribution to the increase in exports of motor
vehicles resulted from the very strong growth of exports of vehicles for the transport of goods, although
the parts and accessories for automobiles also contributed significantly in 2011. In the Spanish market,
exports of parts and accessories for automobiles provided the most important positive contribution, in
contrast to exports of passenger cars that fell in 2011.

Asregards the other productsincluded in chart 4, exports of fuels contributed substantially to the increase
in Portuguese exports to Spain and Angola. Sales of various agricultural products and foodstuffs to
Angola stand out for the high contribution to the total growth of Portuguese exports to this geographical
destination in 2011. Iron, steel and articles thereof were relevant to the increase in Portuguese exports
to Angola, Spain and France in 2011, while the products of chemical industries contributed positively
to the change of exports to Spain and Germany. In the German market, there was also a strong contri-
bution of exports of electrical machinery and equipment, while machinery and mechanical appliances
were more important in Portuguese exports to France in 2011.

Portuguese exports had a favourable evolution in 2011 with signs of some sectoral and
geographical diversification

In 2011, nominal exports of goods recorded a worldwide deceleration, common to the generality of
the countries. In this context of slowdown, Portuguese exports maintained, however, a remarkable
growth, only slightly lower than in 2010. The various groups of products analysed showed positive
rates of change in 2011 and there was also an increase in Portuguese exports to the generality of
geographical destinations. However, the country/product individual markets that contributed the most to
the growth of Portuguese exports in 2011 were very heterogeneous and different from those observed
in the previous year. This evolution points to a diversification effort of Portuguese exporters, mainly in
geographical terms, in a context of reduced growth of economic activity in Portugal and in several of
the major traditional markets of destination of Portuguese exports.

In recent years, some restructuring of the Portuguese exporting sector appears to be taking place,
particularly in the case of low technology industries more affected by international competition, visible
in the increase in the average concentration in most of these sectors.? This restructuring seems to have
resulted mainly from the increased competition from new players in international trade with low produc-
tion costs and strong comparative advantages in some products still with relevant weight in Portuguese

2 See Amador, J. and Soares, A. C, (2012), “Competition in the Portuguese Economy: An overview of classical
indicators”, Banco de Portugal, Working Paper 8.
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Chart 4
FIVE PRODUCTS WITH THE HIGHEST CONTRIBUTION TO THE GROWTH OF PORTUGUESE EXPORTS TO

EACH GEOGRAPHICAL DESTINATION IN 2011 | IN NOMINAL TERMS, CONTRIBUTIONS TO THE RATES OF CHANGE IN
PERCENTAGE POINTS
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Note: CN refers to the Combined Nomenclature.

exports, mainly products with low technological content.? Additionally, the available evidence at the
microeconomic level points to the existence of a high level of reallocation of resources within Portuguese
exporting firms, both in terms of the decision to participate in export markets and in terms of the deci-
sions involving the products to export and the respective countries of destination.* These changes of
product and destination, which are expected to continue in the near future, reflect adjustments of firms
to changes in underlying market conditions and tend to contribute to a more efficient resource allocation.

3 See Amador, J. and Cabral, S. (2008), “The Portuguese export performance in perspective: a constant market
share analysis”, Banco de Portugal, Economic Bulletin - Autumn; Cabral, S. and Esteves, P. S. (2006), “Portu-
guese export market shares: an analysis by selected geographical and product markets”, Banco de Portugal,
Economic Bulletin - Summer.

4 See Amador, J. and Opromolla, L. D. (2008), “Product and destination mix in export markets”, Banco de Portu-
gal, Working Paper 17.
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6. PRICES

In 2011, the inflation rate in Portugal, measured by the average change in the Harmonised Index of
Consumer Prices (HICP), was up 2.2 percentage points (pp) over 2010 to 3.6 per cent. The acceleration
of consumer prices, in 2011, was strongly conditioned by the coming into force of diverse measures
associated with the fiscal consolidation process, particularly increases in VAT and in the administered prices
of several goods and services. These fiscal changes largely conditioned the inflation differential between
Portugal and the euro area, which was positive in 2011, following three consecutive years of negative
values. In addition, there was an increase in the prices of imports in annual average terms, particularly
marked in the case of energy goods and foodstuffs, in line with the evolution of commodity prices in
the international markets, notwithstanding deceleration in the second half of the year, reflecting world
economic slowdown. However, the deepening of the strong contraction of domestic demand and the
deceleration in demand for Portuguese exports over the course of 2011 helped to mitigate inflationary
pressures. Amid the unpostponable process for the correction of the macroeconomic imbalances of the
Portuguese economy, unit labour costs declined, with a drop in real wages, both in the public and private
sectors. Excluding the marked increases in January and October 2011, associated with fiscal changes, the
price growth had a downward trend over the course of 2011. Portuguese consumers kept expectations
of inflation anchored at around 2 per cent, having correctly perceived the evolution of prices over the
course of 2011.

Price acceleration in 2011 strongly conditioned by measures associated with the fiscal
consolidation process

Following a period of strong price deceleration in Portugal, starting at the end of 2008 and extending
through to the following year, translating into an annual average negative inflation rate in 2009, the
inflation rate returned to positive territory in 2010, remaining above 3 per cent over the course of 2011.
This price evolution in 2011 was transversal to the main HICP aggregates, with industrial goods (energy
and non-energy) and services making a more expressive contribution to such price growth (Table 6.1
and Chart 6.1).

Consumer price acceleration was largely conditioned by the coming into force of diverse fiscal consoli-
dation measures, particularly the VAT increase and increased administered prices of several goods and
services (see “Chapter 3 Fiscal Policy and Situation”, of this report). Following the 1 pp increase in all
VAT rates starting 1 July 2010, the highest VAT rate was increased by 2 pp in January 2011 (from 21 to
23 per cent) and in October of the same year VAT on electricity and natural gas increased from 6 to 23
per cent. Assuming that these fiscal changes are fully passed through to consumer prices, based on data
of the HICP at constant tax rates, released by Eurostat, a mechanical impact of the increase in indirect
taxes of 1.4 pp is obtained for 2011 (Chart 6.2)".

In addition to the impact of VAT, the administered prices of several goods and services also increased
significantly, notably public transport, sewerage collection and pharmaceutical products. In this latter
case and notwithstanding the reduction of reference prices, consumer prices increased in 2011, as a
result of the change in the rules of state co-financing.

1 For further details on the HICP at constant tax rates, see http://epp.eurostat.ec.europa.eu/portal/page/portal/
hicp/methodology/hicp_constant_tax_rates.
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Table 6.1

HICP -MAIN AGGREGATES | PER CENT

Rate of change Contributions (in p.p.) Change in contributions
(in p.p.)
2007 2008 2009 2010 2011 2007 2008 2009 2010 2011 2008 2009 2010 2011
Total 24 27 09 14 36 |24 27 -09 14 36|03 -36 23 22
Total excluding energy 23 22 -02 03 23|21 20 -02 03 20 /-01 -22 05 17
Total excluding unprocessed food and
energy 22 25 03 03 2218 19 03 02 1701 -16 -01 15
Goods 22 24 -24 17 44114 15 -14 10 26|01 -29 24 16
Food 28 42 -25 04 3006 09 -05 01 06|03 -14 06 05
Unprocessed 30 06 -43 07 2903 01 -04 01 03]/-02 -05 05 02
Processed 26 81 -09 02 31,03 08 -01 00 03]05 -09 01 03
Industrial 1.9 14 -23 24 52|08 06 -09 09 19 |-02 -15 18 1.0
Non-energy 14 -02 -08 -07 14 |04 -01 -02 -02 04 |-05 -01 00 06
Energy 35 66 -80 95 128 |03 06 -07 1.1 16|03 -1.3 18 05
Services 28 31 13 10 24 /10 12 05 04 10|02 -07 -01 06
Memo:
Euro area HICP 21 33 03 16 27
Differential between Portugal and the
euro area (in p.p.) 03 -06 -12 -02 09

Sources: Eurostat and Banco de Portugal calculations.

Chart 6.1 Chart 6.2

HARMONIZED INDEX OF CONSUMER PRICES | MECHANICAL IMPACT OF CHANGES IN INDIRECT
YEAR-ON-YEAR RATE OF CHANGE TAXES ON HICP IN 2011
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Source: Eurostat. Sources: Eurostat and Banco de Portugal calculations.

Note: The mechanical impact is obtained from data on the
HICP at constant tax rates, released by the Eurostat. These figu-
res can be interpreted as the upper bound for the actual direct
impact of tax changes on consumer prices, as tax changes are
assumed to be passed on to consumers fully and immediately
and everything else remains constant.



Increase in import prices, particularly commodities, with deceleration in the second half of
the year

In the context of a virtually nil change in the nominal effective exchange index for Portugal, prices of
the imports of goods and services grew 8.0 per cent in 2011, following an increase of 4.8 per cent in
2010. The price acceleration of imports was significantly more marked in the case of goods (8.9 per
cent in 2011, in comparison to 5.2 per cent in 2010) as opposed to services (3.1 per cent in 2011, in
comparison to 2.8 per cent in 2010).

Increases in the import prices of goods mainly reflected a significant growth of the prices of imports of
foodstuffs and energy goods, in line with the evolution of commodity prices in the international markets
(Table 6.2). The rates of change of import prices of non-foodstuffs consumer goods were close to zero
in 2011, following the falls recorded since 2007, largely associated with the growing integration of low
unit labour cost countries in world trade.

Theincrease in energy and non-energy commodity pricesin the international markets, in 2011, reflected the
gradual recovery of international trade flows following the strong contraction noted in 2009. In addition,
the growth of economic activity in various emerging and developing economies, which increased and
changed their commodities consumption pattern, particularly oil, also contributed to such price increases.
In addition to these factors, the maintenance of high growth in oil prices, in 2011, albeit slightly lower
than recorded in 2010, also translated supply-side factors such as geopolitical tensions in the Middle East
and North Africa since January 2011, as well as the insufficient response in terms of OPEC production.

Most import prices, however, in line with commodity prices in the international markets, displayed a
decelerating profile during the course of the year and more markedly so in second half 2011. This evolu-
tion reflected a downward revision of growth expectations for the world economy, largely conditioned
by the deceleration of economic activity in advanced economies, which was particularly more marked in
the euro area, in second half 2011 (see “Chapter 1 International Environment”, of this report).

Moderate wage evolution in the private sector, in the context of a deterioration of the labour
market situation

Unit labour costs in Portugal, in 2011, decreased vis-a-vis the preceding year (-0.8 per cent in nominal
terms). On the one hand, the contraction of economic activity was of a similar magnitude to the reduc-

Table 6.2
MAIN INTERNATIONAL PRICE INDICATORS | YEAR-ON-YEAR RATE OF CHANGE, PER CENT

2011

2007 2008 2009 2010 2011
1°Q 2°Q 3°Q 4°Q

Import prices of goods @

Total 1.0 55 -10.7 52 8.9 11.5 9.4 8.3 6.9
Total excluding fuel 1.0 16 -7.3 1.8 5.2 8.6 5.5 4.3 2.3
Consumer goods -0.3 0.5 -4.7 -1.8 54 7.9 6.0 5.2 2.9
Food 3.7 6.6 -5.5 -0.3 12.7 17.9 16.4 11.0 5.9
Non-food -2.1 -2.3 -4.3 -2.5 0.4 1.6 -1.0 0.6 0.5
International commodity prices
Oil prices (Brent Blend), EUR 04 266 -332 354 317 37.7 29.8 337 26.0
Non-energy commodity prices, EUR 8.5 48 -18.8 34.0 13.8 38.7 17.2 9.4 -5.0
Memo:

Nominal effective exchange rate index for Portugal® 0.7 0.9 0.4 -1.5 -0.1 -1.1 0.7 0.5 -0.3

Sources: ECB, HWWI, INE, Thomson Reuters and Banco de Portugal.
Notes: (a) Calculations by Banco de Portugal based on information provided by INE. The classification by main economic categories
in this table is different from the one used by INE, given that light passenger vehicles are included in consumer goods rather than in
capital goods. (b) A positive change corresponds to an appreciation.
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tion of employment and translated into a virtually nil rate of change of output per worker. On the other
hand, compensation per employee decreased (-0.8 per cent) (Table 6.3).

The evolution of compensation per employee in the economy as a whole reflected the reduction of 5 per
cent, on average, in civil servants’ compensation, in line with the fiscal consolidation process. In addition,
the minimum wage increased 2.1 per cent, though the increase required to meet the objective of the
minimum wage's convergence to a threshold of EUR 500 in 2011 would have been 5.3 per cent. The
effective increase in the minimum wage was less than the inflation rate and significantly less than the
increases of the last 3 years (above 5 per cent). In a framework of deteriorating labour market condi-
tions, with unemployment rising to historically high levels (see “Chapter 4 Supply”, of this Report), and
anchored inflation expectations, the evolution of compensation per employee in the private sector was
lower than inflation, having decelerated significantly in comparison to the preceding year (1.0 per cent
in 2011, in comparison to 1.8 per centin 2010). The slight increase in compensation per employee in the
private sector also reflected a positive bias in aggregate compensation, associated with a composition
effect deriving from the change in the employment structure, which typically occurs in the downward
phase of the cycle and results in the decrease of the share of workers with lower compensation and
possibly less qualified. In conjunction with a virtually nil change in productivity, this nominal increase in
compensation per employee translated into an increase of 1.1 per cent in unit labour costs in the private
sector in 2011, as opposed to a decrease of 1.6 per cent in 2010. The positive change in unit labour
costs, in the private sector, in 2011 corresponds to around half of the average growth of such costs in
the period 1999-2009.

There was a nominal increase in unit labour costs in the total economy in the euro area, in 2011, reflecting
a smaller increase in output per worker than that of compensation per employee (Table 6.3). In contrast
to the Portuguese situation, the euro area recorded an increase in economic activity, albeit of a smaller
magnitude than in 2010, acceleration of compensation per employee and stable employment. The
differential between the growth of unit labour costs in Portugal and the euro area remained negative in
2011 (-1.7 pp). Since 2007, the evolution of unit labour costs in Portugal has been lower than in the euro

Table 6.3

UNIT LABOUR COSTS IN PORTUGAL AND THE EURO AREA | RATE OF CHANGE, PER CENT

2006 2007 2008 2009 2010 2011

Portugal®@
Total economy
Compensation per employee 1.8 3.6 3.0 2.8 1.4 -0.8
Productivity 0.9 2.4 -0.5 -0.3 3.0 -0.1
Nominal unit labour costs 0.9 1.1 3.5 3.1 -1.5 -0.8
Private sector
Compensation per employee 2.7 4.6 3.3 1.6 1.8 1.0
Productivity 1.3 3.1 -0.3 -0.1 3.5 -0.2
Nominal unit labour costs 1.4 1.5 3.6 1.7 -1.6 1.1
Euro area

Total economy

Compensation per employee 2.3 2.5 3.2 1.4 1.6 2.3
Productivity 1.7 1.2 -0.5 -2.5 2.4 1.4
Nominal unit labour costs 0.6 1.3 3.8 4.0 -0.8 0.9
Differencial
Compensation per employee -0.5 1.1 -0.2 1.4 -0.2 -3.1
Productivity -0.8 1.2 0.0 2.2 0.6 -1.5
Nominal unit labour costs 0.3 -0.2 -0.3 -0.9 -0.7 -1.7
Memo:
Accumulated differential of unit labour costs (1998 = 0) 1.6 11.5 11.6 10.9 9.8 7.7
Accumulated differential of unit labour costs (2006 = 0) 0.0 -0.2 -0.5 -1.4 -2.3 -4.0

Sources: ECB, INE and Banco de Portugal.

Note: (a) Compensation per employee is consistent with data and methodology from National Accounts base 2006. Employment
is measured in number of individuals.



area, resulting in an accumulated differential of -4.0 pp, in contrast to the differential of around 12 pp
accumulated between 1999 and 2006. This evolution points to the existence of a particularly important
adjustment of unit labour costs in the current context of correction of the Portuguese economy’s accu-
mulated imbalances. In addition, the relative unit labour costs between the Portuguese economy and its
main trading partners declined in 2011 (see “Box 5.2 Recent developments in the international price/cost
competitiveness of the Portuguese economy measure by the relative unit labour costs”, of this Report).

Moderate growth of private sector production prices

In Portugal, the evolution of domestic production prices in the private sector has been moderate, increasing
1.5 per cent, in comparison to 1.1 per cent in 2010 (Chart 6.3). With the exception of 2009, a year in
which a marked contraction of economic activity was recorded, this growth of the private GDP deflator
is the lowest of the last three decades.? The evolution in 2011 translated the increase of unit labour
costs in the private sector (1.1 per cent), indirect taxes and profit margins. Notwithstanding the increase
of indirect taxation, in 2011 the contribution of taxes to the private GDP deflator declined compared to
2010, largely reflecting the negative impact of the contraction of economic activity on tax revenue (see
“Chapter 3 Fiscal Policy and Situation”, of this Report). The contribution of the gross operating surplus
in 2011 was also smaller than in 2010.

Given a marked fall in demand, companies may initially moderate or reduce their profit margins, as
part of a contained price evolution strategy in response to an increase in commodity prices, increases
in both direct and indirect taxation and higher borrowing costs. Companies will also tend to contain
other costs, including wage costs, in order to mitigate the impact on profit margins. As in the case of
aggregate compensation of employees, aggregate profit margins may also be influenced by a positive
bias associated with a composition effect deriving from the change in the structure of companies, which
may occur in the downward phase of the cycle, with the closure of companies with worse performance
and lower profit margins.

Chart 6.3
CONTRIBUTIONS TO THE ANNUAL RATE OF CHANGE OF PRIVATE SECTOR GDP DEFLATOR
30 - Net taxes on production and imports
' muQOperating surplus
25 | mUnit labour costs
—pPrivate sector GDP deflator, per cent
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Sources: INE and Banco de Portugal calculations.

Note: Private sector GDP corresponds to total GDP excluding compensation fo civil servants and the consumption of fixed capital by
the general government. The contributions are calculated as in ECB (2003)"Inflation differentials in the euro area”.

2 Private GDP is considered to be GDP for the total economy, excluding compensation of civil servants and general
government'’s consumption of fixed capital.
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Mitigation of price transmission mechanisms

The strong contraction of domestic demand in 2011, as well as the deceleration of the world economy
and lower demand for Portuguese exports in the second half of the year, helped to dampen inflationary
pressures, in a context of marked tax increases, higher import prices and moderate growth of wages in
the private sector. Excluding the significant increases in January and October 2011, associated with fiscal
changes, the trend in the growth of consumer prices was downwards during the course of the year®.

Price transmission mechanisms, whose magnitude and speed vary in line with market structures (elasti-
city of supply and demand, regulation and competition levels), were mitigated. The vast majority of the
largest price increases are concentrated in the goods and services most affected by fiscal consolidation
measures, notably energy goods, administered prices and tobacco (Chart 6.4). In the case of the energy
goods and notwithstanding the high growth in oil prices in 2011, consumer prices accelerated 3.3 pp
in 2011, largely reflecting tax hikes (mechanical impact of 3 pp — Chart 6.2 and Chart 6.5).

2011 witnessed anincrease in consumer prices of processed and unprocessed food, translating an increase
in the import prices of foodstuff and energy goods. However, as opposed to past events, the magnitude
of the consumer price increases was much lower than the growth of prices of imported products (Chart
6.6). The increase in prices of processed food in 2011 (3.1 per cent, in comparison to 0.2 per cent in
2010) mainly translated the strong growth in tobacco prices (associated with the fiscal change).

The significant reduction in private consumption, both on durable and non-durable goods and services
and the progressively worsening evolution of external demand (see “Chapter 5 Demand”, of this Report)
were also reflected in the evolution of consumer prices. The prices of motor vehicles, notwithstanding
the increase of 2.9 per cent in 2011 (largely owing to the tax increase) declined successively during the
course of the year in comparison to the levels recorded in the first few months of 2011. Moreover, the
prices of several services associated with the tourism sector declined. In particular, accommodation prices
were down 11.3 per cent in comparison to a growth of 7.1 per cent in 2010.

Chart 6.4 Chart 6.5
EMPIRICAL DISTRIBUTION OF THE ANNUAL RATE ENERGY PRICES | YEAR-ON-YEAR RATE OF CHANGE
OF CHANGE OF HICP COMPONENTS
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Sources: Eurostat and Banco de Portugal calculations. Sources: Eurostat and Thomson Reuters.

Note: Empirical distribution obtained using non-parametric
methods, namely a gaussian kernel weighting the various com-
ponents according to the respective weight in the total basket.

3 The intra annual profile of consumer prices, particularly non-energy industrial goods, was affected by the me-
thodological changes on seasonal items, due to the implementation of European Commission Regulation (EC)
330/20009. For further details see INE's press release published on 10 February 2011 (http://Awww.ine.pt/ngt_ser-
ver/attachfileu.jsp?look_parentBoui=109195311&att_display=n&att_download=y) or “Box 3 Methodological
changes in the compilation of the HICP and their impact on recent data”, Monthly Bulletin, April 2011, Europe-
an Central Bank.



Positive inflation differential in comparison to the euro area, strongly conditioned by the
fiscal changes in Portugal

The annual rate of change of the HICP in the euro area in 2011 was 2.7 per cent, in comparison to
1.6 per cent in 2010. The inflation differential between Portugal and the euro area, measured by the
year-on-year rate of change of the HICP, was positive in 2011 (0.9 pp) after three consecutive years of
negative values (Chart 6.7). This evolution was strongly conditioned by several of the measures associated
with the fiscal consolidation process, notably the increase in VAT rates and several administered prices,
as well as the reduction of expenditure on the National Health Service, particularly in medicines. These
measures, more concentrated in January and October 2011, translated into a positive differential of 1.9
pp in administered prices, the highest of the last 4 years, for which contributed the significant increases
in the prices of electricity, pharmaceutical products, sewerage collection services and public transport.*

As in Portugal, the fiscal consolidation measures implemented in some countries in the euro area included
increases in indirect taxes, which had a direct effect on consumer prices (mechanical impact of 0.2 pp
on the euro area average). Based on the tax rates applied to the diverse goods comprising the HICP
basket, it was estimated that the impact for Portugal was one of the highest in the euro area.> Using
the HICP at constant tax rates, released by Eurostat, if the mechanical impact of the increase of indirect
taxes is excluded, the inflation differential between Portugal and the euro area would remain slightly
negative (-0.3 pp).

Excluding the marked increases in January and October 2011, the inflation differential displayed a
downward trend during the course of the year, common to the main HICP components. This evolution
occurred in the context of a negative growth differential between Portugal and the euro area, which
was particularly marked in the case of domestic demand and was aggravated over the course of 2011.
As regards products with progressively smaller differentials reference should be made to services asso-

Chart 6.6 Chart 6.7
FOOD PRICES | YEAR-ON-YEAR RATE OF CHANGE INFLATION DIFFERENTIAL BETWEEN PORTUGAL

AND THE EURO AREA | QUARTER-ON-QUARTER RATE OF
CHANGE OF THE HICP
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Note: (a) Quarterly series.

4 This result is based on the administered prices series, released by Eurostat (for further details on this series, see:
http://epp.eurostat.ec.europa.eu/portal/page/portal/hicp/methodology/administered_prices).

5 For further details see “Box 6: The impact of recent changes in indirect taxes on the HICP", Monthly Bulletin,
March 2012, European Central Bank.

6 For further details on the HICP at constant tax rates, see http://epp.eurostat.ec.europa.eu/portal/page/portal/
hicp/methodology/hicp_constant_tax_rates.
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ciated with the tourism sector (hotels, restaurants and cafés, and holiday packages), motor vehicles and
several foodstuffs.

Acceleration of prices correctly perceived by consumers, but inflation expectations remained
anchored

Although consumers correctly perceived the evolution of prices over the course of 2011, economic
agents’ inflation expectations for a 12 months horizon remained anchored (an average of 2.1 per cent,
during the course of the year, both in Portugal and in the euro area) (Chart 6.8). The maintenance of
expectations of inflation at levels close to 2 per cent shows that Portuguese and European consumers
in general have interpreted the annual average acceleration of prices as a phenomenon not likely to
extend over the medium term.

Notwithstanding discretionary fiscal measures having a significant impact on price levels in 2012,
expectations of world economic deceleration (particularly in the euro area), as well as the Portuguese
economy’s adjustment process, accompanied by a worsening situation in the labour market helped to
moderate inflation expectations in Portugal.

Chart 6.8
INFLATION PERCEPTION AND EXPECTATIONS IN PORTUGAL

8 - 80
7 L 70
6 L 60
5 L 50
4 b 40
3 L 30
21 L 20
1
0
1
2
3
J

Per cent

r10

Balance of responses

r-10
r -20
--30

an-07 Jan-08 Jan-09 Jan-10 Jan-11

Inflation expectations over the next 12 months®
—Observed inflation
—Perceived inflation (rhs)

Sources: European Commission, Consensus Economics and Eurostat.
Note: (a) Annual average.



7. BALANCE OF PAYMENTS

In 2011 witnessed a significant adjustment of the external deficit, with a decline of the deficit on the
current and capital account of 3.7 percentage points (pp), to 5.2 per cent of GDP. The decline of borrowing
requirements reflected the reduction of the rate of investment in the economy and the increase in the
domestic saving rate (Table 7.1 and Chart 7.1). For these developments contributed, to a large extent,
the reduction of general government borrowing requirements owing to fiscal consolidation measures.
The intra-annual data show a highly marked reduction of deficit profile, over the course of the year and
more sharply so since the inception of the economic and financial adjustment programme. In the second
half of 2011, deficit on the current and capital account was significantly down to values only historically
comparable to those observed in 1996 (Chart 7.2). The economic and financial adjustment programme,
to which the government committed in May 2011, embodied in a set of measures aimed at correcting
macroeconomic imbalances, was offset, as expected by a contractionary effect on domestic demand. This
translated into a significant drop in imports which, allied with the maintenance of relatively high export
growth rates reflected favourably on the evolution of the external deficit over the course of 2011. The
values for the second half of the year, in addition to a substantial reduction of the goods and services
deficit, reflected an increase in net capital transfers received by the economy, especially transfers from
the European Union, with particularly high values at the end of the year.

In 2011, the external financing profile differed substantially from the one observed since the beginning
of the euro area. In fact, there was a reduction in financial liabilities to non-residents, and funding of
the balance was made through the reduction of financial assets with the rest of the world. Underlying
these changes are disturbances in the Portuguese sovereign debt markets and other countries of the
euro area, which primarily reflected a sharp tightening of financing conditions in the Portuguese banking
system in the international wholesale debt markets.

Reference should, however, be made to the fact that the levels of indebtedness reached, require the
continuation of the adjustment process on the external accounts. Note that, in average annual terms,
the deficit on the Portuguese current account for 2011 as a whole remained relatively high, in compa-

Table 7.1

CURRENT AND CAPITAL ACCOUNT | BALANCES AS A PERCENTAGE OF GDP

2005 2006 2007 2008 2009 2010 2011 2011 2011

S1 S2

Current and capital account -9.2 99 -89 -11.1 -10.1 -89 52| -83 -2.1
Current account -10.3 -10.7 -10.1 -126 -10.9 -10.0 -6.4| -9.1 -3.8
Goods and Services -9.3 -83 -75 95 -70 -67 -32|-54 -1.0

Goods -11.8 -114 -11.3 -134 -10.6 -10.5 -7.7| -8.8 -6.6

Energy goods -3.8 -3.8 -3.7 -4.7 -2.9 -3.3 -4.2 | -4.2 -4.0

Excluding energy -80 -76 -76 87 -7.7 -72 -35|-46 -26

Services 2.5 3.1 3.9 3.8 3.6 3.9 45| 34 5.7

of which:

Travel and tourism 24 2.5 2.7 2.6 2.5 2.7 3.0 20 4.0
Income -2.5 -3.9 -4.2 -4.5 -5.2 -4.6 -5.0| -5.8 -4.2
Current transfers 1.5 1.6 1.5 1.4 1.3 1.3 1.8] 2.1 1.4

of which:

Emmigrant/immigrant remittances 1.1 1.1 1.2 1.1 1.0 1.1 111 1.0 1.2
Capital account 1.1 0.8 1.2 1.5 0.8 1.1 1.2 08 1.7
Memo:

Current transfers account + capital account 2.6 2.3 2.8 3.0 2.1 2.4 3.0/ 29 3.1
Current+capital account excluding income account -67 -60 -47 66 -49 -43 -02|-25 2.1

Sources: INE and Banco de Portugal.
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Chart 7.1
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Note: (a) Includes the aquisitions less disposals of non-financial non-produced assets.

rison to other European economies (Chart 7.3), although there has been an improvement in the relative
position vis-a-vis the preceding year.

Significant decline in the borrowing of general government and slight reduction in the
private sector’s lending

The lower Portuguese economy’s borrowing requirements, in 2011, translate a significant reduction in
the general government’s borrowing requirements (Chart 7.3). This evolution derived from less negative
public sector savings, reduction of investment and a very sharp increase in net capital transfers, asso-
ciated with the transfer of a part of the pension funds of several financial institutions to the general

Chart 7.2 Chart 7.3
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government sector.! Correcting for such effects, a clear, albeit less marked, decline in the public sector’s
borrowing requirements continues to be noted. In turn, the private sector’s net lending considering the
corrected amounts of transfers of pension funds, slightly decreased as the reduction in the saving rate
(both households and corporations) was more marked than the reduction in investment. In any event,
both in the case of the corporations and particularly in the case of households, saving rates, in 2011,
were higher than the minimums observed in the recent past.

Reduction of deficit on the current and capital account, largely reflecting the evolution of the
goods and services account

The combined deficit on the current and capital account, which roughly corresponds to the net borrowing
of the economy, declined by 3.7 pp of GDP faced to 2010, to 5.2 per cent of GDP. A decisive contributory
factor to this evolution was the current account deficit, particularly the goods and services component
(whose deficit declined 3.5 pp of GDP), as the surplus on the capital account was up by no more than
0.1 pp. To improve the current account in 2011, contributed further the increase in surplus in current
transfers, by 0.5 percentage points of GDP, which resulted mainly from balance transfers with the EU.
On contrary, the deficit on the income account increased from 4.6 to 5.0 per cent of GDP (Table 7.1).

Substantial reduction of the deficit on the goods and services account reflecting a highly
positive volume effect

The deficit on the goods and services account was 3.2 per cent of GDP, in 2011, (6.7 per cent in 2010).
The improvement of goods and services balance derived from the favourable evolution of the non-
-energy goods account (with the largest contribution) and services, which largely offset the increase in
the energy deficit (Chart 7.5).

The smaller deficit on the goods and services account reflected a positive and highly substantial volume
effect, associated with the high rate of growth in the volume of exports, in contrast to the decline (in real
terms) of imports, in line with lower domestic demand. Both in the case of goods and services (particularly
tourism), the volume rate of change in exports was clearly higher than in imports. The volume effect
was positive in the three main components (energy goods, non-energy goods and services), particularly
the non-energy goods component. This positive volume effect more than offset the negative price and
terms of trade effects (Chart 7.6).

Effects of price and terms of trade negatively affected by higher oil prices

In 2011, both the prices of exports and imports accelerated, with stronger growth in imports, translating
into negative price and terms of trade effects. The high growth in the prices of energy goods contributed
negatively to those effects, and resulted in a negative evolution of the energy account, notwithstanding
a positive volume effect associated with the reduction of fuel consumption (and therefore the amounts
imported). As regards non-energy goods, price evolution translated into a slightly positive terms of trade
effect (reinforcing the positive evolution of the last few years) and a negative price effect, given the
deficit position on this account (Charts 7.7 and 7.8).

1 Transfers of pension funds from the private to the public sector translate into a reduction of net capital transfers
and the private sector’s net lending, in 2010 (in respect of the Portugal telecom (PT) Pension fund) and in 2011
(in respect of the banking sector pension funds) as a charge to an increase in net capital transfers received by
the public sector and, ipso facto, a reduction of its respective borrowing requirements in the said two years.
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Chart 7.4

SAVINGS, INVESTMENT AND NET LENDING/BORROWING | As A PERCENTAGE OF GDP
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Chart 7.5 Chart 7.6
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Note: A positive (negative) change means an increase (decrea-
se) in the balance of the goods and services account. The chan-
ge in the balance of goods and services account can be broken
down into four effects:
- volume effect - effect of the change in imported and expor
ted volumes;
[Xt-1.vxt] - [Mt-1.vmt]
- price effect - effect of average growth of external trade prices;
(Xt-1.pt)-(Mt-1.pt)
- effect terms of trade - effect of the relative change in of
export and import prices;
[Xt-1.(pxt - pt)] - [Mt-1.(pmt - pt)]
- cross effect - effect of the interaction between changes in
volumes and prices of exports and imports. [Xt-1.vxt.pxt] -
[Mt-1.vmt.pmt]. where Xt-1 and Mt-1 are the exports and
imports in year t-1 at current prices; vxt and vmt are the rates
of change in volume for exports and imports in t; pxt and pmt
are the rates of change of export and import prices in t; pt
is the average rate of change of xternal trade prices in year
t ((pxt + pmt)/2).

Rise in the income account deficit

The deficit on the income account increased 0.4 pp, to 5.0 per cent of GDPin 2011, with overall declines
(as a percentage of GDP), both in the income paid and received. The deterioration of the income account
essentially derived from the evolution of the other investment component, reflecting the increase in
external payments of interest on loans, with the net income on portfolio investments and foreign direct
investment components stabilising as a percentage of GDP (Chart 7.9). The reduction of the external
balance between interest received and paid concerning other investment reflected the significant increase
of the volume (stocks) of external loans. The high amount of external financing of the Portuguese republic
under the Programme translated into a highly significant increase in liabilities (considered in the other
investment account), giving rise to the payment of interest. The increase in the amount of loans was
partly offset by a reduction of other liabilities held by non-residents (considered as portfolio investment).
It should be noticed that the stock of public debt held by non-residents increased compared to 2010,
which resulted in an increase in interest costs. In addition, the average implicit interest rate on total
public debt, even considering funding under the financial assistance programme for the Portuguese state,
increased in 2011 in comparison to 2010 (see “Chapter 3 Policy and Fiscal Situation”, of this Report).
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Chart 7.7

PRICE AND TERMS OF TRADE EFFECT IN THE
GOODS AND SERVICES ACCOUNT IN 2011
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Sources: INE and Banco de Portugal.
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Sharp reduction in the Portuguese economy’s external borrowing requirements and
significant change in its structure

In 2001 the strong reduction in external financing funding was followed by a significant change in the
funding profile that differed substantially from that observed since the beginning of the euro area. The
year 2011 witnessed a reduction of financial liabilities to non-residents, with the balance having been
funded through the reduction of financial assets held by the rest of the world. Underlying this change were
the turmoil in the Portuguese sovereign debt market and in other countries in the euro area, particularly
reflected in a sharp increase in the restrictiveness of funding for Portuguese banks in the international
wholesale debt markets. In this context, the information available indicates that banks embarked on a
deleveraging process, in the second half of 2010, notably by reducing their lending, selling off assets
and, particularly in their resource-taking from residents, i.e. deposits. In turn, the increase in deposits
largely derived from the adjustment of the households’ portfolio, with a reduction of its investments
in investment funds and insurance companies, leading to such institutions’ sales of assets held by non-
-residents. This situation was reflected in a change in the direction and dimension of financial flows with
the rest of the world (Chart 7.10).

Major external net fund inflows for general government associated with the loan obtained
under the international financial assistance programme in the context of a decline in net
portfolio investment liabilities in this sector

2011 witnessed a sharp reversal of the funding flow of general government with non-residents, i.e. net
inflows of 10.4 per cent of GDP against net outflows of -1.2 per cent of GDP, in 2010. Contributory
factors to this evolution were the first disbursements of the loan obtained under the international finan-
cial and economic assistance programme (Table 7.2).2 From a viewpoint of registration in the financial
account, these disbursements translated into an increase in other investment liabilities of this sector.
On the contrary there was a significant reduction of general government portfolio investment liabilities.
This derived from the significant increase in the risk premium demanded by international investors for
holding Portuguese public debt securities and those of other countries affected by the sovereign debt
crisis, in a framework of growing risk differentiation in euro area sovereign debt markets, which strongly
conditioned the capacity to sell Portuguese public debt securities to non-resident entities.

Marked reduction of banks’ liabilities to non-residents, partly offset by the significant decline
in external assets

As regards the banks (other monetary financial institutions), there was a strong reduction in their invest-
ment and portfolio liabilities and particularly in their other external investment. This evolution reflected
Portuguese banks’ already referred to difficulties in access to funding from the international wholesale
debt markets, particularly over the medium and long-term maturities and the significant reduction of
non-resident’s deposits in the resident banking system. This period also witnessed a strong decline of
Portuguese banking system assets held by non-residents, namely bonds and other medium and long-
-term debt securities.

The evolution noted in terms of external liabilities and assets flows of the resident banking system is
consentaneous with the expected reaction in a context of the strong limitation in access to international
wholesale debt markets, i.e. it is expectable that resident sectors should endeavour to compensate for

2 For further details, see “Box: The Economic and Financial Adjustment Programme under the request for financial
assistance to the European Union, Member Countries of the Euro Area and the International Monetary Fund”,
Banco de Portugal, Annual Report 2010.
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Chart 7.10

FINANCIAL ACCOUNT | BALANCE AND CHANGES IN ASSETS AND LIABILITIES
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Sources: INE and Banco de Portugal.
Notes: A (+) sign means an increase in foreign liabilities or a decrease in foreign assets, i.e. a financial inflow. A (-) sign means decrea-
se in foreign liabilities or an increase in foreign assets, i.e. a financial outflow. Figures for “Other investment” of monetary authorities
and other monetary and financial institutions are adjusted for temporary end-of-year operations between these two sectors, which
were reversed in the first days of the following year. The change in assets includes financial derivatives net of liabilities.
the reduction of funding from non-residents through a decrease of their foreign assets.? Reference should
also be made to the slight reduction of the Target* position of the monetary authorities, reflecting the
virtual stabilisation of bank funding from the Eurosystem, in contrast to the strong increase noted in

20105 (Chart 7.11). This evolution reflects the adjustment to banks’ balance sheets, on the one hand,

Chart 7.11
FINANCIAL ACCOUNT | BALANCE AND CHANGES IN ASSETS AND LIABILITIES BY INSTITUTIONAL SECTOR
50 4 Changes in liabilities
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I General Government
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Sources: INE and Banco de Portugal.

Notes: A (+) sign means an increase in foreign liabilities or a decrease in foreign assets, i.e. a financial inflow. A (-) sign means decrea-
se in foreign liabilities or an increase in foreign assets, i.e. a financial outflow. Figures for “Other investment” of monetary authorities
and other monetary and financial institutions are adjusted for temporary end-of-year operations between these two sectors, which
were reversed in the first days of the following year. The change in assets includes financial derivatives net of liabilities.

3 For further details, on the funding conditions of the Portuguese economy see “Chapter 2 Monetary Policy of
the ECB and the Monetary and Financial Conditions of the Portuguese Economy”, of this Report.

4 Trans-European Automated Real-time Gross Settlement Express Transfer System for the euro, i.e. a system for
payments and receipts by Banco de Portugal to/from central banks belonging to ESCB.

5 From the viewpoint of registration in the financial account and the international investment position, banks’
use of Eurosystem funding translates into an increase of other investment liabilities of the monetary authorities
associated with Target intra-system liabilities.
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through the referred reduction of external assets and, on the other, the decline in the credit to customer
deposits’ ratio, largely on account of the strongincrease in resident households’ deposits, notwithstanding
the significant drop in non-residents’ deposits in Portugal.

Change in the funding of non-monetary financial institutions with non-residents, dominated
by strong reduction of external assets

2011 witnessed a net inflow of external funds in non-monetary financial institutions of 3.3 per cent of
GDP in comparison to a virtual stabilisation in 2010 (0.5 per cent of GDP). Contributory factors to this
reversal were disinvestment in long term debt securities by insurance companies and pension funds and,
to a lesser extent, investment funds, in line with the change in the households’ portfolio, to the benefit
of bank deposits. This net funds inflow was partly offset by the early redemption of investment units.

Reduction in net inflows of external funds through non-financial corporations

In 2011, the external funding of non-financial corporations was essentially associated with investment
portfolio inflows. There was an increase in this instrument’s liabilities, largely deriving from non-residents’
acquisitions of the commercial paper of a major domestic corporation in the energy sector in the first half
of the year. On the other hand, the slight reduction noted in investment portfolio assets also contributed
to the funds inflow in this sector and was, in first half 2011, mainly associated with disinvestment in
equity shares by a corporation belonging to one of the main banking groups. In the opposite direction,
i.e. contributing to a net outflow of funds from the non-financial corporations sector in the first half of
the year, reference should be made to the increase in net direct investment assets, reflecting an equity
investment in a non-resident corporation of a considerable size. This operation involved two corpora-
tions in the telecommunications sector. In the second half of the year, reference should be made to the
relocation of the headquarters of a large corporation in the distribution sector with a relevant level of
international activity, which had an impact on direct investment assets and liabilities flows in this sector.
Reference should also be made to the fact that loans made and securities acquired by non-residents
recorded an increase owing to the evolution of funding to private corporations (2.6 per cent of GDP),
as a virtual stabilisation of external credit to public corporations whose accounts are not consolidated
with general government, was noted.

Decline in the international debt position of the Portuguese economy in the first half of 2011
owing to strong fluctuations in the value of financial instruments in international markets,
notwithstanding the deficit on the current and capital account

There was a reduction to 103.7 per cent of GDP in the (net) debt position of the Portuguese economy
vis-a-vis the rest of the world, at the end of 2011 (Table 7.3 and Chart 7.12). This reduction derived
from the strong depreciation of portfolio investment liabilities, particularly the reduction of the value of
Portuguese public debt securities and especially treasury bonds, reflecting the fall in their respective prices
in the secondary market, which coexisted with a current and capital account deficit. 2011 witnessed a
significant decline of banks’ net external debt and a virtual stabilisation of general government debt,
co-existing with a significant change in its structure by financial instruments (Chart 7.13).
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Chart 7.12

INTERNATIONAL INVESTMENT POSITION
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Sources: /INE and Banco de Portugal.

Note: (a) Includes debt securities, other investment, financial derivatives, participation units in investment funds, securitisation units
and other. This debt concept is different from the one published in Table A.3.2. of the Statistical Bulletin of Banco de Portugal, since
participation units in investment funds, securitisation units and other participation securities are recorded as debt. Additionally, the
debt concept used here does not include the difference between direct investment assets and liabilities, presented as other capital,
regarding available funds and liabilities over subsidiaries and direct investors. In this chart these elements are included in “Shares
and direct investment”. This way, this different treatment does not change the total value of the International Investment Position.

Chart 7.13
INTERNATIONAL INVESTMENT POSITION | BY INSTITUTIONAL SECTOR
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