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PART I – FINANCIAL SYSTEM STABILITY



1. OVERALL ASSESSMENT

The concept of financial stability relates to the ability of the financial system to ensure the intermedia-

tion of funds in the economy and to enable risk sharing among economic agents, in both intertemporal

and geographical dimensions. The maintenance of financial stability thus assumes that financial im-

balances which may arise endogenously as a result of economic agents’ decisions or from adverse

events of a significant unforeseen magnitude are corrected with no pronounced swings in capital mar-

ket prices or without abrupt changes in the investors’ portfolio composition. This background shapes

saving and investment decisions, allowing for an efficient allocation of resources, which underlies

long-term sustained economic growth, wealth creation and the improvement of welfare levels in the

economy. However, the financial intermediation activity is characterised by the existence of informa-

tion asymmetries in several domains, which should be mitigated with a regulatory framework that pro-

vides for the necessary incentives to the prudent management of the risks assumed and that, in

particular, defends the interests of small investors.

The banking system in Portugal accounts for a large share of the financing of the non-financial private

sector and, although to a lesser extent, it collects an important share of the financial saving accumu-

lated by the general public. In this context, the maintenance of the resilience of the banking system to

cope with significant unexpected shocks that impact their business is a public good that is warranted

as a particularly important economic policy objective. In addition, given the degree of financial integra-

tion reached at the global level, this type of objective assumes a growing cross-border importance, in-

volving greater coordination efforts among authorities from different jurisdictions and renewed

attention from the international financial institutions responsible for monitoring the performance of

national economies.

Against this background, in 2006 the International Monetary Fund (IMF) conducted a Financial Sector

Assessment Program (FSAP) in Portugal. Stress tests to the financial system were one of the pillars of

the IMF assessment process, and Banco de Portugal was involved in its capacity as the supervisory

entity for credit institutions and financial companies. In its Report, the IMF acknowledged that “Portu-

gal’s regulatory framework is modern and sound, and highly compliant with international standards.

The supervision of financial institutions by Banco de Portugal is active, professional, and well orga-

nized.” Further the IMF concluded that the Portuguese banking system “is sound, well-managed, and

competitive”. The factors that in previous years were identified as the most likely to have an impact on

the financial system were the risk associated with the stock market, via the portfolios of pension funds

of bank employees and, to a lesser extent, credit risk. This assessment was confirmed within the

scope of the FSAP. As far as credit risk is concerned, the IMF recommended special surveillance of in-

debtedness levels of households and non-financial corporations, and of the concentration of exposure

to credit risk associated with real estate markets and with a small number of large companies. How-

ever, the results of the stress tests conducted by Banco de Portugal allowed the IMF to conclude that

the Portuguese banking system is highly resilient, i.e. it holds the adequate capital level to absorb a

series of very extreme, albeit plausible, shocks.

Against the background of this overall very positive assessment made by the IMF and of the recom-

mendations regarding the maintenance of risk development monitoring efforts, it is important to put

into perspective the sources of vulnerability for the banking system stemming from financial markets

and the macroeconomic situation in Portugal, as well as to outline recent developments in the banking

system. This analysis makes it possible to assess the ability of banks to better withstand a possible

materialisation of those risks.
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In the course of 2006 the banking system’s profitability remained high and, in general terms, solvency

was reinforced. In addition, in a context of very favourable financing conditions in international financial

markets, banks’ liquidity indicators presented a slight decline. In turn, default indicators remained at

low levels, although the flow of non-performing loans increased in the household sector.

In 2006, compared with international standards, the banking system continued to be highly profitable,

stress being laid on the recurring nature of the most part of banks’ profits. This should be highlighted in

terms of assessing the strength of the financial system to withstand adverse shocks that may be ab-

sorbed by current income, without directly affecting capital adequacy levels. The system’s profitability

levels were sustained by the expansion of activity, particularly in the credit market, low default rates,

the containment of operational costs and the buoyant activity in investment banking and asset man-

agement activities, associated with the good performance of capital markets. In the same vein, the

coverage of liabilities for the pensions of bank employees by assets allocated to the respective funds

increased in 2006, with positive reflections on the financial situation of banks. In addition, the rise in

short-term interest rates in 2006 was reflected in an increase, albeit slight, in the contribution of the fi-

nancial margin to profitability. This partly translated the mechanical effect associated with the fact that

overnight deposits yield a low remuneration, with a small sensitivity to money market interest rates

changes. By contrast, reference should be made to the maintenance of the competitive environment in

the residential mortgage market, responsible for the narrow spreads by historical standards.

In turn, the solvency of the banking system was reinforced in 2006, in particular in what concerns indi-

cators relating to base own funds (Tier I), while the slight reduction of the overall capital adequacy ratio

is due to the change in the regulatory framework. The latter was tightened in terms of the eligibility of

general provisions in own funds and on the requirement of more deductions from own funds, namely

participating interests in insurance corporations. The narrowing of the dispersion of profitability and

capital adequacy ratios is positive from a financial stability point of view, since it was associated with a

decline in the share of the group of institutions with lower levels in the previous year. The convergence

of capital adequacy ratios to levels closer to most euro area countries is also worth mentioning. In turn,

capital markets continued to show a very positive assessment of the Portuguese banking system, as

shown by stock market valuations, the maintenance of low spreads in debt securities, the improve-

ment in the ratings given and the good receptiveness of investors to international debt issues,

including securitisations.

In the current context, and despite the overall quite positive international macroeconomic environ-

ment, there is a series of factors whose materialisation is liable of posing relevant challenges to world

financial stability. Robust growth in the world economy has been accompanied by low levels of volatility

in financial markets, as well as reduced risk premia in the private debt of developed economies and

sovereign issuers of emerging market economies. In turn, stock markets experienced successive his-

torical peaks already in 2007. These developments took place in a context of successive increases in

key interest rates – from historically very low levels – by most central banks in developed countries.

One of the possible explanations for the very positive developments in financial markets, within the

scope of rising interest rates at the global level, may be associated with the credibility of central banks

in the pursuit of their price stability objectives, giving rise to lastingly lower term risk and credit risk

premia. If this is the case, higher equilibrium debt levels in the business sector and higher stock market

valuations would be expected. In fact, this is mirrored in enterprises’ bond and bank lending default

rates, which stand at very low levels in most developed countries.

However, it should be taken into consideration that in 2006 global macroeconomic imbalances per-

sisted, reflected in the US economy’s borrowing requirements, met through savings originating in vari-

ous Asian countries, especially China, and in oil exporting countries. The allocation of these surpluses
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to fixed-income assets has contributed to lower the respective yields, with a squeeze on credit risk

premia and the respective dispersion among debtors into different rating categories, the so-called

“search for yield” phenomenon. Financial systems in most economies have been benefiting from these

developments, be it through gains in own portfolios or fees associated with the management or inter-

mediation of operations on behalf of third parties. In this respect, it is worth mentioning the strong in-

crease in the number and amount of mergers and acquisitions at the global level, with particular

emphasis on those where the acquiring group strongly resorts to debt (leveraged buy outs).

The sustainability of this situation relies, inter alia, on the perception of international investors as re-

gards growth in the US economy, jointly with the maintenance of high external financing flows into this

economy. Specifically, in the wake of the 2006 developments in the sub-prime segment, the risk of a

deterioration that is significant and broadly based across several US housing market segments may

result in a sharper than currently forecast slowdown in this economy’s activity. This possibility directly

amplifies the initial shock into the private debt securities markets at large, among which are securities

issued in mortgage-backed operations, which have a quite relevant weight in the United States. A

slowdown in economic activity under these circumstances may thus have a non-negligible impact on

the credit quality of non-financial corporations, whose debt was issued under favourable expectations

for economic activity.

Furthermore, a significant share of the risk traditionally assumed by the banking system has become

increasingly dispersed in the portfolio of other investors, via the use of risk transfer instruments. The

markets for these instruments have grown quite strongly in the past few years, and are relevant inno-

vations insofar as they expand opportunities to diversify and transfer risks associated with illiquid as-

sets. However, the greatest source of uncertainty in this domain is associated with market

inexperience as regards the conduct/settlement of these contracts in periods of more broadly based

default.

As far as the Portuguese economy is concerned, being a small open economy fully integrated at the in-

ternational level from the economic and financial points of view, exposure to these risks at the global

level plays a relevant role. On the other hand, other specific risks in the Portuguese economy may also

directly and indirectly affect the Portuguese banking system, namely the exposure of the Portuguese

banking system to changes in the sentiment of international markets and to credit risk associated with

the non-financial private sector’s indebtedness levels.

In fact, Portuguese banks are exposed to changes in market sentiment. This occurs due to changes in

the value of assets (in the own portfolio and especially in the portfolio of pension funds of bank employ-

ees) and in the confidence of investors in the international markets where Portuguese banks finance

their business activity, including the debt securities market, namely through securitisations. The strong

increase in the indebtedness of households and non-financial corporations in the Portuguese banking

system translates into a significant deterioration of the Portuguese economy’s international investment

position, especially of the net external debt. Although, in general terms, this debt is exempt from ex-

change rate risk due to Euro denomination, banks, which have been issuing high amounts in interna-

tional financial markets and regularly structuring securitisations of a significant part of their portfolio,

are particularly exposed to changes in investor sentiment and the consequent decline in liquidity in

these markets. In periods of increased volatility and lower available liquidity in the markets, banks may

have to face an increased financing cost or even have difficulties in refinancing liabilities maturing in

the very short term without jeopardising the smooth operation of credit activity.

Regarding access to and diversification of market financing, in 2006 the Portuguese legislation gov-

erning mortgage bonds was amended, making it easier for Portuguese banks to start issuance

programmes targeted at international investors, which address this market from a pan-European per-

Financial Stability Report 2006 | Banco de Portugal

Overall Assessment | Chapter 1

11



spective. This year, the gross flow of issues by branches and subsidiaries abroad of Portuguese

banks, of mortgage bonds and credit sold associated with the structuring of securitisations was rather

significant and, when jointly considered, was only slightly lower than in the previous year, reflecting the

high borrowing requirements of the private sector. Consequently, loans originated by the banking sys-

tem but not financed with customers’ funding already accounted for almost half of the base of deposits

collected with the public at the end of 2006. In turn, indicators that take into consideration the residual

maturity of assets and liabilities generally point to a slight deterioration of the banking system’s liquidity

position, similarly to the previous year. Within this framework, the maintenance of the strength of liquid-

ity risk assessment, control and management systems, namely the existence of contingency plans that

envisage possible unavailability of funds in the market to refinance liabilities over a relatively long hori-

zon, is crucial to ensure that the banking system continues to smoothly perform its functions of

financial intermediation in the Portuguese economy.

The high level of household indebtedness is an important vulnerability of the Portuguese economy,

mainly in a context of rising interest rates and a still incipient improvement in the labour market. Ac-

cording to the available information, the rise in interest rates already observed seems to have contrib-

uted mainly to limit growth in the consumer spending and housing expenditure of households, as well

as to a slowdown in loans for house purchase. The increase in the flow of bank credit in default in this

sector from the second half of 2005 onwards brought this indicator to a level closer to that recorded in

2003. However, the pass-through of rises in money market interest rate to interest rates applicable in

loan contracts does not seem to be completed yet, thereby implying an additional increase in the debt

burden of this sector. To a large extent, the low incidence of default in the portfolio of lending to house-

holds is likely to be associated with credit market supply side factors, namely the fact that banks en-

tered into mortgage loans with substantially longer maturities or with clauses allowing for postponing a

part of capital repayments. Moreover, these developments are occurring in a context of moderate

growth in real estate market prices in recent years and available evidence pointing to the absence of

excessive valuations in the housing market. The acceleration of lending for purposes other than house

purchase is also a noteworthy fact, which may still be contributing to some sustaining of household

consumption. Developments in this market segment therefore deserve particular attention in the near

future, namely as regards the existence of collateral in these loans and the knowledge as to how these

loans are distributed among households. The results of the Household Wealth and Indebtedness Sur-

vey (Inquérito ao Património e Endividamento das Famílias – IPEF), conducted in late 2006 and early

2007 to a sample of households and that will be available in the second half of 2007, should enable to

draw more precise conclusions as to the heterogeneity of the financial situation of households, with

special emphasis on the segments of the population that may have assumed greater risks in the most

recent years.

Non-financial corporations have recorded substantial financing flows, in contrast to developments in

business investment in recent years. Bank lending to this sector accelerated, particularly to larger

companies, due to redemptions of commercial paper, a close substitute to bank loans in the financing

of these companies. In turn, given that business investment continues to follow a modest trend, the

main motivations for the maintenance of high gross financing flows are associated with financial oper-

ations, namely mergers and acquisitions and debt restructuring operations. In fact, amounts associ-

ated with mergers and acquisitions showed high levels, in a context of significant increases in the

profits of larger companies, i.e. those for which there is more accounting information available for the

most recent period, with special focus on listed companies. According to available evidence from qual-

itative surveys to banks, bank lending demand in recent years was also sustained by debt restructuring

operations, namely those intended to avoid imminent default situations of some segments of small and

medium-sized enterprises.
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The flow of new bank loans overdue in operations with companies has remained relatively stable at a

quite lower level than that recorded between 2001 and 2003, thereby contributing to a continued re-

duction in indicators that take into account the amount outstanding of credit default in this sector.

Against a background of generally higher financial leverage levels than those seen in previous eco-

nomic cycles, the rise in interest rates passes through more significantly to the financing costs of in-

debted companies, notwithstanding lower interest rate volatility in the current economic regime than

that seen in previous economic cycles. According to available evidence, the most significant repercus-

sions on the ability of companies to expand their business activities, as well as on default levels, are felt

in companies with a more fragile starting point, in terms of the capacity to cover interest expenditure by

operational results.

Finally, the results of business surveys suggest that it is not likely that current indebtedness levels are

constraining investment, nor are they a significant limitation to the dynamics of the economy recovery.

However, in the present context of adjustment of macroeconomic imbalances in the Portuguese econ-

omy and the sector restructuring arising from the changing process of comparative advantages at

world level, some deterioration is to be expected in the capacity to meet the debt service of corpora-

tions more negatively affected in their operational profitability by such processes.

In the beginning of 2007, all the legal framework setting the rules for the calculation of capital require-

ments consistent with the paradigms underlying the New Basel Accord was enacted. This poses im-

portant challenges for banks and supervisory authorities and should lead to the reinforcement of risk

assessment, control and management systems by the institutions involved.
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MAIN INDICATORS (to be continued)

Per cent; end-of-period figures

1999 2000 2001 2002 2003 2004 2005 2006

Macroeconomic and financial indicators

Real GDP (rate of change)

US 4.4 3.7 0.8 1.6 2.5 3.9 3.2 3.3

Euro area 3.0 3.9 1.9 0.9 0.8 2.0 1.4 2.6

Portugal 3.9 3.9 2.0 0.8 -0.8 1.3 0.5 1.3

Fiscal balance (as a percentage of GDP)

US 0.9 1.6 -0.4 -3.8 -4.8 -4.6 -3.7 -2.6

Euro area -1.4 -1.0 -1.9 -2.6 -3.1 -2.8 -2.4 -1.6

Portugal -2.7 -2.9 -4.3 -2.9 -2.9 -3.3 -6.1 -3.9

Current account balance (as a percentage of GDP)

US -3.2 -4.2 -3.8 -4.5 -4.8 -5.7 -6.4 -6.5

Euro area 0.3 -0.7 0.0 0.6 0.4 1.0 0.1 -0.3

Portugal -8.5 -10.2 -9.9 -8.1 -6.1 -7.7 -9.7 -9.5

Oil price (USD brent; y-o-y rate of change) 142.7 -6.7 -13.6 46.6 -1.2 34.0 44.4 5.5

Key interest rates - Monetary policy

US 5.50 6.50 1.75 1.25 1.00 2.25 4.25 5.25

Euro area 4.00 5.75 4.25 3.75 3.00 3.00 3.25 4.50

3-month Euribor 3.34 4.86 3.29 2.87 2.12 2.16 2.49 3.73

Yields on (10-year) Government bonds

US 6.44 5.11 5.05 3.82 4.25 4.22 4.39 4.70

Euro area 5.49 5.02 5.13 4.26 4.33 3.72 3.36 4.06

Stock markets (annual rate of change)

S&P 500 19.5 -10.1 -13.0 -23.4 26.4 9.0 3.0 13.6

Dow Jones Euro Stoxx 39.5 -5.9 -19.7 -34.5 18.1 10.0 23.0 20.3

PSI Geral 12.6 -8.2 -19.0 -20.7 17.4 18.0 17.2 33.3

PSI Financial Services n.a. n.a. -14.6 -24.8 4.0 12.0 24.4 34.8

Financial situation of the non-financial private sector

Households

Indebtedness

As a percentage of GDP 54 60 64 68 73 78 83 88

As a percentage of disposable income 77 86 91 97 103 110 117 124

Loans granted by resident financial institutions
(a)

Annual rate of change 29.6 19.9 12.7 11.3 11.0 9.8 10.1 9.8

of which:

Housing purposes 30.0 20.2 14.9 16.0 11.8 10.5 11.1 9.9

Consumption and other purposes 28.8 19.1 7.5 -0.1 8.7 7.4 6.8 9.7

Net lending (+) / borrowing (-)
(b)

As a percentage of GDP 0.8 1.1 2.6 2.9 3.4 2.9 3.4 1.8

As a percentage of disposable income 1.1 1.6 3.7 4.2 4.8 4.1 4.7 2.5

Currents savings
(b)

As a percentage of GDP 6.9 7.2 7.7 7.4 7.8 7.3 6.7 5.9

As a percentage of disposable income 9.9 10.2 10.9 10.5 10.9 10.3 9.5 8.3

Investment in real assets
(b)

As a percentage of GDP 6.9 6.6 6.4 6.0 5.1 5.1 4.9 4.7

Non-financial corporations

Total debt
(c)

As a percentage of GDP 81 90 96 96 99 98 103 105

Annual rate of change 18.1 19.2 12.7 6.1 5.6 5.1 7.6 5.3

Financial debt
(d)

As a percentage of GDP 72 80 90 91 94 91 95 98

Loans granted by resident financial institutions
(a)

Annual rate of change 25.6 26.4 15.5 7.3 5.4 3.2 4.1 5.5

Net lending (+) / borrowing (-)
(b)

As a percentage of GDP -5.4 -8.2 -7.0 -6.1 -4.7 -4.3 -5.0 -6.4

Currents savings
(b)

As a percentage of GDP 8.8 7.2 7.8 7.9 8.1 8.6 7.2 5.5

Investment in real assets
(b)

As a percentage of GDP 16.2 16.6 15.9 14.7 13.8 13.6 13.3 12.5

Sources: Bloomberg, IMF, INE and Banco de Portugal.

Notes: y-o-y year-on-year. n.a. not available. (a) Loans granted by monetary financial institutions and other financial intermediaries adjusted for securitisations conducted through

non-resident special purpose vehicles. (b) Net lending / borrowing, savings and investment ratios to GDP use National Accounts (base 2000) data and Banco de Portugal estimates. In-

vestment comprises gross fixed capital formation and the net acquisition of land and intangibles. (c) It includes loans granted by resident and non-resident credit institutions, loans/addi-

tional capital by non-resident intra-group corporations (excluding those granted to non-financial corporations having their head-office in Madeira’s off-shore), commercial paper and

bonds issued by non-financial corporations held by other sectors and trade credits received from other sectors. (d) Total debt excluding trade credits and including loans granted to non-fi-

nancial corporations having their head-office in Madeira ’s off-shore. It corresponds to the financial accounts instruments “Securities other than shares” and “Loans”.
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MAIN INDICATORS (continued)

Per cent; end-of-period figures

1999 2000 2001 2002 2003 2004 2004* 2005* 2006*

Profitability

ROE - Return on equity
(e)

18.0 18.3 17.8 14.1 16.2 14.5 13.1 19.4 20.7

ROE - Return on equity - adjusted
(e), (f)

18.9

ROA - Return on assets
(e)

1.12 1.11 1.01 0.78 0.91 0.87 0.65 1.03 1.30

ROA - Return on assets - adjusted
(e), (f)

1.18

Financial margin (as a percentage of average assets) 2.45 2.21 2.24 2.12 2.00 1.94 1.91 1.86 1.89

Income from services and commissions (net, as a

percentage of average assets) 0.76 0.70 0.63 0.63 0.69 0.76 0.72 0.77 0.78

Ratio of operational costs to gross income 63.1 58.2 57.6 59.1 57.4 57.2 71.7 58.3 53.3

Capital adequacy

Overall capital adequacy ratio 10.8 9.2 9.5 9.8 10.0 10.4 10.2 11.3 10.9

Market risk

Net open position in equities to regulatory capital n.a. n.a. n.a. n.a. n.a. n.a. 1.8 1.3 2.7

Coverage ratio of the pension funds of bank employees

(as a percentage of regulatory capital) n.a. n.a. -1.8 -0.8 0.1 -0.4 -0.4 1.2 5.3

Liquidity risk

Credit-to-deposit ratio 104.7 116.0 122.7 129.5 129.1 128.3 130.9 137.5 145.6

Coverage ratio of interbank liabilities by highly liquid

assets n.a. n.a. 85.6 80.0 100.7 99.5 110.0 98.5 99.3

Liquidity gap
(g)

Up to 3 months n.a. n.a. -2.2 -2.4 1.6 2.4 1.4 -0.9 -1.4

Up to 1 year n.a. n.a. -6.4 -7.2 -6.3 -3.6 -5.4 -8.2 -8.9

For domestic banks

Credit-to-deposit ratio 99.9 114.6 121.1 125.6 124.8 127.2 129.2 134.2 140.7

Coverage ratio of interbank liabilities by highly liquid

assets n.a. n.a. 88.1 91.6 120.1 120.8 127.3 126.5 115.8

Liquidity gap
(g)

Up to 3 months n.a. n.a. -3.5 -3.4 0.5 0.7 0.6 -0.7 -0.9

Up to 1 year n.a. n.a. -7.8 -7.6 -6.5 -4.8 -5.4 -7.4 -8.8

Credit risk

Loans granted by resident financial institutions to the

non-financial private sector
(a)

Annual rate of change 27.7 23.0 14.1 9.3 8.3 6.6 6.6 7.4 7.9

Credit and interest overdue (on a consolidated basis)

As a percentage of credit to customers n.a. 2.2 2.2 2.3 2.4 2.0 1.8 1.7 1.5

As a percentage of assets n.a. 1.4 1.4 1.6 1.6 1.3 1.3 1.1 1.0

Non-performing loans of households

As a percentage of loans to households 2.1 1.8 2.0 2.1 2.4 2.2 2.2 2.0 1.7

Non-performing loans of non-financial corporations

As a percentage of loans to non-financial

corporations 3.2 2.5 2.4 2.4 2.2 1.7 1.7 1.7 1.5

Annual flow of new credit overdue and other credit

considered to be doubtful

As a percentage of bank loans adjusted for

securitisation transactions

Households 0.22 0.27 0.43 0.39 0.61 0.32 0.32 0.29 0.53

Non-financial corporations -0.01 0.34 0.74 0.76 0.57 0.52 0.52 0.60 0.42

International exposure (for domestic banks):

Share of external assets in total assets
(h)

23.1 21.7 19.8 18.1 21.6 20.5 30.3 27.6 29.0

of which:

Local assets denominated in local currency 1.8 2.8 1.8 1.2 1.7 1.6 7.1 6.4 6.4

International assets by counterparty sector:

Banking sector 14.1 12.3 10.6 8.3 14.1 14.8 13.6 12.7 13.6

Non-banking sector 7.1 6.6 7.4 8.5 5.8 4.0 9.6 8.5 9.0

Sources: Bloomberg, IMF, INE and Banco de Portugal.

Notes: n.a. not available. * The break in the series in 2004 resulted from the adoption of different accounting standards, which also implied a redefinition of the group of banking institu-

tions under analysis. This break did not apply to the indicators based on Monetary and Financial Statistics, which consider resident monetary institutions. (e) ROE and ROA indicators are

based on Income before taxes and minority interests, considering average values for the period for the stocks variables. (f) The adjusted profitability indicators are obtained after deduct-

ing from profit and loss account the impact of the restructuring of participating interests in companies (namely in the insurance sector) in one of the major banking groups considered in the

analysis. (g) Only the 2005 and 2006 figures were reported under the IAS valuation criteria. (h) The comparable figures for 2004, 2005 and 2006 are based on a new information report.

Total assets for the whole set of domestic banks is an estimate.
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BALANCE SHEET OF THE BANKING SYSTEM

On a consolidated basis

EUR millions Annual rate of change

(per cent)

Structure

(as a percentage

of assets)

2005 2006 2005 2006 2005 2006

Cash and claims on central banks 6 205 6 906 -17.9 11.3 2.0 2.0

Claims and investment in other credit institutions 30 876 31 490 23.3 2.0 10.1 9.3

In the country 5 748 5 773 n.a. 0.4 1.9 1.7

Abroad 25 127 25 718 n.a. 2.3 8.2 7.6

Financial assets at fair value through profit or loss 18 150 20 266 40.7 11.7 5.9 6.0

Equity 853 1 305 n.a. 53.1 0.3 0.4

Debt instruments 12 221 12 712 n.a. 4.0 4.0 3.8

Other 5 076 6 248 n.a. 23.1 1.7 1.9

Available-for-sale financial assets 14 037 17 876 -5.2 27.4 4.6 5.3

Equity 4 169 6 021 n.a. 44.4 1.4 1.8

Debt instruments 8 909 11 485 n.a. 28.9 2.9 3.4

Other 959 371 n.a. -61.4 0.3 0.1

Net credit to customers 199 873 222 942 9.4 11.5 65.3 66.1

Investment held to maturity 718 663 38.0 -7.6 0.2 0.2

Hedging derivatives 816 953 17.8 16.9 0.3 0.3

Securitised non-derecognised assets 14 186 15 450 16.7 8.9 4.6 4.6

of which: credit to customers 14 186 15 372 16.7 8.4 4.6 4.6

Investment in subsidiaries 3 475 4 080 33.0 17.4 1.1 1.2

Tangible and intangible assets 3 886 4 301 7.6 10.7 1.3 1.3

Other assets 13 768 12 544 40.5 -8.9 4.5 3.7

Total assets 305 989 337 473 12.3 10.3 100.0 100.0

Resources from central banks 6 215 1 739 75.5 -72.0 2.0 0.5

Resources from other credit institutions 38 840 42 941 16.6 10.6 12.7 12.7

In the country 5 384 4 078 n.a. -24.3 1.8 1.2

Abroad 33 457 38 863 n.a. 16.2 10.9 11.5

Resources from customers and other loans 149 139 156 606 4.5 5.0 48.7 46.4

Liabilities represented by securities 62 807 81 184 12.8 29.3 20.5 24.1

Subordinated liabilities 9 973 9 893 0.9 -0.8 3.3 2.9

Financial liabilities held for trading 4 306 5 776 66.3 34.1 1.4 1.7

Hedging derivatives 956 1 471 70.1 53.9 0.3 0.4

Liabilities for non-derecognised assets in securitisation

operations 2 363 4 130 n.a. 74.8 0.8 1.2

Other liabilities 13 608 11 998 35.9 -11.8 4.4 3.6

Total liabilities 288 208 315 738 11.5 9.6 94.2 93.6

Capital 17 782 21 735 26.8 22.2 5.8 6.4

Total liabilities and net wealth 305 989 337 473 12.3 10.3 100.0 100.0

Source: Banco de Portugal.

Note: n.a.- not available.



O
verallA

ssessm
ent

|
C

hapter
1

FinancialStability
R

eport2006
|

B
anco

de
P

ortugal
17

PROFIT AND LOSS ACCOUNT

On a consolidated basis

EUR millions As a percentage

of average assets

Annual rate of change

(per cent)

2005 2006 2005 2006 2005 2006

1. Interest income 13 977 17 278 4.84 5.46 10.7 23.6

2. Interest expenses 8 601 11 291 2.98 3.57 14.6 31.3

3. Financial margin (1-2) 5 375 5 987 1.86 1.89 5.0 11.4

4. Income from capital instruments 217 162 0.08 0.05 34.4 -25.4

5. Income from services and commissions (net) 2 212 2 478 0.77 0.78 15.1 12.0

6. Income from financial assets and liabilities measured at fair value 505 -9 0.17 0.00 46.0 -

7. Income from available-for-sale financial assets 663 455 0.23 0.14 539.1 -31.4

8. Income from foreign exchange revaluation 53 496 0.02 0.16 -74.5 834.1

9. Income from the sale of other financial assets 366 743 0.13 0.23 404.5 103.1

9.a) Income from the sale of other financial assets - adjusted 366 433 0.13 0.14 404.5 18.5

10. Other operating profit and loss 417 624 0.14 0.20 -30.6 49.5

10.a) Other operating profit and loss – adjusted 417 604 0.14 0.19 -30.6 44.8

11. Gross income (3+4+5+6+7+8+9+10) 9 809 10 936 3.40 3.45 14.9 11.5

11.a) Gross income - adjusted (3+4+5+6+7+8+9+10.a) 9 809 10 606 3.40 3.35 14.9 8.1

12. Staff costs 3 300 3 349 1.14 1.06 -10.0 1.5

13. General administrative costs 1 956 2 026 0.68 0.64 3.4 3.6

14. Depreciation and amortisation 465 449 0.16 0.14 -17.3 -3.5

15. Provisions net of restitutions and annulments 187 133 0.06 0.04 -33.2 -28.9

16. Impairment losses and other net value adjustments 1 138 1 091 0.39 0.34 12.5 -4.1

17. Appropriation of income from associates and joint ventures (equity method) 217 233 0.08 0.07 -65.2 7.1

17. a) Appropriation of income from associates and joint ventures (equity method) - adjusted 217 191 0.08 0.06 -65.2 -12.3

18. Income before taxes and minority interests (11-12-13-14-15-16+17) 2 981 4 121 1.03 1.30 70.5 38.2

18 a) Income before taxes and minority interests - adjusted (11-12-13-14-15-16+17.a) 2 981 3 750 1.03 1.18 70.5 25.8

19. Taxes on profit 401 724 0.14 0.23 75.6 80.5

20. Income before minority interests (18-19) 2 580 3 398 0.89 1.07 69.7 31.7

20.a) Income before minority interests - adjusted (18.a-19) 2 580 3 026 0.89 0.96 69.7 17.3

21. Minority interests (net) 383 576 0.13 0.18 62.2 50.2

22. Net profit and loss (20-21) 2 197 2 822 0.76 0.89 71.1 28.5

22.a) Net profit and loss - adjusted (20.a-21) 2 197 2 451 0.76 0.77 71.1 11.6

Source: Banco de Portugal.

Note: The adjustment in some of the items refers to the deduction of the effect of the restructuring of participating interests in corporations of the insurance sector carried out by one of the major banking groups considered in the analysis. However, the corresponding adjustment was not made in the items of taxes on profits and (net)

minority interests (19 and 21).
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CAPITAL ADEQUACY

On a consolidated basis

Annual rate of change

2005 2006 2005 2006

Per cent

1. Own funds

1.1. Original own funds 14 891 17 874 8.5 20.0

1.2. Additional own funds 10 776 9 942 29.3 -7.7

1.3. Deductions 1 948 2 405 -6.9 23.4

1.4. Supplementary own fund 0 0 -100.0 n.a.

Total own funds 23 719 25 411 18.7 7.1

2. Own funds requirements

2.1. Solvency ratio 16 213 17 960 7.4 10.8

2.2. Position risks 493 468 0.9 -5.1

2.3. Settlement and counterparty risks 67 70 26.7 5.0

2.4. Foreign exchange rate risks 57 92 38.9 60.8

2.5. Other requirements 1 2 -34.8 239.0

Total own funds requirements 16 830 18 591 7.3 10.5

Percentage points

3. Ratios (per cent)

3.1. Own funds / Total requirements 140.9% 136.7% 13.5 -4.2

3.2. Own funds / (Total requirements x 12.5) 11.3% 10.9% 1.1 -0.3

3.3. Original own funds / (Total requirements x 12.5) 7.1% 7.7% 0.1 0.6

Source: Banco de Portugal.

Note: n.a. - not applicable.



2. MACROECONOMIC AND FINANCIAL RISKS

2.1. Overview

As sess ing the fi nan cial sta bil ity of the bank ing sys tem en tails the iden ti fi ca tion and mon i tor ing of the

var i ous risk di men sions un der ly ing its ac tiv ity, par tic u larly with re gard to credit, mar ket, li quid ity and in -

ter est rate risk. The in ten sity with which such risks are felt, with sys temic im pli ca tions, is in flu enced by

the mac ro eco nomic en vi ron ment and by fi nan cial mar ket de vel op ments (Ta ble 2.1.1). As such, this

chap ter iden ti fies and as sesses the main mac ro eco nomic and fi nan cial risks with di rect or in di rect im -

pact on fi nan cial sta bil ity in Por tu gal, which is un der stood as the abil ity of fi nan cial institutions to

continue to smoothly perform their intermediation functions.

Al though the in ter na tional mac ro eco nomic en vi ron ment is over all pos i tive, there is a set of risk fac tors

that are likely to place rel e vant chal lenges for global fi nan cial sta bil ity. The risk of an abrupt cor rec tion

of mac ro eco nomic im bal ances in the United States, which had al ready been iden ti fied in pre vi ous

years, to gether with the risk of a sig nif i cant and broadly based de te ri o ra tion in the US hous ing mar ket,

may re sult in a much more marked de celer ation in eco nomic ac tiv ity than cur rently ex pected. In turn,

the per sis tence of risk premia at his tor i cally low levels for risk ier as set classes is a sign that in ves tors

may not be ad e quately pric ing risk. This sug gests that as set prices in these mar kets, namely the pri -

vate debt, sov er eign debt and stock mar kets in emerg ing mar ket econ o mies, may be par tic u larly sen -

si tive to changes in in ves tors’ ex pec ta tions. If these were to ma teri al ise, they might im ply abrupt

ad just ments in fi nan cial as set prices. The most re cent ep i sodes of fi nan cial in sta bil ity, in the wake of

the Asian and Rus sian cri ses, are ex am ples of how in ves tors may make abrupt ad just ments fol low ing

mar ket sen ti ment changes. This may lead to a dis pro por tion ate in crease in the de mand for as sets with

low risk and high li quid ity. In line with this, a sud den in crease in vol a til ity re sult ing e.g. from a down ward 

re vi sion of eco nomic growth ex pec ta tions or a sig nif i cant in crease in in fla tion ary pres sures may re sult

in this type of re ac tion. Such events would most likely lead to a re ver sal of cap i tal flows into emerg ing

mar ket econ o mies, to lower avail abil ity of funds for lower-rated com pa nies, and to very marked stock

mar ket cor rec tions. The pos si ble ma teri ali sa tion of this sce nario is par tic u larly rel e vant in the cur rent

en vi ron ment, given the high vol ume of merg ers and ac qui si tions con ducted over the past few years

with re course to debt is su ance. In deed, com pa nies in volved in such op er a tions are par tic u larly vul ner -

a ble to mar ket sen ti ment changes, given the high de gree of fi nan cial le ver age un der ly ing a large num -

ber of such op er a tions. Con se quently, these com pa nies may face a num ber of dif fi cul ties in ser vic ing

their debt. This may af fect their abil ity to con duct in vest ment pro jects that could be vi a ble if in debt ed -

ness were lower. In more ex treme cases, this may lead to broadly based in creases in de lin quency. It

should be noted that two ep i sodes of in sta bil ity were re cently ob served in fi nan cial mar kets, in

May/June 2006 and Feb ru ary/March 2007 re spec tively, which il lus trate the mar ket sen si tiv ity in pe ri -

ods of in creased un cer tainty (see “Box 2.1 Volatility in international financial markets: a comparison of

the May 2006 and February 2007 episodes”). However, these episodes were short-lived and had no

systemic repercussions.

More over, a sig nif i cant share of risk tra di tion ally as sumed by the bank ing sys tem has been trans ferred

to other type of in ves tors through fi nan cial mar kets, by us ing com plex fi nan cial in stru ments. Al though

such trans fers con trib ute to lower risk con cen tra tion in the bank ing sys tem, the main source of un cer -

tainty in these mar kets re gards grow ing dif fi cul ties in mon i tor ing global risks. Such de vel op ments im ply 

that the sep a ra tion be tween lend ing ac tiv ity and in vest ment in fi nan cial mar kets should fade. Also,
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great un cer tainty sub sists on the be hav iour of such in no va tive fi nan cial in stru ments in a context of

increased volatility and declining liquidity.

Against a back ground of strong eco nomic and fi nan cial in te gra tion, the Por tu guese econ omy, which is

a small open econ omy, is par tic u larly ex posed to over all risks at in ter na tional level. In this con text, the

main mac ro eco nomic and fi nan cial risks men tioned above, to gether with a set of spe cific risks, may di -

rectly or in di rectly af fect the per for mance of the Por tu guese econ omy, as well as of the Por tu guese fi -

nan cial sys tem. Por tu guese banks are thus sen si tive to sud den changes in mar ket sen ti ment, which

may give rise to sig nif i cant changes in the val u a tion of their port fo lio of fi nan cial as sets and, in par tic u -

lar, of fi nan cial as sets held by bank em ploy ees’ pen sion funds. In turn, the high in debt ed ness of house -
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Table 2.1.1

MAIN FINANCIAL AND MACROECONOMIC INDICATORS 

Change between:

2005 2006 maximum (a)

and

31 Dec. 2006

minimum(a)

and 

31 Dec. 2006

31 Dec. 2006

and

30 April 2007

Rate of change in real GDP

United States 3.2 3.3

Euro area 1.4 2.6

Portugal 0.5 1.3

Fiscal balance (as a percentage of GDP)

United States -3.7 -2.6

Euro area -2.4 -1.6

Portugal -6.0 -3.9

Current account balance (as a percentage of GDP)

United States -6.4 -6.5

Euro area 0.1 -0.3

Portugal -9.8 -9.5

Equity market

(per cent change)

General indices

Dow Jones Euro Stoxx 23.0 20.3 -15.1 139.2 7.8

S&P 500 3.0 13.6 -7.1 82.6 4.5

PSI Geral 17.2 33.3 0.0 144.8 12.2

Bond market (b)

(change in levels, ba sis points)

Government bond yields

Euro area -4.8 83.8 0.0 129.6 21.3

United States 71.0 33.0 -51.1 111.4 -12.5

Exchange rate

(per cent change)

EUR/USD (c) -13.4 11.6 -3.4 59.6 3.3

USD/JPY (d) 14.7 1.1 -11.6 17.4 0.4

Oil price

(per cent change in USD)

Spot price (Brent) 44.4 5.5 -22.2 503.1 11.5

Sources: ECB, Bloomberg, Thomson Fi nan cial Datastream, IMF, Merrill Lynch and Banco de Por tu gal.
Notes: Lat est ob ser va tion: 30 April 2007.(a) Max i mum and min i mum levels ob served in the pe riod be tween 1 Jan u ary 1999 and 31 De cem ber 2006. (b) Merrill Lynch in di ces. (c) A neg a -
tive change means an ap pre ci a tion of the US dol lar. (d) A neg a tive change means a de pre ci a tion of the US dollar.



holds is an im por tant vul ner a bil ity of the Por tu guese econ omy, par tic u larly in a con text of ris ing in ter est 

rates and the still in cip i ent im prove ment in the la bour mar ket sit u a tion. Higher euro area in ter est rates

im plied an in crease in house hold debt-ser vic ing costs, which is likely to have con trib uted to hin der de -

vel op ments in pri vate con sump tion and hous ing in vest ment, and may also bring about a rise in credit

risk. Non-fi nan cial cor po ra tions, in turn, have re corded sub stan tial fi nanc ing flows, in con trast to de vel -

op ments in cor po rate in vest ment over the past few years. The strong in debt ed ness of house holds and

com pa nies with the Por tu guese bank ing sys tem has trans lated into a sig nif i cant de te ri o ra tion of the in -

ter na tional in vest ment po si tion of the Por tu guese econ omy. In fact, Por tu guese banks have funded

the ex pan sion of lend ing ac tiv ity through the in creas ing re course to bor row ing from in ter na tional fi nan -

cial mar kets. Al though such fi nanc ing does not im ply for eign ex change risk, given that most debt is in -

curred in euro, Por tu guese banks are par tic u larly ex posed to mar ket sen ti ment changes, which may

lead to un ex pected in creases in their fi nanc ing costs, or even dif fi cul ties in re fi nanc ing a num ber of as -

sets in a con text of lower li quid ity avail able in the mar kets. Against this back ground, the main te nance

of the sound ness of li quid ity risk as sess ment, con trol and man age ment sys tems, namely the ex is tence 

of con tin gency plans that en vis age the unavailability of funds in the market to refinance liabilities over a 

relatively long horizon, is crucial to ensure that the banking system continues to smoothly perform fund 

intermediation functions in the Portuguese economy.

Avail able ev i dence sug gests that even un der very un fa vour able but still plau si ble sce nar ios the Por tu -

guese bank ing sys tem is pre pared to with stand strong and neg a tive shocks, while main tain ing ad e -

quate sol vency and prof it abil ity levels. This was one of the main find ings of the stress-test ing ex er cises 

on the Por tu guese bank ing sys tem car ried out by the IMF un der the Fi nan cial Sta bil ity As sess ment

Pro gram in 2006, as dis cussed in “Box 4.1 Re sults of the Por tu guese bank ing system stress-testing

exercise”.

2.2. Global risks and vulnerabilities

In 2006 the world econ omy con tinued to grow strongly, by around 5 per cent, al though eco nomic ac tiv -

ity in the United States slowed down some what. The out look for this econ omy points to a con tinued and 

very grad ual ad just ment of mac ro eco nomic im bal ances over the next few years, which should trans -

late into a slight de celer ation in eco nomic ac tiv ity. In the euro area, es ti mates for GDP growth in 2006

were re vised up wards through out the year. The ac cel er a tion in eco nomic ac tiv ity was mostly as so ci -

ated with the buoy ancy of do mes tic de mand. This re flected de vel op ments in in vest ment and, to a

lesser ex tent, in pri vate con sump tion, in a con text of some im prove ments in the la bour mar ket. Ac cord -

ing to the Eurosystem staff mac ro eco nomic pro jec tions and an a lysts’ ex pec ta tions, eco nomic ac tiv ity

in the euro area is likely to de celer ate some what in 2007 com pared with the pre vi ous year. Most cen tral 

banks of ad vanced econ o mies raised their key in ter est rates in 2006. In the euro area, fol low ing a rel a -

tively pro tracted sta bil ity pe riod, the ECB in creased its key in ter est rates for the first time at end-2005,

with six ad di tional rises up to May 2007, in or der to keep in fla tion ex pec ta tions an chored at levels con -

sis tent with price sta bil ity. In cu mu la tive terms, the rise in key ECB in ter est rates amounted to 1.75 p.p.

In the United States, the Fed eral Re serve raised the Fed eral funds rate in four oc ca sions dur ing the

first half of 2006, in or der to con tain in fla tion ary pres sures as so ci ated with en ergy price growth and

pos si ble in creases in the uti li sa tion of re sources. How ever, the de cline in oil prices as from Au gust

helped to con tain in fla tion ary pres sures, which ex plained the in ter rup tion of the up ward cy cle of US in -

ter est rates in the sec ond half of the year, in a con text of grad ual slow down in eco nomic ac tiv ity. In turn, 

eco nomic ac tiv ity con tinued to re cord a rather ro bust pace of growth in emerg ing market economies,

and its importance in world trade followed an upward trend. Capital flows to these countries continued

to record very substantial volumes in 2006.
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De spite this rel a tively be nign mac ro eco nomic en vi ron ment, there is a set of mac ro eco nomic and fi -

nan cial risks and vul ner a bil i ties, namely (i) the per sis tence of global mac ro eco nomic im bal ances and

im pli ca tions for the world econ omy of an abrupt cor rec tion of such im bal ances; (ii) the cool ing of the

real es tate mar ket in the United States and in other ad vanced econ o mies, fol low ing a rel a tively pro -

tracted pe riod of strong ac tiv ity and val u a tion; (iii) the re cent in crease in the de gree of cor po rate fi nan -

cial le ver age; (iv) the high in ves tors’ sen si tiv ity to an in crease in un cer tainty, which is catalysed by

ev i dence that risk premia cur rently stand at his tor i cal lows, in par tic u lar in pri vate debt mar kets and

emerg ing mar ket econ o mies; and, fi nally, (v) the very strong growth trend in credit risk trans fe r mar kets 

due to the use of in no va tive and com plex fi nan cial in stru ments, which ham pers their mon i tor ing and

generates some uncertainty regarding the reaction of these markets to adverse events.

Per sis tence of global mac ro eco nomic im bal ances

At in ter na tional level, one of the main risks to mac ro eco nomic and fi nan cial sta bil ity con tin ues to be the 

per sis tence of global mac ro eco nomic im bal ances. In the United States, the cur rent ac count def i cit re -

mained broadly un changed, al though the gen eral gov ern ment def i cit de clined sig nif i cantly in 2006, in

line with de vel op ments in the pre vi ous year (Chart 2.2.1). How ever, bor row ing re quire ments of the pri -

vate sec tor re corded a fur ther sig nif i cant rise. This in crease in bor row ing re quire ments of the US econ -

omy has been off set by a strong de mand for US dol lar-de nom i nated as sets by in ter na tional in ves tors,

with em pha sis on the role played by Asian cen tral banks and by in ves tors of oil-ex port ing coun tries,

which have reg is tered very pos i tive cur rent ac count bal ances (Chart 2.2.2). The de mand for these as -

sets has been sup ported, on the one hand, by fa vour able ex pec ta tions re gard ing US eco nomic growth

and, on the other, by for eign ex change in ter ven tion pol i cies of a num ber of coun tries in or der to re strict

the ap pre ci a tion of their cur ren cies against the US dol lar. An abrupt de cline in the de mand for US dol -

lar-de nom i nated as sets by in ter na tional in ves tors, e.g. due to a down ward re as sess ment of pros pects

for growth in the United States or due to mar ket sen ti ment changes, may place sig nif i cant pres sure on

do mes tic de mand and con trib ute to a more abrupt ad just ment in the US econ omy. More over, the ex -

ter nal def i cit of the United States has been mostly funded through fixed-in come se cu ri ties, which may
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Chart 2.2.1
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Chart 2.2.2
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im ply that such fi nanc ing flows are more sen si tive to changes in in ter est rate dif fer en tials at in ter na -

tional level. Also, in 2006 in ter na tional in ves tor’ de mand for risk ier as sets in creased. A sig nif i cant

share of such se cu ri ties com prises cor po rate bonds and mort gage-backed se cu ri ties, which

contributes to increase the exposure of international investors to a possible abrupt adjustment of

global macroeconomic imbalances or to a deterioration in the US real estate market.

The de pre ci a tion of the US dol lar, the nar row ing of the dif fer en tial be tween the US and Eu ro pean in ter -

est rates, the greater flex i bil ity of ex change rate re gimes in a num ber of Asian coun tries (al beit lim ited

in some cases, namely China) and the greater bal ance in global eco nomic growth con trib uted to a

smaller prob a bil ity of an abrupt ad just ment of such mac ro eco nomic im bal ances. The fall in oil prices

as from mid-Au gust 2006 also con trib uted to mit i gate the risk of an abrupt ad just ment, al though this

trend was re versed in the early months of 2007, amid height ened geopolitical ten sions and greater un -

cer tainty (Chart 2.2.3). Al though data avail able for 2006 and fore casts for 2007 sug gest a grad ual de -

celer ation of the US econ omy (Chart 2.2.4), there is still a risk that the cool ing of that economy may be

more pronounced than previously expected.
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Chart 2.2.3
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Chart 2.2.4
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Hous ing mar ket cool ing in sev eral coun tries

Over the past few years, sev eral de vel oped coun tries re corded strong real es tate mar ket ac tiv ity, par -

tic u larly in the res i den tial sec tor, with sig nif i cant and con tinued in creases in real es tate prices and ro -

bust mort gage credit growth (Chart 2.2.5). The pos si bil ity of a strong slow down (or even a de cline) in

the prices of such as sets con sti tutes a risk to eco nomic ac tiv ity. That risk may di rectly af fect ac tiv ity

through the con struc tion sec tor or in di rectly due to the im pact on pri vate con sump tion, via wealth ef -

fects or through the de cline in the value of res i den tial prop erty pledged as col lat eral, against a back -

ground where con straints may emerge in the ac cess to mort gage credit for a significant share of the

household sector.

In most above-men tioned coun tries, the real es tate mar ket cool ing has been grad ual, with a rel a tively

sub dued im pact on eco nomic de vel op ments. How ever, in the United States credit qual ity has sig nif i -

cantly de te ri o rated in the subprime seg ments of the mort gage mar ket, par tic u larly in the early months

of 2007. This is par tic u larly rel e vant given the size of the US econ omy and ev i dence that hous ing mar -

ket buoy ancy was one of the fac tors un der pin ning pri vate con sump tion over the past few years. The

wide spread de fault in subprime seg ments in creases the prob a bil ity of a sud den de te ri o ra tion in fi nanc -

ing con di tions of other mort gage mar ket seg ments, and there is a risk of con ta gion to other seg ments

of credit to house holds, with the consequent significant impact on private consumption.

In 2006 losses as so ci ated with the de te ri o ra tion in credit qual ity in the US mort gage mar ket were con -

cen trated in a small num ber of fi nan cial in sti tu tions spe cial is ing in grant ing mort gage loans to risk ier

house holds. How ever, a very sig nif i cant share of risk un der ly ing mort gage loans granted is out side the

bank ing sys tem, given the sig nif i cant re course to credit se curi ti sa tion and the is su ance of other

risk-trans fe r fi nan cial in stru ments. In this con text, the de te ri o ra tion in the real es tate mar ket sit u a tion

may pass through di rectly to se cu ri ties mar kets in gen eral and trans late into a more marked de celer -

ation in the US econ omy than currently forecast, with potential implications for other economies.
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Chart 2.2.5
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Higher fi nan cial le ver age of non-fi nan cial cor po ra tions

In gen eral, non-fi nan cial cor po ra tions con tinued to show a fa vour able fi nan cial sit u a tion in 2006. In

fact, cor po rate earn ings main tained a strong pace of growth, in ter est rate dif fer en tials on debt re -

mained at low levels and de lin quency rates de clined (Charts 2.2.6 to 2.2.9). How ever, the de gree of fi -

nan cial le ver age in creased sig nif i cantly, as so ci ated with the con duct of le ver aged buyouts, mainly

through syn di cated loans (Chart 2.2.10). The con duct of these op er a tions has been sup ported by var i -
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Chart 2.2.6
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Chart 2.2.7
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Chart 2.2.8
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Chart 2.2.9
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ous fac tors, such as the im proved cor po rate prof it abil ity and the rel a tively mod er ate in debt ed ness

levels, in a con text of low in ter est rates, ro bust global eco nomic growth and low mar ket vol a til ity. How -

ever, it should be noted that com pa nies in volved in this type of op er a tion usu ally be come highly in -

debted, which ren ders them much more sen si tive to neg a tive shocks. Al though de lin quency levels

con tinued to be low, the in crease in cor po rate in debt ed ness, given its magnitude and international

extent, contributed to an increase in credit risk.

Fi nan cial mar ket sen si tiv ity to abrupt in creases in vol a til ity

One of the main risks to fi nan cial sta bil ity is re lated to the fact that eco nomic agents may be as sess ing

risks in cor rectly, given that risk premia of some fi nan cial as sets con tinue to stand at his tor i cally low

levels. In fact, cor po rate bond spreads in the euro area and the United States re mained at low levels al -

beit, on av er age, slightly higher than in re cent years (Chart 2.2.7). The per sis tence of low risk premia

sug gests that in ves tors in debt mar kets may be un der es ti mat ing the im pact re sult ing from the greater

cor re la tion be tween dif fer ent mar kets usu ally ob served in pe ri ods of strong in sta bil ity. How ever, un like

in pri vate debt mar kets, es ti mates avail able for the risk pre mium im plicit in eq uity mar kets sug gest that

it stands at a level close to its historical average.

In 2006 the main stock in di ces in creased very sig nif i cantly, con trib ut ing to a rise in the price-to-earn -

ings ra tio (Charts 2.2.11 and 2.2.12). In turn, vol a til ity in such in di ces re mained, in gen eral, at his tor i -

cally low levels (Chart 2.2.13). Sev eral rea sons have been given to ex plain the main te nance of

vol a til ity at low levels. On the one hand, up ward risks to in fla tion de vel op ments are per ceived to re main 

con trolled, and struc tural changes in in fla tion ex pec ta tions as so ci ated with cen tral bank cred i bil ity

seem pos si ble. On the other hand, at the cur rent junc ture, risk dis per sion is higher, fa voured by the

strong ex pan sion of the credit risk transfer market, as discussed below.

Al though vol a til ity re mained at his tor i cally low levels, it in creased strongly be tween May and June

2006, in a con text of un cer tainty re gard ing the rise in in ter est rates in the United States due to higher in -

fla tion ary pres sures. In fact, dur ing this pe riod, stock prices fell very sig nif i cantly and the risk pre mium
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Chart 2.2.10
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de manded by in ves tors in pub lic debt mar kets of emerg ing mar ket econ o mies grew mark edly (see

“Box 2.1 Volatility in international financial markets: a comparison of the May 2006 and February 2007

episodes”) (Charts 2.2.14 and 2.2.15). More over, lower-rated cor po rate bond spreads in creased more

sig nif i cantly than those of com pa nies with better credit qual ity (Chart 2.2.7). Al though this vol a til ity ep i -

sode also led to sim i lar move ments in fi nan cial mar kets of ad vanced econ o mies, its am pli tude was

much higher in fi nan cial mar kets of emerg ing mar ket econ o mies, and the sub se quent re cov ery was

rather slower in those coun tries. At the end of sum mer 2006, vol a til ity had re cov ered to fig ures close to

those seen prior to this pe riod of in sta bil ity. More re cently, at end-Feb ru ary 2007, there was a new pe -
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Chart 2.2.11
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Chart 2.2.12
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Chart 2.2.13
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riod of strong in crease, al beit tem po rary, in the vol a til ity of in ter na tional financial markets. However,

losses in equity markets were much more limited during this period.

These ep i sodes of sub stan tial in creases in vol a til ity il lus trate the in ves tors’ sen si tiv ity to neg a tive

events, namely re flect ing greater risk aver sion (Chart 2.2.16). In this con text, a down ward re vi sion of

eco nomic growth ex pec ta tions or a sig nif i cant in crease in in fla tion ary pres sures may give rise to

changes in in ves tors’ sen ti ment re sult ing in a wide spread rise in the per cep tion of the risk im plicit in

their port fo lios, as so ci ated with a pos si ble abrupt in crease in vol a til ity.1 More over, the cor re la tion be -
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Chart 2.2.16
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Chart 2.2.14
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Chart 2.2.15

(1) In the first months of 2007, the underlying inflation rate in the United States, as measured by the consumer price index excluding food and energy, was
clearly above the level usually considered to be consistent with the Federal Reserve’s mandate. At the same time, the situation in the subprime lending
segment deteriorated, as discussed above, which may contribute to a greater slowdown in economic activity. In this scenario, some uncertainty subsists
regarding the short-term US monetary policy stance, like in mid-2006.



tween the var i ous fi nan cial mar kets fol lowed an up ward trend in 2006, in di cat ing how eas ily a mar ket

shock can be passed through to other mar kets. Against this back ground, dis tur bances ob served in

Feb ru ary 2007 il lus trate how shocks in a given mar ket may quickly lead to the clos ing out of po si tions

in other fi nan cial as set mar kets (see “Box 2.1 Volatility in international financial markets: a comparison

of the May 2006 and February 2007 episodes”). This type of ep i sode, if per sis tent and, in par tic u lar, if

due to the sud den re as sess ment of mac ro eco nomic fun da men tals, may gen er ate dis rup tions in most

fi nan cial as set mar kets, par tic u larly in risk ier classes. This may have con se quences for fi nanc ing con -

di tions and the avail abil ity of funds for com pa nies with rat ings be low in vest ment grade and for is su ers

from emerg ing mar ket econ o mies. The re ac tion of fi nan cial mar kets in emerg ing mar ket econ o mies to

such in creased vol a til ity ep i sodes il lus trates their strong sen si tiv ity to changes in the dom i nant sen ti -

ment in in ter na tional mar kets. In line with this, al though cap i tal flows into these econ o mies over the

past few years were partly sup ported by broadly pos i tive developments in macroeconomic

fundamentals, an abrupt increase in risk aversion of international investors may lead to a reversal in

such capital flows (Chart 2.2.17).

Credit risk trans fe r

In a con text of a less ac com mo da tive mon e tary pol icy, an in crease in debt spreads of non-fi nan cial cor -

po ra tions, in par tic u lar risk ier com pa nies, seemed likely but did not materalise. One pos si ble ex pla na -

tion for the low levels re corded by these spreads is as so ci ated with de vel op ments in in stru ments and

mar kets that make it pos si ble to trans fe r and re dis trib ute credit risk through the fi nan cial sys tem (Chart

2.2.18), as well as with the greater im por tance of hedge funds. Hedge funds have borne a sig nif i cant

share of risks that were trans ferred from the banking sector to the financial market.

Al though such trans fers are pos i tive given that they sup port lower risk con cen tra tion in the bank ing

sec tor, there are con cerns about how these in stru ments and mar kets may con tinue to en sure the risk

re dis tri bu tion func tion against a back ground of a de te ri o rat ing credit cy cle. On the one hand, the lack of 

de tailed data on hedge fund ac tiv ity and on counterparties in volved in these op er a tions ham pers credit 

risk mon i tor ing. On the other hand, the use of such credit risk trans fe r fi nan cial in stru ments im plies that 
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Chart 2.2.17
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it is much more dif fi cult to iden tify bound aries be tween the con cept of mar ket risk and credit risk. As

such, the val u a tion of credit risk in the bal ance sheet of fi nan cial in sti tu tions be came more de pend ent

of risk fac tors that usu ally are taken into ac count for the quan ti fi ca tion of mar ket risk. In this con text, in -

ter me di a tion func tions of the banks more di rectly in volved in this mar ket re corded sub stan tial changes, 

given that the tra di tional par a digm un der ly ing credit grant ing and the sub se quent man age ment of

credit has been grad u ally re placed by an in ter me di a tion par a digm. Ac cord ing to the lat ter, banks grant

credit, struc ture stand ard ised fi nan cial prod ucts on the ba sis of such cred its and, fi nally, sell those

prod ucts to oth ers. The trans fe r of a sig nif i cant share of risks out of banks’ bal ance sheets im plies that

credit qual ity mon i tor ing, which tra di tion ally is un der taken by banks, has been trans ferred to fi nan cial

mar kets. In a con text where there is some ev i dence that risk premia de manded by in ves tors in pri vate

debt mar kets stand at his tor i cally low levels, sup ported by a fa vour able view of risks, the pos si bil ity that 

loan ap proval is based on rel a tively less de mand ing cri te ria should not be ruled out. It should also be

noted that this type of fi nan cial in no va tion tends to be mainly used by major internationally active banks 

and, for reasons associated with economies of scale in the preparation of such operations, it may be

too expensive for smaller banks.

Fi nally, given that these in no va tive in stru ments ex panded sig nif i cantly over the past few years, there is

great un cer tainty re gard ing the man ner in which the re spec tive mar kets may re act to a con sid er able

and pro tracted in crease in vol a til ity and to lower liquidity.

2.3. Risks and vulnerabilities in Portugal

In 2006 de vel op ments in the Por tu guese econ omy were more fa vour able than in the pre vi ous year,

largely as a re sult of the buoy ancy of goods and ser vices ex ports. In con trast, do mes tic de mand de cel -

er ated, re flect ing sub dued pri vate con sump tion and a fall in gov ern ment con sump tion and in vest ment, 

as well as in hous ing in vest ment. In turn, cor po rate in vest ment re corded slightly pos i tive growth, in

con trast to the down ward trend seen over the past few years, amid im proved con fi dence levels in the

in dus trial sec tor. The de celer ation in do mes tic de mand was partly as so ci ated with the nec es sary cor -

rec tion of mac ro eco nomic im bal ances ac cu mu lated in pre vi ous years. On the one hand, higher debt
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Chart 2.2.18
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ser vice costs for house holds due to the grad ual in crease in in ter est rates and the greater tax bur den

seem to have con trib uted to the mod er a tion in house hold con sump tion ex pen di ture. On the other

hand, the fis cal def i cit de creased con sid er ably, and more than ex pected. Not with stand ing the ac cel er -

a tion in ac tiv ity, the Portuguese economy did not resume the process of real convergence towards the

euro area in 2006.

The Por tu guese econ omy and fi nan cial sys tem are ex posed to most of the above-men tioned global

risks, given their strong eco nomic and fi nan cial in te gra tion. On the one hand, the ma teri ali sa tion of

those risks would im ply a sig nif i cant de celer ation in world eco nomic ac tiv ity that would have a neg a tive 

im pact on ex ter nal de mand for Por tu guese goods and ser vices. On the other hand, the strong in te gra -

tion of fi nan cial mar kets at global level makes it eas ier for in ter na tional shocks to prop a gate. In ad di tion 

to the global risks dis cussed in the pre vi ous sec tion, there are some vul ner a bil i ties and risk fac tors

spe cific to the Por tu guese econ omy. These vul ner a bil i ties and risk fac tors are as so ci ated with the cor -

rec tion of eco nomic im bal ances ac cu mu lated over the past few years, namely the high in debt ed ness

of house holds and non-fi nan cial cor po ra tions and the still high struc tural fis cal def i cit. In this con text,

an abrupt de te ri o ra tion in mar ket sen ti ment may im ply a sig nif i cant ad just ment in stock prices, which

re corded very pos i tive de vel op ments over the past few years. This would have con se quences for the

fi nan cial po si tion of the Por tu guese bank ing sys tem, in par tic u lar through the im pact on fi nan cial as -

sets held by pen sion funds of bank em ploy ees. In fact, the IMF con sid ered this to be a vul ner a bil ity

within the scope of the Fi nan cial Sta bil ity As sess ment Pro gram of the Por tu guese econ omy in 2006

(see “Box 4.1 Re sults of the Por tu guese bank ing sys tem stress-test ing ex er cise”). How ever, sim u la -

tion ex er cises proved that, even in extreme but plausible scenarios, the Portuguese banking system

would be capable of maintaining adequate solvency and profitability levels.

Im pact of global mac ro eco nomic and fi nan cial risks

As pre vi ously men tioned, the fact that Por tu gal is a small open econ omy ren ders it par tic u lar ex posed

to global mac ro eco nomic and fi nan cial risks. In line with this, the ma teri ali sa tion of the risk fac tors

men tioned in the pre vi ous sec tion of this chap ter would have a non-neg li gi ble im pact on the Por tu -

guese econ omy and the bank ing sys tem. First, the abrupt cor rec tion of global eco nomic im bal ances

would re sult in a sig nif i cant de celer ation in global eco nomic growth, with in ev i ta ble neg a tive ef fects on

de vel op ments in the ex ter nal de mand for Por tu guese goods and ser vices. Given that in 2006 eco -

nomic growth in Por tu gal was largely sup ported by the pos i tive be hav iour of goods and ser vices ex -

ports, the ma teri ali sa tion of this sce nario might jeop ar dise the con ti nu ity of the grad ual ac cel er a tion in

eco nomic ac tiv ity. More over, the abrupt cor rec tion of global im bal ances would im ply sub stan tial dis tur -

bances in in ter na tional fi nan cial mar kets, with prob a ble con ta gion ef fects on the Por tu guese fi nan cial

mar kets. This type of de vel op ment di rectly af fects Por tu guese banks, which, through several

channels, are exposed to sudden changes in the global financial market sentiment.

In turn, the cool ing of the real es tate mar ket in some de vel oped coun tries should have a more sub dued 

im pact on fi nan cial sta bil ity in Por tu gal, where avail able ev i dence points to the non-ex is tence of an ex -

cess val u a tion of Por tu guese real es tate prices over the past few years.2 With re gard to the de te ri o ra -

tion of the US real es tate mar ket, and even in the case of a fur ther sig nif i cant wors en ing, a spillover

from the di rect ex po sure to this mar ket is un likely to oc cur. Thus, the ef fect would only be in di rect, via

the above-men tioned con trac tion of ex ter nal de mand. How ever, a very sig nif i cant de te ri o ra tion of the
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sit u a tion of the real es tate mar ket in some Eu ro pean coun tries, par tic u larly Spain, could have stron ger

ef fects given that the Spanish economy is the main trading partner of Portugal.

Fi nally, the risk as so ci ated with the ap par ent sen si tiv ity of fi nan cial mar kets to abrupt in creases in vol a -

til ity has po ten tial con se quences for Por tu gal that are rel a tively sim i lar to those dis cussed in the pre vi -

ous sec tion. Given the strong in te gra tion of fi nan cial mar kets, in par tic u lar at the euro area level, an

abrupt in crease in in ter na tional vol a til ity, to gether with strong falls in fi nan cial as set prices, would un -

doubt edly tend to be re flected, with more or less in ten sity, in Por tu guese fi nan cial mar kets. Ac cord ing

to the re sults of the stress-test ing ex er cises un der taken within the frame work of the FSAP, the im pact

of this type of ep i sode on the se cu ri ties port fo lio of Por tu guese banks is likely to be rel a tively lim ited.

How ever, the di rect ex po sure of bank em ploy ees’ pen sion funds to fi nan cial mar kets is rel a tively sig nif -

i cant, and could fa cil i tate the pass through of shocks of this na ture. More over, a con sid er able share of

credit growth in Por tu gal has been sup ported by very sig nif i cant loan se curi ti sa tion vol umes, in par tic u -

lar loans for house pur chase, and by the is su ance of debt se cu ri ties. There fore, given that a sub stan -

tial share of se cu ri ties is sued within the scope of these fi nanc ing op er a tions is placed with in ter na tional 

in ves tors, the li quid ity man age ment of Por tu guese banks must take into account the possibility of

protracted disturbances in these markets, in order to prevent constraints to their credit activity.

Id io syn cratic risks

House hold in debt ed ness

The high level of house hold in debt ed ness is an im por tant vul ner a bil ity of the Por tu guese econ omy,

mainly in a con text of ris ing in ter est rates and a still in cip i ent im prove ment in the la bour mar ket sit u a -

tion. The rise in euro area in ter est rates im plied an in crease in debt ser vice costs, which is likely to

have con trib uted to limit de vel op ments in pri vate con sump tion and hous ing in vest ment and may im ply

a de te ri o ra tion in credit risk. More over, the per sis tence of rel a tively high growth rates of loans for

house pur chase, de spite some re cent slow down, and the ac cel er a tion in loans for con sump tion and

other pur poses have been sup ported by the sup ply of new prod ucts and new con trac tual ar range -

ments by banks. This in cludes the wid en ing of grace pe ri ods, the length en ing of loan ma tu ri ties or less

strict re quire ments re gard ing loan-to-value ra tios. Such in stru ments fa cil i tate ac cess to credit by a

num ber of house holds, which, oth er wise, would have faced dif fi cul ties in fund ing their con sump tion

and in vest ment ex pen di tures. In line with this, banks must im ple men t ad e quate credit risk as sess ment

and man age ment pol i cies, in par tic u lar to cer tain parts of the pop u la tion that are more sen si tive to ad -

verse de vel op ments af fect ing their abil ity to com ply with debt ser vic ing. None the less, it must be taken

into ac count that, in broad terms, house hold wealth has also re corded sig nif i cant growth rates and

avail able ev i dence does not point to the ex is tence of a spec u la tive bub ble in the Por tu guese real es -

tate mar ket, in con trast to other Eu ro pean coun tries (see “Box 6.1 Housing prices in Portugal and

macroeconomic fundamentals: evidence of quantile regression” in the 2005 Financial Stability Report

of Banco de Portugal).

Cor po rate in debt ed ness

Non-fi nan cial cor po ra tions have re corded sub stan tial fi nanc ing flows, in line with de vel op ments in the

United States and the euro area. In 2006 to tal cor po rate debt de cel er ated slightly, with is su ance of

com mer cial pa per be ing in part re placed by a greater re course to bank fi nanc ing. How ever, in con trast

to the United States and the euro area, the higher in debt ed ness of Por tu guese com pa nies was not

coun ter bal anced by sig nif i cant growth in in vest ment. Avail able data sug gest that these flows of loans

seem to be largely as so ci ated with debt re struc tur ing op er a tions and the fi nanc ing of merg ers and ac -
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qui si tions (Chart 2.3.1).3 In fact, an swers to the Bank Lend ing Sur vey per sis tently in di cate that debt re -

struc tur ing has been in duc ing higher de mand for credit. This con clu sion jus ti fied the in tro duc tion of an

ex traor di nary ques tion in the sur vey con ducted in April 2007, aimed at a better un der stand ing of the

spe cific sit u a tions en com passed in the con cept of debt re struc tur ing. Ac cord ing to the an swers given

by banks in cluded in this sur vey’s sam ple, debt re struc tur ing should mainly com prise sit u a tions in

which firms show some in abil ity or dif fi culty in ser vic ing their debt, re flected in an ob served or highly

prob a ble de fault ep i sode. This debt re struc tur ing mainly re gards loans granted to small and me -

dium-sized com pa nies. More over, debt re struc tur ing is also likely to be as so ci ated with debt re ne go ti a -

tion in terms of ma tu rity or col lat eral. Some banks con sider that the consolidation of corporate liabilities 

with the purpose of reducing overall financing costs is also important, particularly regarding large

companies.

Tak ing into ac count firm-level data, loan growth has been par tic u larly sig nif i cant for larger com pa nies,

re main ing at rel a tively sub dued levels for other com pa nies. Al though such de vel op ments con trib ute to

an in crease in the con cen tra tion of bank ing sys tem ex po sure to a rel a tively re duced num ber of debt -

ors, their im pact in terms of credit risk may be con sid ered be nign, given that larger com pa nies tend to

show lower default probabilities.

Bank in debt ed ness with in ter na tional fi nan cial mar kets

Over the last de cade, the in ter na tional in vest ment po si tion de te ri o rated mark edly, par tic u larly in terms

of net ex ter nal debt. Such de vel op ments were as so ci ated with the fi nan cial in te gra tion pro cess and the 

in crease in ex ter nal in debt ed ness com pat i ble with the bal ance of the Por tu guese econ omy. This sit u a -

tion im plies very sub stan tial costs with in ter est pay ments abroad, which, in the ab sence of fa vour able

pro duc tiv ity de vel op ments in Por tu gal, will tend to trans late into a lower con tri bu tion of do mes tic de -

mand to fu ture eco nomic growth. A sig nif i cant share of this in debt ed ness with non-res i dents was due

to the bank ing sys tem, which bor rowed for eign re sources to fund the strong growth of in debt ed ness in

the pri vate sec tor. As a re sult, the Por tu guese bank ing sys tem is par tic u larly ex posed, on the one
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Chart 2.3.1
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(3) The financial situation of non-financial corporations and households is discussed in detail in “Chapter 3 Fi nan cial sit u a tion of the non-fi nan cial pri vate
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hand, to un fa vour able de vel op ments in in ter na tional fi nan cial mar kets that im ply a de te ri o ra tion in fi -

nanc ing con di tions and, on the other hand, to a de te ri o ra tion in sol vency con di tions of the Por tu guese

non-fi nan cial pri vate sec tor. In this frame work, the main te nance of ad e quate li quid ity levels and the

sound ness of sys tems for the assessment, control and management of liquidity and credit risk are

particularly relevant in the case of the Portuguese banking system.

Pub lic fi nances

The sig nif i cant fis cal con sol i da tion seen in 2006 was far higher than ex pected, in a con text of gov ern -

ment ex pen di ture re straint. There fore, risks as so ci ated with the Por tu guese fis cal sit u a tion de clined

sig nif i cantly in 2006, al though fis cal con sol i da tion ef forts must pro ceed, given that the struc tural def i cit

is clearly higher than the me dium-term ob jec tive. This pro cess has in ev i ta ble short-term im pli ca tions

for the eco nomic ac tiv ity, given the re strain ing ef fects of do mes tic de mand. In con trast, fis cal con sol i -

da tion may have an im por tant ef fect in re duc ing un cer tainty for eco nomic agents, thus con trib ut ing to

boost the re bound in cor po rate in vest ment. More over, the ex is tence of a sus tained fis cal po si tion close 

to bal ance is an im por tant con di tion for eco nomic growth in the me dium to long term. The risk pre mium

im plicit in Por tu guese gov ern ment debt se cu ri ties was broadly sta ble through out 2006, sig nal ling a rel -

a tively pos i tive as sess ment of its risk (Chart 2.3.2). On 1 May 2007 Fitch changed its rat ing outlook for

the Portuguese Republic from negative to stable, as a result of progress in fiscal consolidation.
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Chart 2.3.2

YIELDS ON PORTUGUESE GOVERNMENT BONDS
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Box 2.1. Volatility in international financial markets: a comparison of the May 2006 and February

2007 episodes

Since the be gin ning of 2004, the sit u a tion in in ter na tional fi nan cial mar kets has been char ac ter ised by the per sis -

tence of his tor i cally low vol a til ity levels, sub stan tial eq uity val u a tions and the main te nance of fi nanc ing costs in pri -

vate debt mar kets at very low levels (Chart 1). More over, in vest ment in risk ier as sets has in creased sig nif i cantly,

due to the search for yield in a con text of favourable financing conditions. 

Such de vel op ments in fi nan cial mar kets were in ter rupted by two ep i sodes char ac ter ised by an abrupt in crease in

vol a til ity, to gether with an ad just ment in as set prices in some fi nan cial mar ket seg ments. The first dis tur bance ep i -

sode oc curred in May/June 2006 and was trig gered by a rise in per ceived risk as so ci ated with un cer tainty re gard -

ing the con duct of mon e tary pol icy in the United States, tak ing into ac count the in fla tion ary pres sures ob served in

pre vi ous months and doubts about the im pact of the slow down in the real es tate mar ket on US eco nomic ac tiv ity

(Chart 2). At end-Feb ru ary 2007, there was a sec ond ep i sode of fi nan cial mar ket in sta bil ity, trig gered by a clos ing

out of po si tions in risky fi nan cial as sets, which was con cen trated in the Chi nese stock mar ket, fol low ing the dis clo -

sure of news on greater vig i lance on cap i tal mar ket op er a tions in China. The in creased un cer tainty in this pe riod

was wors ened by the dis clo sure of a rel a tively neg a tive out look re gard ing de vel op ments in the US econ omy and by 

the grad ual de te ri o ra tion in credit qual ity in the subprime mort gage mar ket seg ments. Ex change mar kets were also 

con sid er ably af fected by the off set ting of po si tions in carry trades1 (the yen and the Swiss franc ap pre ci ated

against the US dol lar and, in con trast, cur ren cies of a num ber of emerg ing mar ket econ o mies de pre ci ated sig nif i -

cantly). Both ep i sodes sug gest that in ves tors are very sen si tive to dis tur bances and shocks in fi nan cial mar kets,

which may trigger the reassessment of the price of risk, with consequent portfolio shifts towards increased demand 

for less risky and more liquid financial assets. 

Such ep i sodes dis played a num ber of rel a tively sim i lar char ac ter is tics, with abrupt falls in stock prices and sub -

stan tial rises in vol a til ity. This in creased un cer tainty gave rise to shifts in in ter na tional in ves tors’ port fo lios from in -

vest ments in stock and cor po rate bond mar kets into gov ern ment bonds. These shifts im plied a slight in crease in

the price of the last men tioned se cu ri ties. How ever, there are non-neg li gi ble dif fer ences in the man ner in which
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Chart 1
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Chart 2
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mar kets re acted to such shocks, namely with re gard to their am pli tude, coverage, duration and subsequent

recovery.

Dur ing the in sta bil ity pe riod that started in May 2006, stock in di ces fell con sid er ably at in ter na tional level and, in

con trast, bond prices in creased slightly (Charts 3 and 4). These move ments af fected more sig nif i cantly fi nan cial

mar ket seg ments with higher risk, namely emerg ing mar ket econ o mies and pri vate debt is su ers with lower rat ings

(Charts 5, 6 and 7). More over, while in stock mar kets of ad vanced econ o mies the un wind ing of such losses started

in June and were fully com pen sated at the end of the sum mer, in emerg ing mar ket econ o mies the levels ob served

be fore May were only reached again in early 2007. 

At the end-Feb ru ary/early March 2007 fi nan cial mar ket vol a til ity in creased again, lead ing to a de cline in stock

prices to the levels re corded at end-2006. How ever, while in May 2006 losses in stock mar kets had been par tic u -
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Chart 3
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larly con cen trated in emerg ing mar ket econ o mies, these losses were far more wide spread in 2007, af fect ing less

mark edly those coun tries.2 In early April the main in ter na tional stock in di ces had al most fully re cov ered from the

losses recorded over this period.

The com par i son of the im pact of these two in sta bil ity pe ri ods on eq uity mar ket de vel op ments sug gests that the in -

sta bil ity pe riod ob served in 2007 was of a smaller mag ni tude and du ra tion. In this ep i sode, re bound was rel a tively

faster re gard ing prices and, at end-April 2007 vol a til ity in main mar kets re corded levels close to those ob served at

the be gin ning of this in sta bil ity pe riod. With re gard to the re ac tion of stock prices to such dis tur bances, de vel op -

ments in the United States and the euro area were rel a tively sim i lar dur ing both ep i sodes, al though in the euro area 

Financial Stability Report 2006 | Ban co de Por tu gal

Macroeconomic and Financial Risks | Chap ter 2

37

Chart 5
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losses were slightly higher in May/June 2006. However, developments in volatility were rather distinct: while in the

euro area volatility recorded a similar increase in both periods, in the United States the most recent instability

period was marked by a far higher increase in observed volatility.

In Portugal, the consequences of both periods of strong financial market volatility were rather similar to those seen

in the euro area (Chart 8). The main difference is related to the fact that, in the most recent period, stock market vol-

atility started off from a higher level, given market uncertainty during the previous weeks associated with the take-

over bid for Portugal Telecom.
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Chart 7

SPREADS OF EURO AREA AA-RATED
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Note: Spreads calculated on the basis of the EMU Direct Government Index.

Chart 8
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3. FINANCIAL SITUATION OF THE NON-FINANCIAL PRIVATE SECTOR 

3.1. Overview

The anal y sis of the fi nan cial sit u a tion of the non-fi nan cial pri vate sec tor, i.e. house holds and non-fi nan -

cial cor po ra tions, and of its sustainability is a key el e ment in the eval u a tion of risks for fi nan cial sta bil ity, 

in par tic u lar credit risk.  The lat ter is as so ci ated with the un cer tainty about the ca pac ity of eco nomic

agents that bor row to ful fil debt ser vice ob li ga tions vis-à-vis the counterparties that pro vide such fund -

ing. The eval u a tion of the port fo lio credit risk re lies on the dis tri bu tion of losses as so ci ated with the rel -

e vant as sets, which de pends on the amount in vested in each as set (ex po sure), on the prob a bil ity of

non-com pli ance by each is suer (debtor), on the ex pected rate of re cov ery and on pos si ble di ver si fi ca -

tion ef fects of the port fo lio as a whole. More over, the fi nan cial sit u a tion of the non-fi nan cial pri vate sec -

tor also has spillover ef fects on the mac ro eco nomic en vi ron ment where the bank ing sys tem ac tiv ity

evolves, and there fore it is also relevant from the point of view of the appraisal of the banking system

financial stability.

Ac cord ing to the avail able data, house holds net lend ing de clined sig nif i cantly in 2006, whereas non-fi -

nan cial cor po ra tions’ net bor row ing con tinued to widen. This de vel op ment re flected a de cline in the

sav ings rate in both sec tors and a slight re duc tion of the re spec tive in vest ment in fixed cap i tal. In this

con text, the in debt ed ness ra tios of house holds and non-fi nan cial cor po ra tions rose further, more

markedly in the first case.

In the con text of the rise in ECB in ter est rates, credit risk did not un dergo sig nif i cant changes in 2006.

Be hind this de vel op ment there were more fa vour able con di tions in most banks’ credit sup ply. In ef fect,

in the case of house holds and in a frame work of strong com pe ti tion, banks of fered in creas ingly di ver si -

fied con tract ar range ments, aimed at con tain ing the fi nan cial bur den as so ci ated with the house hold

debt ser vice. This trans lated into lon ger loan ma tu ri ties, looser loan-to-value ra tios and nar rower in ter -

est rate spreads. In the case of cor po ra tions, it is worth men tion ing debt re struc tur ing sit u a tions –

namely through the change in con trac tual con di tions or the con sol i da tion of li a bil i ties with the pur pose

of re duc ing the over all fi nanc ing cost – as well as the re ne go ti a tion of con di tions at the ini tia tive of the

bank, in the case of corporations facing difficulties in meeting the debt service.

How ever, the pres ent mac ro eco nomic frame work poses some risks re gard ing the de vel op ment of the

fi nan cial sit u a tion of house holds and cor po ra tions. In the case of house holds, in a con text of grad ual

re cov ery of eco nomic ac tiv ity, the un em ploy ment rate in Por tu gal is still high, with long-term un em ploy -

ment ac count ing for more than half of to tal un em ploy ment. In ad di tion, in ter est rate rises may have

been trans lated into a sig nif i cant in crease in the debt ser vice bur den, con sid er ing the high house holds’ 

in debt ed ness ob served in re cent years. In ag gre gate terms, pos si ble ad di tional in creases in the debt

ser vice will tend to have a non-neg li gi ble ef fect on the path of house hold con sump tion and in vest ment.

Also, the pos si bil ity of an in crease in the credit de lin quency ra tio in this sec tor should not be ex cluded,

albeit of a limited size in terms of the expected losses for the banking system.

In this con text, it is im por tant to stress that the sig nif i cant share of house pur chase-re lated house hold

debt – to gether with the non-ex ces sive val u a tion of real-es tate prices – mit i gates the ex ten sion of risks

to fi nan cial sta bil ity in her ent in the house hold fi nan cial sit u a tion. More over, in par al lel with a sig nif i cant

in crease in house hold in debt ed ness, data avail able on their fi nan cial and non-fi nan cial wealth in di cate

that it grew con sid er ably over the last ten years, con trib ut ing to the mod er a tion of the above-men tioned 

risks to fi nan cial sta bil ity. In ef fect, lat est in for ma tion avail able about the dis tri bu tion of in di ca tors on to -
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tal house hold in debt ed ness and wealth sug gests that, at the time, the wealth sit u a tion of in debted

house holds was in gen eral sound, al though some segments, in particular younger households with

lower income, were more vulnerable.

As re gards cor po ra tions, in a con text where fi nan cial le ver age levels are gen er ally higher than in pre vi -

ous busi ness cy cles, the rise in in ter est rates may have a sig nif i cant im pact on the fi nan cial costs of in -

debted cor po ra tions. How ever, ev i dence avail able sug gests that the pres ent in debt ed ness levels

should not con strain fu ture in vest ment op por tu ni ties, thereby not pos ing a sig nif i cant ob sta cle to eco -

nomic re cov ery. In the pres ent con text of ad just ment of the Por tu guese econ omy’s mac ro eco nomic

im bal ances and of sec tor re struc tur ing aris ing from the changes in com par a tive ad van tages world -

wide, some de te ri o ra tion is to be ex pected in the ca pac ity to meet the debt service of those

corporations more negatively affected by such processes.

3.2. Households

Data avail able in di cate that the house hold net lend ing de clined sig nif i cantly in 2006 (to 1.8 per cent of

GDP, i.e. 2.5 per cent of the sec tor’s dis pos able in come). This chiefly re flected a de cline in the house -

hold sav ings rate (to slightly over 8 per cent of dis pos able in come) and an amount of cap i tal trans fers

sig nif i cantly lower than in 2005. In vest ment in fixed cap i tal in this sec tor was slightly lower than in the

pre vi ous year. In 2005 house hold net lend ing (3.4 per cent of GDP, i.e. 4.7 per cent in terms of dis pos -

able in come) was strongly in flu enced by the sig nif i cant amount of cap i tal trans fers as so ci ated with the

ex traor di nary con tri bu tions made by fi nan cial in sti tu tions to the re spec tive pen sion funds as a re sult of

the im ple men ta tion of the In ter na tional Ac count ing Stan dards (IAS).1 Ex clud ing these trans fers,

house hold net lend ing would have reached around 2.0 per cent of GDP in 2005, de clin ing to 1.5 per

cent in 2006 (2.8 and 2.2 per cent in terms of dis pos able income respectively), thus following a

downward trend since 2003 (Chart 3.2.1).

This trend was re flected in a fur ther in crease in house hold in debt ed ness, which was equiv a lent to

nearly 90 per cent of GDP at the end of 2006 (124 per cent in terms of dis pos able in come), cor re -

spond ing to slightly over 70 per cent of the value of the more-liq uid as sets held by house holds2 (Chart

3.2.2).

In 2006, loans to house holds con tinued to grow sig nif i cantly (ap prox i mately 10 per cent, sim i larly to the 

pre vi ous year). How ever, loans for house pur chase de cel er ated grad u ally in the course of the year,

with the an nual rate of change de clin ing to ap prox i mately 10 per cent in De cem ber (1.3 per cent age

points be low the value ob served at the end of the pre vi ous year). The slow down in loans for house pur -

chase is slightly more ap par ent when the annualised quar terly rates based on sea son ally-ad justed fig -

ures are ex am ined (which de clined by ap prox i mately 1.5 per cent age points from the end of 2005 to

De cem ber 2006) (Chart 3.2.3). The de celer ation of loans for house pur chase has largely re flected the

rises in in ter est rates ob served since late 2005 (Chart 3.2.4). In ef fect, since Oc to ber 2005 (when it

reached its trough) up to the end of 2006, the av er age in ter est rate of out stand ing loans for house pur -

chase has risen by 1.15 per cent age points. This rise, com bined with the high level of house pur -

chase-re lated house hold debt, con trib uted with al most 60 per cent to the to tal in crease of

ap prox i mately 45 ba sis points in the av er age cost im plied in house hold debt in 2006.3 This raised the
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(1) For further information see the 2005 issue of the Financial Stability Report and Section 7.4 of the chapter on the Financial Situation in the 2005 Annual
Report of Banco de Portugal.

(2) The “more-liquid assets” concept includes deposits, debt securities, quoted shares  and mutual fund units excluding pension fund units. 

(3) Calculated as the ratio of interest payable by households in the year (estimate) to the annual average stock of the respective financial debt. 
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Chart 3.2.1
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Chart 3.2.2
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END-OF-YEAR POSITIONS

As a percentage of GDP

Financial assets

0

50

100

150

200

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

P
e

r
c
e

n
t

Financial liabilities

0

50

100

150

200

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

P
e

r
c
e

n
t

Sources: INE and Banco de Por tu gal.
Note: (a) In clud ing de pos its, debt se cu ri ties, quotes shares and mu tual fund units, ex clud ing pen sion fund units (PPR).

Other
Life insurance and pension fund technical reserves (incl. PPR)
Shares (excl. quoted shares) and other equity

Deposits and other more-liquid assets (a)

Other
Trade credits received
Loans



weight of the in ter est rate bur den in the dis pos able in come of this sector to nearly 6 per cent, to stand

close to the value observed in 2001 (Chart 3.2.5).

Ac cord ing to the re sults of the Bank Lend ing Sur vey, Por tu guese banks re ported that de mand for

loans for house pur chase has ac tu ally de clined con tin u ously dur ing the year, con sid er ing the still weak

con fi dence levels among con sum ers (al though some what re cov er ing in the sec ond half of the year)

(Chart 3.2.6). Also, ac cord ing to in for ma tion of the Di rec tor ate Gen eral of the Trea sury on new hous ing 

credit con tracts (the over all amount of which grew at a more mod er ate pace than to tal bank credit for
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Chart 3.2.3

LOANS TO HOUSEHOLDS
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Chart 3.2.4

INTEREST RATES ON LOANS TO HOUSEHOLDS

FOR HOUSE PURCHASE

0

1

2

3

4

5

6

7

8

1999 2000 2001 2002 2003 2004 2005 2006

P
e
r

c
e
n
t

Average interest rate 
of outstanding loans 

for house purchase

Interest rate on new 
housing loan 

operations

Source: Banco de Por tu gal.

Chart 3.2.5
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the same pur pose), the num ber of con tracts in 2006 was slightly smaller than in the pre vi ous year, but

the av er age value of loans agreed con tinued to in crease4 (Chart 3.2.7). Sim i larly to 2005, sup ply con -

di tions were es sen tial to main tain ing a high growth rate in loans for house pur chase. In deed, against

the back ground of strong com pe ti tion among bank ing in sti tu tions, this credit mar ket seg ment saw an

in crease in con trac tual mo dal i ties of fered over re cent years. These mo dal i ties have had the pur pose of 

con tain ing the fi nan cial bur den as so ci ated with the house hold debt ser vice, and were trans lated in lon -

ger ma tu ri ties, looser loan-to-value ra tios and nar rower in ter est rate spreads. Like wise, in 2006, con di -

tions of fered by bank in this type of credit re mained broadly un changed or were even slightly looser

(ex cept for risk ier loans), thus mit i gat ing the ef fect of the in ter est rate in crease on the house hold fi nan -

cial bur den as so ci ated with the debt ser vice and sus tain ing a sig nif i cant de mand for this type of loans

(see “Section 4.6 on Credit risk in Chapter 4 Banking System”).

Con trast ing with the slow down in loans for house pur chase, con sumer credit and other lend ing to in di -

vid u als ac cel er ated sharply in the course of 2006. At the end of the year, the an nual rate of change of

these loans stood also close to 10 per cent (2 per cent age points above the value re corded in De cem -

ber 2005). These de vel op ments oc curred in the con text of clear de celer ation in pri vate con sump tion

(ac tu ally con sump tion of du ra ble goods de clined, in real terms) (Chart 3.2.8) and were re flected in an

in crease in the ra tio be tween con sumer credit flows and the house hold ex pen di ture in du ra ble goods

to levels sim i lar to those ob served in the late 1990s (when consumption growth was stronger).

Ac cord ing to the Por tu guese banks that par tic i pated in the Bank Lend ing Sur vey, de mand for con -

sumer credit and other lend ing in creased slightly, mostly on ac count of con sumer ex pen di ture of du ra -

ble goods (Chart 3.2.9). In par tic u lar, fo cus is on the marked in crease of the lon ger-term seg ment in

to tal con sumer credit and other lend ing, which usu ally in cludes loans for car pur chase and other con -

sump tion ex pen di ture of higher amount. Also note that in ter est rates on this type of loans are lower in

this maturity segment (Chart 3.2.10).
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Chart 3.2.6

DEVELOPMENTS IN DEMAND FOR LOANS TO

HOUSEHOLDS FOR HOUSE PURCHASE AND KEY
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Notes: (a) Av er age re sponses of the five Por tu guese bank ing groups to the euro area
Bank Lend ing Sur vey. Fig ures be low 3 cor re spond to fac tors con trib ut ing to the de cline in
de mand for credit com pared to the pre vi ous quar ter, while fig ures above 3 ac count for
fac tors prompt ing an in crease in de mand for credit. (b) Right-hand scale.

Chart 3.2.7
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favourable conditions.



In spite of its sig nif i cant amount, the flow of loans to house holds in 2006, as a per cent age of GDP and

of the sec tor’s dis pos able in come, was close to that re corded in the pre vi ous year (ap prox i mately 8

and 11 per cent re spec tively). The de cline in the in di vid u als’ net lend ing in ag gre gate terms was re -

flected into lower ac cu mu la tion of fi nan cial as sets than in 2005 (Chart 3.2.11). Ex clud ing ex traor di nary
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Chart 3.2.8
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Chart 3.2.9
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Notes: (a) Av er age re sponses of the five Por tu guese bank ing groups to the euro area
Bank Lend ing Sur vey. Fig ures be low 3 cor re spond to fac tors con trib ut ing to the de cline in
de mand for credit com pared to the pre vi ous quar ter, while fig ures above 3 ac count for
fac tors prompt ing an in crease in de mand for credit. (b) Right-hand scale.

Chart 3.2.10a
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Chart 3.2.10b
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con tri bu tions to pen sion funds, the change in house hold fi nan cial as sets was lower by ap prox i mately

0.6 per cent age points of GDP (0.8 per cent age points of dis pos able in come) in 2006 than in the pre vi -

ous year. In di vid u als’ port fo lio shifted some what to wards an in crease in li quid ity, with as sets in the form 

of de pos its (in clud ing sav ings cer tif i cates) grow ing whereas house holds’ claims in eq uity cap i tal, ex -

clud ing quoted shares, de clined sig nif i cantly. Sim i larly to the pre vi ous year, in vest ments by house -

holds in life in sur ance sav ings prod ucts reached a sig nif i cant level (al beit lower than in 2005), stand ing

above 3 per cent of GDP).5

Not with stand ing the de cline in fi nan cial sav ings, the house hold fi nan cial po si tion (i.e. the dif fer ence

be tween stocks of fi nan cial as sets and li a bil i ties) main tained a slightly up ward trend, re flect ing the val -

u a tion of eq uity se cu ri ties in the sec tor’s port fo lio. How ever, when only more liq uid as sets (i.e. de pos -

its, debt se cu ri ties, quotes and shares and mu tual fund units, ex clud ing pen sion fund units) net of

loans are con sid ered, the po si tion re veals a con tinued down ward trend since 1995, albeit remaining

positive (Chart 3.2.12).

The pace of growth of house hold in debt ed ness was par tic u larly high dur ing the sec ond half of the

1990s, in a mac ro eco nomic frame work char ac ter ised by the con tinued in crease in dis pos able in come

(per ceived as per ma nent) and by a sus tained de cline in bor row ing cost and re spec tive vol a til ity. This

con text fa voured the growth of ex pen di ture in the sec tor, both con sump tion and in vest ment, lead ing to

a de cline in the sav ings rate and in net lend ing in ag gre gate terms (Chart 3.2.1). Over all, this path did

not dif fer from that ob served in other Eu ro pean Un ion coun tries, al though credit granted to this sec tor
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Chart 3.2.11

CHANGE IN FINANCIAL ASSETS AND LIABILITIES OF HOUSEHOLDS

As a percentage of GDP
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Note: (a) In clud ing de pos its, debt se cu ri ties, quoted shares and mu tual fund units, ex clud ing pen sion fund units (PPR).

Other
Life insurance and pension fund technical reserves (incl. PPR)
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(5) In 2005, these investments reached approximately 4 per cent of GDP, which was considerably higher than in previous years. This increase reflected
portfolio shifts that were, to a large extent, associated with the implementation of the Community Directive on taxation of savings (Council Directive
2003/48/EC of 3 June 2003, transposed into national legislation by Decree-Law No 62/2005 of 11 de March, which entered into force on 1 July 2005). This
Directive aims at the creation of mechanisms for the automatic exchange of information between Member States in order to enable the effective taxation of
interest payable to individuals in accordance with the national laws of the Member State of their residence. This Directive covers only taxation of saving
income in the form of interest, such as interest payments on deposits, debt claims and debt securities, excluding pension and insurance benefits. In
Portugal, the effects of this Directive were especially important in the case of emigrants’ remittances, which no longer benefit from the 11.5 per cent reduced
rate of the personal income tax applicable to the interest of deposits located in Portugal. 



in Por tu gal, as a per cent age of dis pos able in come, has reached higher levels, in gen eral. As a re sult,

the house hold in debt ed ness ra tio (which in the early 1990s was ap prox i mately 20 per cent of dis pos -

able in come) in creased grad u ally, to stand among the highest levels in the European Union (Chart

3.2.13).

The sus tained growth of the house hold in debt ed ness ra tio and, chiefly, the marked in crease in the ag -

gre gate debt ser vice bur den in the sec ond half of the 1990s did not re flect par tic u larly crit i cal sit u a tions

in terms of fi nan cial stress by in di vid ual house holds. In ag gre gate terms, these in di ca tors re flect not

only the value of the in debt ed ness ra tios of house holds with debt, but also the num ber of in debted

house holds. Their in crease re flected mainly a strong rise in the num ber of in debted house holds. This

con clu sion is based on the re sults of the Sur veys on House hold Wealth and In debt ed ness con ducted

in 1994 and in 2000. Such re sults made it pos si ble to as sert that, in the pe riod be tween these two

years, both the in debt ed ness ra tio and the debt ser vice bur den did not in crease sig nif i cantly for in di vid -

ual house holds6.

The gen eral in crease in bank in ter est rates in 2000 led to a sig nif i cant de cline in the growth pace of

credit. Then, it started an ad just ment pro cess of the house holds’ bal ance sheet to the in debt ed ness

level reached at that time. There fore the house holds’ sav ings rate in creased, partly boosted by the

need to re pay loans bor rowed in pre vi ous years. In spite of the sig nif i cant in vest ment in fixed cap i tal of

this sec tor, its net lend ing ca pac ity has re cov ered. This trend con tinued in 2002 and 2003, with the

house holds sav ings rate fluc tu at ing some what and net lend ing in creas ing slightly in those two years,

chiefly re flect ing a cut in investment as a percentage of GDP.

In 2004 and 2005, con sump tion grew at a higher pace than dis pos able in come (in con trast to the euro

area av er age, which sta bi lised) lead ing to a con tinued fall in the house holds sav ings rate and fi nanc ing 

ca pac ity. In this pe riod, the de cline in fi nan cial sav ings re flected mainly the fall in net flows of fi nan cial

as sets (ex clud ing ex traor di nary con tri bu tions to pen sion funds), since the flow of fi nan cial li a bil i ties re -

mained rel a tively sta ble. In turn, the growth rates of house hold debt were high in that pe riod (around 10 
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Chart 3.2.12

FINANCIAL POSITION OF HOUSEHOLDS

As a percentage of GDP
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Note: (a) In clud ing de pos its, debt se cu ri ties, quoted shares and units of in vest ment
funds, ex clud ing pen sion fund units. For 1995 and 1996, the amounts of quoted shares
were es ti mated based on the struc ture in 1997.

Chart 3.2.13

HOUSEHOLD FINANCIAL DEBT

As a percentage of GDP
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(6) For further details see Farinha and Noorali, “Indebtedness and wealth of Portuguese households”, Banco de Portugal, Financial Stability Report, 2004.



per cent), ben e fit ing from the down ward trend of the in ter est rates and from their main te nance at low

levels for a con sid er ably long pe riod. In par tic u lar, loan de mand for house pur chase con tinued to be

sig nif i cant, in spite of weak eco nomic growth, ris ing un em ploy ment and con sumer con fi dence at low

levels. In ef fect, against the back ground of strong com pe ti tion in the bank ing sec tor and no sig nif i cant

spec u la tive pres sures in the hous ing mar ket, credit sup ply has been ad just ing to the cur rent ca pac ity

of house holds to en sure the debt ser vice. Through the avail abil ity of credit prod ucts in tended to con -

tain the fi nan cial bur den re lated to debt ser vice, credit sup ply has sup ported con tinued ac cess by Por -

tu guese house holds to the credit mar ket, with out evinc ing crit i cal sit u a tions con cern ing the fi nan cial

sol vency of the sec tor. Not with stand ing the rise in ECB in ter est rates, the conditions applied by most

banks to credit granting seem to have mitigated the occurrence of defaults until the end of 2006.

How ever, a cor rect as sess ment of the im pact of the fi nan cial sit u a tion of house holds on the fi nan cial

sys tem sta bil ity re quires an anal y sis not only of the sec tor in ag gre gate terms, but mainly of the dis tri -

bu tion of the main risk in di ca tors. Data cur rently avail able sug gest that up to 2000, no se ri ous sit u a -

tions had oc curred in terms of the in debt ed ness ra tio, debt ser vice bur den and debt to as sets ra tio, at

the level of in di vid ual house holds. Some seg ments, how ever, (mainly those of youn ger house holds,

with lower in come and a higher prob a bil ity of mov ing into un em ploy ment) were par tic u larly sen si tive to

sig nif i cant in ter est rate rises.7 The re sults of the Sur vey on House hold Wealth and In debt ed ness, con -

ducted in late 2006 and early 2007 to a sam ple of house hold ag gre gates, which will be avail able in the

sec ond half of 2007, will per mit to draw more ac cu rate con clu sions as to het er o ge ne ity of the house -

hold fi nan cial po si tion, with special focus on fringe population that may have taken on higher risks in

recent years.

In ef fect, the pres ent mac ro eco nomic frame work poses some risks as re gards de vel op ments in the

house hold fi nan cial sit u a tion. In a con text of grad ual re cov ery of eco nomic ac tiv ity, the un em ploy ment

rate in Por tu gal is still high , with long-term un em ploy ment ac count ing for more than half of to tal un em -

ploy ment. In ad di tion, the pro cess of con sol i da tion of pub lic ac counts will con tinue to be re flected in the 

path of do mes tic de mand. In ter est rate rises may have been trans lated into a sig nif i cant in crease in the 

debt ser vice bur den, con sid er ing the high levels of house holds’ bor row ing in re cent years. In ag gre -

gate terms, the need to ad dress pos si ble ad di tional in creases in debt ser vice will tend to have a

non-neg li gi ble ef fect on de vel op ments in house hold con sump tion and in vest ment. Also, the pos si bil ity

of an in crease in the credit de lin quency ra tio of this sec tor should not be ex cluded, albeit of a limited

size in terms of the expected value of losses for the banking system.

It is also im por tant to stress that an eval u a tion of the house holds fi nan cial sit u a tion will not only ad -

dress its debt, but also its to tal wealth. In this view, as sets held by house holds should be con sid ered,

ei ther real-es tate or fi nan cial as sets. Data avail able on house hold fi nan cial and non-fi nan cial wealth in -

di cate that it grew con sid er ably over the last ten years, thus con trib ut ing to mod er ate the risks to fi nan -

cial sta bil ity as so ci ated with house hold in debt ed ness.8 As pre vi ously men tioned, ag gre gate in di ca tors

are, per se, in suf fi cient to cor rectly eval u ate the actual risks to the fi nan cial sys tem sta bil ity. The dis tri -

bu tion of in di ca tors on to tal house hold wealth is there fore a valu able tool to gauge the ca pac ity of the

sec tor to meet its fi nan cial li a bil i ties. Data avail able sug gest that, up to 2004, the wealth sit u a tion of in -

debted house holds was in gen eral sound, al though some seg ments (in par tic u lar youn ger house holds

with lower in come) were more vul ner a ble, given the lower hold ings of as sets. Also, these seg ments re -

vealed greater sen si tiv ity to sud den changes ei ther in real-es tate prices or in in ter est rates.9
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(7) See Farinha and Noorali, “Indebtedness and wealth of Portuguese households”, Banco de Portugal, Financial Stability Report de 2004.

(8) For further information, see Cardoso e Cunha (2005), “Household wealth in Portugal: 1980-2004”, Banco de Portugal, Working Paper No 4.

(9) See also Farinha and Noorali, “Indebtedness and wealth of Portuguese households”, Banco de Portugal, Financial Stability Report 2004.



More over, since a sig nif i cant share of house hold debt is re lated to house pur chase, the ex ten sion of

risks to fi nan cial sta bil ity in her ent in the house hold fi nan cial sit u a tion is some what mit i gated. In ef fect,

real es tate is gen er ally used as col lat eral in loans, thus con trib ut ing to mini mise the value of the cred i -

tor’s loss in case of debtor fail ure. This is the typ i cal case of loans for house pur chase. The trend of

prices in the real-es tate mar ket is, there fore, an es sen tial as pect to gauge the in flu ence of the house -

hold fi nan cial po si tion on fi nan cial sta bil ity. Con trary to de vel op ments in other EU coun tries, ev i dence

points to no ex ces sive val u a tion of real-es tate prices in Por tu gal (Chart 3.2.14). There fore, sig nif i cant

ad just ments in these prices are not ex pected, which is a pos i tive fea ture from the point of view of fi nan -

cial sta bil ity.10

3.3. Non-financial corporations

Non-fi nan cial cor po ra tions net bor row ing con tinued to in crease in 2006, reach ing 6.4 per cent of GDP.

This path re flected the de cline in the sec tor’s sav ings, against a back ground in which in vest ment as a

per cent age GDP was slightly be low the level ob served in the pre vi ous year. As a re sult, non-fi nan cial

cor po ra tions re sorted again sig nif i cantly to debt, al though net flows were lower than in 2005. In 2006,

the rate of change of gross debt in this sec tor stood slightly above 5 per cent, com pared with ap prox i -

mately 7.5 per cent in the pre vi ous year (Chart 3.3.1). This in crease, al beit lower on av er age than in

the euro area coun tries, raised the gross debt ra tio of non-fi nan cial cor po ra tions to 105 per cent of

GDP at the end of the year,11 among the highest in the European Union (Chart 3.3.2).

In 2006, re course to loans granted by res i dent credit in sti tu tions went up (the an nual rate of change

stood close to 6 per cent, ap prox i mately 1.5 per cent age points higher than in 2005). The ac cel er a tion

of these loans re flected, to a large ex tent, the sub sti tu tion of other fi nanc ing sources, such as net is su -
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Chart 3.2.14

HOUSE PRICE DEVELOPMENTS IN PORTUGAL

Year-on-year rate of change
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(10) See “Box 6.1. Hous ing Prices in Por tu gal and Mac ro eco nomic Fun da men tals: Ev i dence of Quantile Re gres sion”, Banco de Por tu gal, Financial Stability
Report 2005. 101010101010101010101010101010101010

(11) The debt concept considered here includes loans granted by resident and non-resident credit institutions; loans/additional capital by non-resident
corporations of the same economic group (excluding those granted to non-financial corporations having their head-office in Madeira off-shore); commercial
paper and bonds issued by non-financial corporations held by other sectors and trade credits received from other sectors. 



ance of debt se cu ri ties which mark edly de clined due to lower net is su ance of com mer cial pa per (Chart

3.3.3). In 2005, com mer cial pa per is sues had reached sig nif i cant amounts (ap prox i mately 2.5 per cent 

of GDP) while in 2006, it was around 0.8 per cent of GDP. In turn, net is su ance of bonds by non-fi nan -

cial cor po ra tions amounted, as a per cent age of GDP, the same as re corded in 2005, ap prox i mately 1.4 

per cent. In a con text of ex pec ta tions of fur ther in ter est rate in crease, most gross is su ance in 2006 was 

at fixed rate, con trary to the pre vi ous year (Chart 3.3.4). Net eq uity is su ance by non-fi nan cial cor po ra -

Financial Stability Report 2006 | Ban co de Por tu gal

Financial Situation of the Non-Financial Private Sector | Chapter 3

49

Chart 3.3.1

TOTAL DEBT OF NON-FINANCIAL CORPORATIONS

Annual rate of change and end-of-period positions (rhs)
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Chart 3.3.2

RATIO OF TOTAL DEBT IN GDP (a)
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Chart 3.3.3

MAIN FINANCING FLOWS OF NON-FINANCIAL
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tions was ap prox i mately 2 per cent of GDP (af ter the low level ob served in 2005, reflecting the winding

up of a large corporation early in the year).

In the course of the sec ond half of the 1990’s, net bor row ing re quire ments of non-fi nan cial cor po ra -

tions in creased grad u ally and con sid er ably, as a re sult of the sig nif i cant level of in vest ment in fixed

cap i tal and the grad ual de cline in sav ings (Chart 3.3.5a). There fore, net bor row ing of this sec tor were

vir tu ally nil in 1996, wid en ing sub se quently in a con text of marked ac cel er a tion of eco nomic ac tiv ity.

This de vel op ment re flected strong fixed cap i tal in vest ment growth and, par tic u larly at the end of that

de cade, the inter na tion ali sa tion pro cess of some cor po ra tions. As a re sult, net bor row ing re quire -

ments of non-fi nan cial cor po ra tions reached a peak in 2000, and the in debt ed ness ratio attained one

of the highest values in the European Union.  

In the first years of the cur rent de cade, net bor row ing re quire ments were still high, as so ci ated in par tic -

u lar with in tense merge and ac qui si tion ac tiv ity re lated with the re struc tur ing pro cess of eco nomic

groups. None the less, up to 2003,12 in line with the busi ness cy cle, the ad just ment path shown by

non-fi nan cial cor po ra tions (Chart 3.3.5b) was the re sult, on the one hand, of cur rent sav ings re cov ery

and, on the other hand, of the grad ual de celer ation in cor po rate in vest ment. This ad just ment trend,

how ever, was in ter rupted in 2004 and since then net bor row ing re quire ments of non-fi nan cial cor po ra -

tions have shown an up ward trend, in spite of the slight de cline in fixed cap i tal in vest ment, as a per -

cent age of GDP. Ac cord ing to avail able data, this de vel op ment re flects a grad ual de cline in sav ings, in

con trast to de vel op ments in the euro area as a whole (Chart 3.3.6).13

The de cline in non-fi nan cial cor po ra tions sav ings in 2004 and 2005 was prob a bly as so ci ated with the

low growth in eco nomic ac tiv ity and the less fa vour able trend of prof it abil ity, chiefly in sec tors most ex -

posed to ex ter nal com pe ti tion. Ac cord ing to data avail able, sav ings in the non-fi nan cial sec tor as a

whole de clined fur ther in 2006, as a per cent age of GDP. How ever, ag gre gate sav ings in this sec tor re -

flects rather mixed per for mances of non-fi nan cial cor po ra tions. Ex port re cov ery in 2006 en abled prof it -
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Chart 3.3.4

GROSS ISSUANCE OF BONDS BY NON-FINANCIAL CORPORATIONS
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Source: Banco de Por tu gal.

(12) Considering net lending of non-financial corporations adjusted for temporary fiscal measures. 

(13) It should be noted, however, that although the current saving levels of Portuguese non-financial corporations, as a percentage of GDP, are below the euro
area average, their savings rate (measured in terms of the sector operating surplus) does not differ significantly from the area’s average value (reflecting a
lower contribution of this sector gross value added to GDP in Portugal than in the area, on average). This comparison is made for 2003 which is the most
recent year with the complete set of National Accounts by institutional sector available. 



abil ity to im prove in some sub-sec tors of the trad able sec tor, thus re vers ing the down ward trend

ob served in pre vi ous years. Also, mixed per for mances have been re vealed ac cord ing to the size of

cor po ra tions, with large cor po ra tions pre sent ing more pos i tive re sults than the sec tor in ag gre gate

terms. Ac cord ing to avail able in for ma tion for the sam ple of non-fi nan cial cor po ra tions of the Cen tral
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Chart 3.3.5a

NET BORROWING, SAVINGS AND INVESTMENT

OF NON-FINANCIAL CORPORATIONS

As a percentage of GDP
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Chart 3.3.5b

FINANCIAL OPERATIONS OF NON-FINANCIAL

CORPORATIONS
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Chart 3.3.6

SAVINGS AND NET BORROWING/LENDING OF NON-FINANCIAL CORPORATIONS IN THE EUROPEAN UNION

As a percentage of GDP
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Bal ance Sheet Data Of fice of Banco de Por tu gal,14 prof it abil ity, which had de clined slightly in 2005, im -

proved in the course of 2006. Ac cord ing to the quar terly sur vey sam ple, prof it abil ity im prove ments

were ob served in most cor po ra tions (typ i cally large cor po ra tions) (Chart 3.3.7), with par tic u lar fo cus on 

the case of man u fac tur ing cor po ra tions, most of them with sales to ex ter nal mar kets. Nev er the less, in

a con text of de celer ation in pri vate con sump tion, prof it abil ity and turn over in the ser vices sec tor (in -

com pletely cov ered by the in for ma tion of the Cen tral Bal ance Sheet Data Of fice) were prob a bly lower

than in the cor po rate sec tor as a whole. It is worth not ing, though, that the above-men tioned data does

not make it possible to clearly gauge the factors underlying the decline in non-financial corporations’

savings as a percentage of GDP as a whole in 2006.

As pre vi ously men tioned, bor row ing re quire ments of non-fi nan cial cor po ra tions were chiefly met in

2006 by fi nan cial debt (whose net flows ac counted for 5.3 per cent of GDP) and eq uity is su ance (to tal -

ling, in net terms, 3.3 per cent of GDP) (Chart 3.3.8). The fi nanc ing struc ture of Por tu guese non-fi nan -

cial cor po ra tions does not dif fer sig nif i cantly from the av er age in the euro area (Chart 3.3.9), and is

char ac ter ised by ap prox i mately sim i lar weights of fi nan cial debt (chiefly as bank loans) and eq uity.15

Ac cord ing to data avail able, the debt-to-eq uity ra tio de clined in 2006, keep ing the downward trend

observed after 2001 (Chart 3.3.10a).

In spite of the ac cel er a tion ob served in loans granted by res i dent fi nan cial in sti tu tions to non-fi nan cial

cor po ra tions, ac cord ing to the re plies of the five bank ing groups that par tic i pated in the Bank Lend ing
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Chart 3.3.7

RETURN ON EQUITY OF NON-FINANCIAL

CORPORATIONS
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Sources: INE (Na tional Ac counts and In te grated Sys tem of Cor po ra tion Sta tis tics) and
Banco de Por tu gal (Fi nan cial Ac counts and Cen tral Bal ance Sheet).
Notes: (a) Ra tio of net sav ings in the sec tor, plus dis trib uted in come of cor po ra tions and
re in vested prof its of for eign di rect in vest ment (em ploy ment in the sec tor), to the an nual
av er age stock of shares and other non-con sol i dated eq uity (li a bil i ties) in the non-fi nan cial
cor po ra tions sec tor, based on the stock at mar ket prices in t-1 and t, where the stock in t is 
ad justed for an nual cap i tal gains and losses. (b) Ra tio of net profit/loss for the year to the
an nual av er age value of the eq uity of non-fi nan cial cor po ra tions with more than 20 work -
ers. (c) Cor re spond ing to the ra tio of cur rent profit and loss (op er a tional profit and loss
plus fi nan cial profit and loss) to the value of shares and other eq uity (eq uity plus pro vi -
sions and ad just ments). Rates of change in re turn on eq uity based on joint un der tak ings
for two consecutive years are applied to the last available value obtained.

(14) For a more detailed characterisation of the sample of corporations participating in the Central Balance Sheet Data Office of Banco de Portugal (in annual
and quarterly surveys), and of the basic results used in this chapter, see Banco de Portugal, Supplement No 5/2005 to the Statistical Bulletin, December
2005. However, the mentioned samples have a significant bias for large corporations. This applies in both cases but more particularly in the Quarterly
Survey.

(15) Financial debt comprises loans, including those granted intra-group to foreign direct investment corporations, and securities other than shares (commercial
paper, bonds and other debt securities).



Sur vey, de mand for credit by non-fi nan cial cor po ra tions has not changed sig nif i cantly since mid-2005

(Chart 3.3.11). This stands in clear con trast to de vel op ments in the euro area, where de mand for bank

credit by non-fi nan cial cor po ra tions have shown a sus tained in crease since the third quar ter of 2005.

The slower re cov ery of eco nomic ac tiv ity in Por tu gal than in most Eu ro pean econ o mies is the major

factor behind this difference in behaviour. 

This stands out when ex am in ing the fac tors with an im pact on de mand for loans by non-fi nan cial cor -

po ra tions (Chart 3.3.12). Debt re struc tur ing – chiefly re flected in the con sol i da tion of cred its and re -

place ment of tra di tional credit prod ucts by new stand ard ised prod ucts – and, to a lesser ex tent, the
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Chart 3.3.8

CHANGE IN FINANCIAL ASSETS AND LIABILITIES OF NON-FINANCIAL CORPORATIONS

As a percentage of GDP
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Notes: (a) In clud ing de pos its, se cu ri ties other than mu tual fund shares/units. (b) In clud ing loans and se cu ri ties other than shares.

Chart 3.3.9

COMPOSITION OF FINANCING OF NON-FINANCIAL 

CORPORATIONS IN THE EUROPEAN UNION
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fi nanc ing of cur rent busi ness ac tiv ity con tinued to be the ma jor fac tors in di cated by sur veyed Por tu -

guese banks as hav ing con trib uted to the in crease in de mand for credit by cor po ra tions, in 2006. As re -

gards debt re struc tur ing, sur veyed banks point to two dif fer ent causes. On the one hand, changes in

con trac tual con di tions at the ini tia tive of cor po ra tions them selves, such as ma tu ri ties or col lat eral re -

quired, as well as the con sol i da tion of li a bil i ties with a view to re duc ing the over all costs of fi nanc ing;

this sit u a tion as sumes some rel e vance in the case of large cor po ra tions with im por tant bar gain ing

power, which thus ob tain more fa vour able con di tions in their op er a tions with banks. On the other hand, 
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Chart 3.3.10a

DEBT-TO-EQUITY RATIO OF PORTUGUESE

NON-FINANCIAL CORPORATIONS
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Chart 3.3.10b

FINANCIAL STRUCTURE OF NON-FINANCIAL

CORPORATIONS IN THE EUROPEAN UNION
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Chart 3.3.11

TRENDS IN DEMAND FOR LOANS
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Notes: (a) Av er age re sponses of the five Por tu guese bank ing groups to the euro area
bank lend ing sur vey. Fig ures be low 3 cor re spond to fac tors con trib ut ing to the de cline in
de mand for credit com pared to the pre vi ous quar ter, while fig ures above 3 ac count for
fac tors prompt ing an in crease in de mand for credit. (b) Right-hand scale.

Notes: (a) Av er age re sponses of the 85 na tional banks to the euro area bank lend ing sur -
vey. Fig ures be low 3 cor re spond to fac tors con trib ut ing to the de cline in de mand for credit
com pared to the pre vi ous quar ter, while fig ures above 3 ac count for fac tors prompt ing an
in crease in de mand for credit. (b) Right-hand scale.



an other cause con sists in the re ne go ti a tion of con di tions at the ini tia tive of banks, which oc curs in case 

cor po ra tions face dif fi cul ties in en sur ing the debt ser vice, i.e. cor po ra tions in de fault or which are risk -

ing im mi nent de fault; the latter situation seems to be the most frequent occurrence and is mainly

related to loans granted to small and medium corporations.

In Por tu gal as well as in the euro area as a whole, fi nanc ing of merg ers and ac qui si tions and busi ness

re struc tur ing were also re ported as fac tors con trib ut ing to the in crease in de mand for loans by non-fi -

nan cial cor po ra tions. Ac tu ally, 2006 saw a marked in crease in the num ber and amounts of merg ers

and ac qui si tions an nounced by Portuguese corporations.

In 2006, in vest ment fi nanc ing was again the main fac tor re ported by Por tu guese banks as con trib ut ing

to a de crease in de mand for credit by non-fi nan cial cor po ra tions. In turn, in the euro area as a whole,

in vest ment fi nanc ing gained rel e vance dur ing 2006 (chiefly to the det ri ment of debt re struc tur ing) as

in duc ing higher de mand for credit by non-fi nan cial cor po ra tions. In ef fect, the in crease in in debt ed ness 

of Por tu guese non-fi nan cial cor po ra tions in re cent years has not been as so ci ated with sig nif i cant

growth in in vest ment by the sec tor. In turn, fi nanc ing con di tions of cor po ra tions, both in terms of credit

cost and quan tity, have not been re ported by cor po ra tions par tic i pat ing in the In vest ment Sur vey con -

ducted by the Na tional Sta tis ti cal In sti tute as sig nif i cantly re strain ing in vest ment.16 Ac cord ing to the re -

sults of this Sur vey, the per cent age of cor po ra tions re port ing dif fi cul ties in ob tain ing credit as a fac tor

lim it ing in vest ment con tinued to be rel a tively low in 2006 (Chart 3.3.13). In turn, the num ber of cor po ra -

tions re port ing the in ter est rate level as a fac tor lim it ing in vest ment in creased only slightly in 2006. In

the course of the year, the in ter est rate on out stand ing bank loans to non-fi nan cial cor po ra tions in -

creased mark edly, to tal ling 100 ba sis points, in spite of the bank mar gins con tinued to nar row over the

year (Chart 3.3.14). Re flect ing this in crease, in ter est payable by non-financial corporations rose by

approximately 0.5 percentage points of GDP, to around 4 per cent of GDP in 2006 (Chart 3.3.15).
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Chart 3.3.12

FACTORS INFLUENCING DEMAND FOR LOANS BY NON-FINANCIAL CORPORATIONS

Portugal
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Note: (a) Av er age re sponses of the five Por tu guese bank ing groups to the euro area
Bank Lend ing Sur vey. Fig ures be low 3 (neu tral value) cor re spond to fac tors con trib ut ing
to the de cline in de mand for credit com pared to the pre vi ous quar ter, while fig ures above
3 ac count for fac tors prompt ing an in crease in demand for credit.

Note: (a) Av er age re sponses of the 85 na tional banks to the euro area Bank Lend ing Sur -
vey. Fig ures be low 3 (neu tral value) cor re spond to fac tors con trib ut ing to the de cline in
de mand for credit com pared to the pre vi ous quar ter, while fig ures above 3 ac count for
fac tors prompt ing an in crease in demand for credit.

(16) The Investment Survey is sent to a sample of corporations with more than 4 employees, with a yearly turnover equal to or above €125,000, covering most
sectors in manufacturing and services. Corporations in the economic branches comprised with more than 199 employees are exhaustively surveyed (INE,
October 2006). 



Also ac cord ing to the In vest ment Sur vey, slightly more than one fourth of the in vest ment in 2006 was fi -

nanced by bank credit, where fore most in vest ment was fi nanced through own funds. More over, small

and me dium-sized cor po ra tions have re ported the larg est share of bank credit in the to tal fi nanc ing of

in vest ment pro jects (Chart 3.3.16).

In a con text in which fi nan cial le ver age is, in gen eral, higher than in pre vi ous busi ness cy cles, in ter est

rate rises may have a sig nif i cant im pact on fi nan cial costs of in debted cor po ra tions. Ev i dence avail able 
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Chart 3.3.13

MAIN FACTORS LIMITING INVESTMENT BY

NON-FINANCIAL CORPORATIONS (a)
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Source: INE, In vest ment Sur vey.
Notes: (a) Per cent age of cor po ra tions in di cat ing each of the fac tors lim it ing in vest ment,
from among the whole of cor po ra tions in di cat ing re stric tions on in vest ment. (b) Intentions.

Chart 3.3.14

MONEY MARKET INTEREST RATES, INTEREST

RATES ON BANK LOANS TO NON-FINANCIAL

CORPORATIONS AND RESPECTIVE SPREADS 
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Chart 3.3.15

INTEREST PAYABLE BY NON-FINANCIAL

CORPORATIONS

As a percentage of GDP
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in di cates that the group of cor po ra tions in a more frag ile sit u a tion, de fined in terms of the ca pac ity to

cover in ter est charges by op er a tional in come, will prob a bly be the first to ex pe ri ence the most sig nif i -

cant spillovers af fect ing their ca pac ity to ex pand ac tiv ity and the non-com pli ance levels (see “Box 3.1

Stilised facts on the financial situation of Portuguese non-financial corporations”). In ef fect, lat est data

of the In vest ment Sur vey sug gest that the pres ent in debt ed ness levels are not con strain ing the uti li sa -

tion of fu ture in vest ment op por tu ni ties and are not a sig nif i cant lim i ta tion to the econ omy up turn. How -

ever, in the pres ent frame work of ad just ment of the Por tu guese econ omy mac ro eco nomic im bal ances

as well as of sec tor re struc tur ing re lated to the world wide pro cess of changes in com par a tive ad van -

tages, some de te ri o ra tion is to be ex pected in the ca pac ity of some firms to meet the debt service,

particularly those more negatively affected in their operational profitability by such processes.
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Box 3.1. Stylised facts on the financial situation of Portuguese non-financial corporations

In Por tu gal, non-fi nan cial cor po ra tions in debt ed ness in creased very sig nif i cantly in the sec ond half of the 1990s,

chiefly re flect ing the con ver gence pro cess of nom i nal (and real) in ter est rates in the run-up to the euro (Chart 1).

The new eco nomic sys tem, char ac ter ised by struc tur ally lower in ter est rates levels and vol a til ity, sus tains a higher

in debt ed ness level than in the past, which can be il lus trated by the fact that the weight of in ter est pay ments as a

per cent age of GDP stands at rel a tively low levels (Chart 2). In that context, indebtedness increased very swiftly.

Mon i tor ing the fi nan cial sit u a tion of the cor po rate sec tor is rel e vant for the conjunctural anal y sis, since the emer -

gence of fi nan cial fra gil i ties in this sec tor may con strain cor po rate ex pen di ture de ci sions, such as in vest ment, and,

in ex treme cases, may re sult in de fault sit u a tions of the re spec tive re spon si bil i ties. These ef fects may be re flected

in ag gre gate eco nomic ac tiv ity, ei ther through li quid ity con straints which are li a ble to hin der in vest ment pro jects, or 

through in di rect im pacts that may be in duced by broadly based default in the regular operation of the financial

system.

The ca pac ity of a cor po ra tion to carry on its ac tiv ity with out fi nan cial con straints may be mea sured by the rel a tive

weight of in ter est pay ments on to tal gross op er at ing re sults, i.e. the fi nan cial bur den on the cor po ra tion. This in di -

ca tor makes it pos si ble to eval u ate the ca pac ity of a cor po ra tion to meet its in ter est li a bil i ties by re sort ing to re -

sources gen er ated in the per for mance of its main ac tiv ity. Si mul ta neously, this in di ca tor syn the sises some items

that char ac ter ise the fi nan cial sit u a tion of the cor po ra tion, namely the fi nanc ing costs, the fi nan cial le ver age level,

and (gross) op er at ing prof it abil ity, whereas the in ter est payment indicator may be broken down into these three

variables (equation 1).

IP

GOR

IP

FD

FD

NA

NA

GOR
= ´ ´ (1)

IP – In ter est Pay able FD – Fi nan cial Debt 1

GOR – Gross Op er at ing Re sults 2 NA – Net As sets

The anal y sis of the in di ca tor in ag gre gate terms makes it pos si ble to char ac ter ise the fi nan cial pres sure of the cor -

po rate sec tor as a whole. How ever, given that cor po ra tions can be rather het er o ge neous, cen tral mea sures may

be in suf fi cient, per se, to eval u ate po ten tial risks for the econ omy. An nual data of the Cen tral Bal ance Sheet Da ta -

base of Banco Por tu gal pro vide eco nomic and fi nan cial in for ma tion on an ac count ing ba sis at the mi cro level and,

as a re sult, make it pos si ble to ex am ine the be hav iour of cor po ra tions in a more frag ile fi nan cial po si tion.3 

Chart 3 shows the dis tri bu tion of the in ter est pay ment in di ca tor for the 1991-2005 pe riod.4, 5 Over all, the weigh of in -

ter est pay ments in cor po ra tions’ to tal (gross) op er at ing re sults de clined grad u ally dur ing the 1990’s, to re main rel a -

tively sta ble in the fol low ing pe riod. The de cline of the in di ca tor in the 1990’s was par tic u larly ap par ent in cor po ra -

tions with heavier fi nan cial bur den, rep re sented by the high est dis tri bu tion per cen tiles. Also, these cor po ra tions

should have been more sen si tive to in ter est-rate move ments in the most re cent pe riod. Re flect ing its pro-cy cle

com po nent, the per cent age of cor po ra tions pre sent ing neg a tive gross operating results attained maximum levels

at 1993 and 2003 (Chart 4).
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(1) Financial debt is defined as the sum of bank loans, demand deposits (credit balance) and loans through bonds and equity. 

(2) Gross operating results correspond to the sum of operating results, depreciations and provisions.

(3) Annual data in the Central Balance Sheet Database is obtained from an annual survey conducted by Banco de Portugal to a relevant group of Portuguese non-financial
corporations. The sample presents a higher coverage of larger corporations and, as regards small and medium-sized corporations, it shows some bias for corporations with better
financial performance. In 2000, in sectoral terms, changes were introduced in the criteria for collecting data from the Central Balance Sheet Database, with a view to covering all
sectors of economic activity, except financial activities, general government, activities of household with domestic workers and household production activities for their own use and
international organisations and other domestic institutions. The activity sectors “manufacturing”, “electricity, gas and water” and “transports and communications” are those with the
better coverage. In line with the above-mentioned base characteristics, the considerations regarding this set of corporations shall not be linearly extrapolated for the corporate sector 
of the economy as a whole. Detailed information on the Central Balance Sheet Database is available in Booklet No 7 of Banco de Portugal.

(4) With a view to breaking down the developments of the interest payment indicator into the above-mentioned components of equation (1), which will be presented later in this box,
observations reporting nil interest payable and financial debt were eliminated from the sample. 

(5) As a result of the above-mentioned changes in the criteria for collecting data from the Central Balance Sheet Database, there is a break in the series from 1999 to 2000 in indicators
analysed. 



Charts 5, 6 and 7 show the be hav iour of the three com po nents con trib ut ing to de vel op ments in the in ter est pay -

ment in di ca tor, as pre sented in equa tion 1, for three groups of cor po ra tions de fined in line with the re spec tive in di -

ca tor. There fore, each Chart pres ents the me dian value of the vari able un der anal y sis for cor po ra tions in the first

decile, in the cen tral decile (within the 45 and 55 per cen tiles) and in the last decile of dis tri bu tion of the fi nan cial bur -

den in di ca tor. This type of cross-link ing be tween the dis tri bu tion val ues of the ra tio as so ci ated with in ter est pay -
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Chart 1
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Chart 2
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Chart 3
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Chart 4
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ments and the levels of the vari ables that con trib ute to its de vel op ment makes it pos si ble to ob tain a first anal y sis of 

the most critical factors in the identification of corporate fragilities.

Cor po ra tions with heavier fi nan cial bur den pre sented a cost of fi nanc ing close to that ob served for cor po ra tions

with me dian fi nan cial bur den. Dur ing the 1990s, this cost was con sid er ably higher than in cor po ra tions with lower

fi nan cial bur den, but it moved sig nif i cantly closer in re cent years. These de vel op ments stress that cor po ra tions

with heavier fi nan cial bur den should have bene fited more no tice ably from the de cline in in ter est rates dur ing this

pe riod, in par tic u lar through the com po nent of risk pre mium pay able in fi nan cial debt. As re gards the in debt ed ness

level, it is also pos si ble to ob serve some close ness in the in debt ed ness ra tios of cor po ra tions with heavier or me -

dian fi nan cial bur den, whereas cor po ra tions with lower fi nan cial bur den re vealed a sub stan tially lower in debt ed -

ness ra tio. In turn, the prof it abil ity and rel a tive po si tion of cor po ra tions in terms of the fi nan cial bur den re veal a mo -

not o nous re la tion ship, i.e. a heavier fi nan cial bur den level is as so ci ated with lower prof it abil ity. In par tic u lar, it is
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Chart 5
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Note: Cost of fi nanc ing de fined as the ra tio of in ter est pay able to fi nan cial debt.
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Chart 7
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worth not ing that cor po ra tions with heavier fi nan cial bur den stand out sig nif i cantly among the other corporations in

terms of profitability, posting operating losses, in median terms, throughout the whole period under analysis.

Fi nally, Charts 8 and 9 il lus trate the re la tion ship be tween the in ter est pay ment in di ca tor of a cor po ra tion and the re -

spec tive in vest ment rate, as well as the reg is tra tion of de fault sit u a tions in loans granted by fi nan cial in sti tu tions6.

For the pur pose, as pre vi ously, cor po ra tions in the cen tral and ex treme dec iles of dis tri bu tion of the fi nan cial bur -

den were se lected. One case pres ents the me dian of the in vest ment rate (in vest ment as a per cent age of the cap i tal 

stock), while the other case pres ents the ra tio of cor po ra tions en tered as de fault ing cor po ra tions in the Cen tral

Credit Reg is ter, for each of the men tioned dec iles of the in ter est pay ment in di ca tor.7, 8 As re gards the in vest ment

rate, cor po ra tions with heavier fi nan cial bur den are clearly dif fer en ti ated from the re main ing cor po ra tions, with a

sig nif i cantly lower in vest ment rate. The high est in vest ment rate was re lated to cor po ra tions with lower fi nan cial

bur den, but was closer to the rate for me dian cor po ra tions as a whole, in par tic u lar in the pe riod with higher eco -

nomic growth, dur ing the sec ond half of the 1990s. As re gards de fault, the per cent age of corporations with

payments in arrears in terms of their liabilities was higher for corporations with heavier financial burden.

Em pir i cal ev i dence for the cor po ra tions un der ap praisal, as a whole, sug gests that the cost of fi nanc ing and, in par -

tic u lar, the prof it abil ity of a cor po ra tion are fun da men tal el e ments to de ter mine the fi nan cial bur den, mea sured by

the in ter est pay ment in di ca tor, faced by a given cor po ra tion. In par al lel, for the same cor po ra tion sam ple, af ter a

given level, the fi nan cial bur den tends to in flu ence cor po ra tion de ci sions more sharply and to af fect the prob a bil ity

of oc cur rence of de fault sit u a tions more con sid er ably. There fore, in the con text of the high in debt ed ness level of

non-fi nan cial cor po ra tions, a less fa vour able de vel op ment of op er a tional prof it abil ity, and an in crease in the cost of 

fi nanc ing would be re flected in a de te ri o ra tion of the fi nan cial sit u a tion of cor po ra tions. This would be par tic u larly

rel e vant when con sid er ing that in Por tu gal most loan con tracts are short-term or are in dexed to money mar ket

rates, which im plies that the fi nan cial sit u a tion of Por tu guese non-fi nan cial cor po ra tions is more sen si tive to the de -

vel op ment of short-term rates than cor po ra tions in most euro area coun tries. In case fi nan cial de te ri o ra tion is sig -

nif i cant and affects an expressive number of corporations, this would have a bearing on the development of

investment and on new default situations.

How ever, it seems that only cor po ra tions in a more frag ile fi nan cial sit u a tion are likely to show fi nan cial con straints

to their ac tiv ity. There fore, ac cord ing to the re sults ob tained, the pres ent sit u a tion for the cor po ra tions un der ap -

praisal, as a whole, would not tend to fos ter the emer gence of a sig nif i cant share of cor po ra tions for which the re -
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Chart 9
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(6) The default rate corresponds to the proportion of corporations that in each cohort, at end- of- year, presented payments in arrears (at least by 90 days) higher than €500, on average,
in the last quarter. 

(7) The capital stock corresponds to tangible and intangible assets, adjusted for revaluations.

(8) The Central Credit Register database of Banco de Portugal contains data on loans granted by reporting financial institutions, namely institutions granting credit in Portugal,
specifying the settled and defaulting amounts. For further information on this database, see Booklet No 5 of Banco de Portugal.



spec tive fi nan cial pres sure would be a key el e ment in the ex er cise of their ac tiv ity9. In deed, the in ter est pay ment in -

di ca tor points to rel a tively low levels for a sig nif i cant share of cor po ra tions and the Por tu guese econ omy shows

signs of eco nomic re cov ery, al beit less ex pres sive than in the pre vi ous re ces sion. In turn, al though in ter est rates

have started to in crease at the end of 2005, nom i nal in ter est rate vol a til ity, at the cur rent junc ture, is much lower

than in the pe riod prior to par tic i pa tion in the euro area. Fi nally, it is worth stress ing that re course to own funds con -

tin ues to be a ma jor source of fi nanc ing of Por tu guese cor po ra tions in the exercise of their activities,

notwithstanding the current relevance of financing in debt markets.
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(9) It is worth mentioning again that the analysis was based on Central Balance Sheet Database, which corresponds to a sample of corporations whose credit quality is higher, on
average, than that of the corporate sector as a whole.



4. BANKING SYSTEM1

4.1. Overall assessment

Over the past few years, the Por tu guese bank ing sys tem car ried out its ac tiv ity against the back ground 

of a less fa vour able mac ro eco nomic con di tions, but it con tinued to show a re mark able ca pac ity to per -

form with ef fi ciency its in ter me di a tion func tions. In fact, de spite the per sis tence of rel a tively mod er ate

eco nomic growth, Por tu guese banks con tinued to ex pand their ac tiv ity, which was mainly sup ported by 

the growth of credit to cus tom ers. These de vel op ments were ac com pa nied by a grad ual im prove ment

in the sol vency in di ca tors, as well as by the maintenance of high profitability levels.

The strong rise in non-fi nan cial pri vate sec tor in debt ed ness over the last de cade was largely un der -

pinned by an in creased re course by Por tu guese banks to in ter na tional fi nan cial mar kets, as de pos its

taken from cus tom ers con tinued to grow at mod er ate rates. Banks’ mar ket fi nanc ing has also di ver si -

fied by in stru ment type, ma tu rity and in ves tor base, in clud ing money mar ket fi nanc ing, the is su ance of

me dium to long term debt se cu ri ties and the se curi ti sa tion of loans. In this con text, Por tu guese banks

be come sen si tive to changes in fi nan cial mar ket sen ti ment. This may im ply un ex pected rises in fi nanc -

ing costs or dif fi cul ties in the re newal of very short-term li a bil i ties. In turn, banks are also ex posed to

changes in fi nan cial mar ket sen ti ment through their own port fo lios of se cu ri ties and fi nan cial in vest -

ments and, mainly, through the financial assets held by the bank employees’ pension funds. 

In 2006, de vel op ments in in ter na tional fi nan cial mar kets were broadly fa vour able. This trans lated into

sub stan tial val u a tion gains in some as set classes held by banks, as well as in rather pos i tive re sults

as so ci ated with fi nan cial op er a tions. Even though these gains were in part off set by losses booked in

de riv a tive in stru ments, this re sult is pos i tive in terms of fi nan cial sta bil ity, as it sug gests that banks’ po -

si tions in de riv a tive in stru ments seem to con trib ute to limit the im pact of fluc tu a tions in the value of

bank’s port fo lios of fi nan cial as sets. Bank em ploy ees’ pen sion funds, in which the ex po sure to fi nan cial 

mar ket de vel op ments is far higher than in the banks’ own port fo lio, have also bene fited from the

broadly favourable environment observed throughout the year. 

Over all, the as sess ment made by fi nan cial mar ket par tic i pants of the Por tu guese bank ing sys tem was

rather fa vour able, with a re mark able val u a tion of the shares of Por tu guese listed banks, and a sig nif i -

cant de cline in the risk premia im plied in debt is sued by banks. Al though se cu ri ties is sued by other Eu -

ro pean banks re corded a sim i lar per for mance, the rise in the prices of se cu ri ties of Por tu guese banks

was com par a tively higher. More over, rat ing agen cies made several upgrades of the major Portuguese

banks. 

In 2006, over all de vel op ments in the in di ca tors that take into ac count the re sid ual ma tu rity of

short-term as sets and li a bil i ties point to a slight de te ri o ra tion of the li quid ity of the bank ing sys tem.

These de vel op ments strengthen the need to pre serve ro bust li quid ity risk in ter nal as sess ment, con trol
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(1) The International Accounting Standards (IAS) were implemented in 2005, and introduced significant changes in the accounting of some of the main
on-balance-sheet and off-balance-sheet items of financial institutions, giving rise to new financial statement presentations in the banking system. However,
the adoption of IAS did not extend to the whole Portuguese banking system, given that in the course of 2005 and 2006 different accounting systems
coexisted among institutions. The difficulty in preparing robust compared analyses among the different accounting regimes required a redefinition of the
universe of banking institutions to be analysed. Hence, and similarly to the criterion adopted in the 2005 Financial Stability Report, institutions under review
in this report correspond to the thirteen banking groups that adopted IAS (or the Adjusted Accounting Standards) in the preparation of their financial
statements in 2005. For more details on the universe of institutions under review, as well as the sources used in this report, see “Box 1.1 Bank ing sys tem
data used in the 2005 Fi nan cial Sta bil ity Re port”, Financial Stability Report 2005. Due to the im ple men ta tion of the new ac count ing stan dards and the
con se quent change in the group of in sti tu tions un der re view, there is a break in the se ries be tween 2004 and 2005. Hence, the anal y sis of de vel op ments in
in di ca tors for a lon ger pe riod should take this into ac count. For clar ity pur poses, when ever nec es sary, in this chap ter’s charts a ver ti cal line di vides the
pe riod that cor re sponds to the to tal bank ing sys tem from the most re cent pe riod, where the bank ing groups that adopted IAS are ana lysed. These groups
ac counted for 87 per cent of to tal as sets of the bank ing sys tem in De cem ber 2004. 11111111111111111111111111111



and man age ment sys tems, in volv ing in ter alia con tin gency plans to deal with pe ri ods of height ened dif -

fi culty to ac cess in ter na tional debt mar kets. Such re duc tion of li quid ity may be mar ket-wide and in de -

pend ent from the in trin sic fi nan cial sit u a tion of banks. There fore, it is de sir able that the li quid ity

in di ca tors re main at levels that can smoothly ac com mo date po ten tial shocks, avoid ing the need to mo -

bi lise as sets of a more per ma nent na ture or to re sort to al ter na tive fi nanc ing sources, to ensure that

the regular intermediation activity of banks is not significantly affected.

The strong growth of credit granted by the bank ing sys tem in the past few years im plied an in creased

ex po sure to the non-fi nan cial pri vate sec tor. Thus, the high house hold in debt ed ness level may be a

po ten tial source of risk for Por tu guese banks, given the still in cip i ent im prove ment of the la bour mar ket 

and ris ing in ter est rates, which have been trans lat ing into an in crease in the house hold debt bur den. In

turn, non-fi nan cial cor po ra tions have also re corded sig nif i cant fi nanc ing flows, which have not been

matched by sub stan tial in creases in cor po rate in vest ment. How ever, de fault rates in the credit port fo lio 

of banks have re mained at his tor i cally low levels, re flect ing steady im prove ments in credit risk con trol

and man age ment sys tems, as well as the in tro duc tion of new fi nan cial prod ucts and con trac tual forms, 

which enable the lengthening and postponement of loan redemptions.

In turn, the prof it abil ity of Por tu guese banks, which is high com pared with other euro area coun tries, in -

creased fur ther in 2006, chiefly re flect ing an im prove ment in the set of bank ing groups whose prof it -

abil ity levels had been lower in the pre vi ous year, con trib ut ing to the sta bil ity of the fi nan cial sys tem as

a whole. The growth of prof it abil ity re flected the con tinued im prove ment in the ef fi ciency in di ca tors of

banks, as well as the fa vour able per for mance of the fi nan cial mar gin, which seems to have bene fited

from the wid en ing of the dif fer en tial be tween lend ing and de posit rates, in a con text of ris ing rates on

the main re fi nanc ing op er a tions of the Eurosystem. In fact, the rise in in ter est rates, on the one hand,

may im ply less fa vour able de vel op ments in credit risk, but on the other hand, may have a pos i tive ef -

fect on the prof it abil ity of the bank ing sys tem. The lat ter, which is largely a me chan i cal ef fect, re sults

from the low sen si tiv ity of the re mu ner a tion of de mand de pos its to changes in money mar ket in ter est

rates. Fi nally, in line with the low de fault levels, in 2006, net im pair ment charges and provisions

declined, having a positive impact on the evolution of banks’ profitability indicators. 

With re gard to the sol vency of the Por tu guese bank ing sys tem, there was a slight de cline in the over all

cap i tal ad e quacy ra tio, al though dif fer ent de vel op ments were ob served in the sam ple of bank ing

groups ana lysed in this re port. In this con text, it should be noted that the sol vency of banks, whose

cap i tal ra tios were closer to the min i mum reg u la tory levels, re corded an im prove ment. This in creased

their ca pac ity to ab sorb un ex pected shocks with out jeop ar dis ing the smooth per for mance of their ac -

tiv ity. In ad di tion, it should be noted that de vel op ments in the sol vency ra tio were largely due to

changes in pru den tial reg u la tions, which were tight ened as re gards the el i gi bil ity of pro vi sions for gen -

eral credit risks as an own funds item and to take into ac count a wider set of de duc tions to own funds, in 

par tic u lar hold ings in in sur ance cor po ra tions. Fi nally, the base own funds ad e quacy ra tio – Tier I – in -

creased strongly in 2006. De spite the im prove ment in sol vency in di ca tors over the past few years, Por -

tu guese banks con tinued to re cord on av er age cap i tal ad e quacy ratios that are lower than but closer to 

those recorded in the majority of euro area countries.

In 2006 the In ter na tional Mon e tary Fund (IMF) con cluded the Fi nan cial Sta bil ity As sess ment

Programme (FSAP) of the Por tu guese fi nan cial sys tem. The IMF made pub lic a rather pos i tive as -

sess ment of the su per vi sion of the Por tu guese fi nan cial sys tem, as well as of the re sil ience of Por tu -

guese banks to the pro tracted pe riod of sub dued eco nomic growth. The re sults of sev eral

stress-test ing ex er cises con ducted within the scope of this as sess ment con firmed that the bank ing

sys tem is pre pared to with stand ad verse shocks (see “Box 4.1 Results of the Portuguese banking

system stress-testing exercise”). The main vul ner a bil i ties of the bank ing sys tem iden ti fied in this ex er -
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cise are re lated on the one hand to the stock price sen si tiv ity, in par tic u lar through the ex po sure of

bank em ploy ees’ pen sion funds and, on the other, to the credit risk aris ing from the high in debt ed ness

of the pri vate sec tor and the con cen tra tion of ex po sures to risks in the real es tate sec tor and in a small

num ber of large com pa nies. It should be noted how ever that un der any of the ex treme, but plau si ble,

sce nar ios, Por tu guese banks proved resilient and capable to maintain adequate solvency and

profitability levels. 

4.2 Activity and profitability

Ac tiv ity 

In 2006, ac tiv ity in bank ing in sti tu tions un der anal y sis, as sessed in terms of to tal as sets on a con sol i -

dated ba sis, grew con sid er ably fur ther, by 10.3 per cent (Ta ble 4.2.1). Sim i larly to pre vi ous years, this

growth was mainly sup ported by the ex pan sion of credit to cus tom ers, re flect ing the na tional mar ket

buoy ancy but also higher loans granted abroad, due to the grow ing rel e vance of in ter na tional ac tiv ity

for a num ber of bank ing groups. How ever, the weight of in ter na tional ac tiv ity is lower than in other

European Union countries.

Credit to cus tom ers con tinued to be one of the most buoy ant items, with growth above 11 per cent, and

con trib uted around 8 p.p. to the in crease in ac tiv ity (Chart 4.2.1). In the Por tu guese mar ket, the seg -

ment of loans to house holds for house pur chase con tinued to be very ac tive, with growth close to 10

per cent at end-2006, de spite the grad ual de celer ation ob served through out the year. At the same

time, the seg ments of loans to house holds for con sump tion and other pur poses and to non-fi nan cial

cor po ra tions ex panded strongly, and the re spec tive an nual rates of change in creased from 6.8 to 9.7

per cent and from 4.1 to 5.5 per cent.2 The ac cel er a tion in credit con tinued to re flect, namely, the sup -

ply of new fi nan cial prod ucts and more fa vour able con tract con di tions. Such con di tions seem to have

helped mit i gate the debt bur den and al lowed a better match with the risk pro file of each cus tomer,

which, to gether with the im prove ment in in ter nal risk man age ment and con trol sys tems, is likely to

have con trib uted to a re duc tion in credit de fault in di ca tors over the past few years, which again re -

corded fa vour able de vel op ments in 2006.3 

The eq uity and debt in stru ments port fo lio held by bank ing groups (in cluded in the port fo lio of fi nan cial

as sets mea sured at fair value and of the avail able-for-sale fi nan cial as sets) also grew strongly in 2006,

by around 20 per cent. The eq uity port fo lio seems to have bene fited from fa vour able de vel op ments in

eq uity mar kets, while the in crease in the debt in stru ments port fo lio, in a con text of ris ing long-term in -

ter est rates (with a neg a tive im pact on the value of the fixed-rate se cu ri ties port fo lio), should mainly

have reflected net purchases of securities. 

Re sources from cus tom ers ac cel er ated some what in 2006, re cord ing a 5 per cent growth. In line with

de vel op ments in the past few years, growth in these re sources was lower than in credit (Chart 4.2.2).

The mod er ate growth ob served in re sources from cus tom ers seems to be re flect ing the de cline in the

sav ings rate, as well as the re al lo ca tion of part of the cus tom ers’ fi nan cial as sets to other fi nan cial

prod ucts of fered by banks. These prod ucts make it pos si ble for cus tom ers to have a more di ver si fied

range of al ter na tive in vest ments with higher po ten tial prof it abil ity and risks than bank de pos its, and are 

of ten as so ci ated with fi del ity premia. For bank ing groups, such prod ucts are a source of al ter na tive in -
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(2) The annual growth rate of loans by institutional sector is based on data from monetary and financial statistics. The calculation took into account loans
granted by resident financial institutions adjusted for credit securitisation operations conducted through non-resident special purpose vehicles. The financial 
institutions aggregate includes other resident monetary financial institutions and other credit institutions included in the other resident financial
intermediaries and financial auxiliaries sector.

(3) For a more detailed analysis of the quality of the portfolio of credit, see “Section 4.6 Credit risk”. 3333333333333333333333



come to the more tra di tional fi nan cial in ter me di a tion and may fos ter, at the same time, the retention of

customer funds in the financial group. 

With re gard to al ter na tive sources of fi nanc ing, li a bil i ties rep re sented by se cu ri ties in creased con sid er -

ably, by close to 30 per cent, re flect ing the main te nance of fa vour able fi nan cial mar ket con di tions. This

change re flected not only the con tinued is su ance of se cu ri ties abroad through branches and sub sid iar -
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Table 4.2.1

BALANCE SHEET OF THE BANKING SYSTEM

On a consolidated basis

EUR millions Annual rate of change

(per cent)

Structure

(as a percentage 

of assets)

2005 2006 2005 2006 2005 2006

Cash and claims on central banks 6 205 6 906 -17.9 11.3 2.0 2.0

Claims and investment in other credit institutions 30 876 31 490 23.3 2.0 10.1 9.3

In the country 5 748 5 773 n.a. 0.4 1.9 1.7

Abroad 25 127 25 718 n.a. 2.3 8.2 7.6

Financial assets at fair value through profit or loss 18 150 20 266 40.7 11.7 5.9 6.0

Equity 853 1 305 n.a. 53.1 0.3 0.4

Debt instruments 12 221 12 712 n.a. 4.0 4.0 3.8

Other 5 076 6 248 n.a. 23.1 1.7 1.9

Available-for-sale financial assets 14 037 17 876 -5.2 27.4 4.6 5.3

Equity 4 169 6 021 n.a. 44.4 1.4 1.8

Debt instruments 8 909 11 485 n.a. 28.9 2.9 3.4

Other 959 371 n.a. -61.4 0.3 0.1

Net credit to customers 199 873 222 942 9.4 11.5 65.3 66.1

Investment held to maturity 718 663 38.0 -7.6 0.2 0.2

Hedging derivatives 816 953 17.8 16.9 0.3 0.3

Securitised non-derecognised assets 14 186 15 450 16.7 8.9 4.6 4.6

of which: credit to cus tom ers 14 186 15 372 16.7 8.4 4.6 4.6

Investment in subsidiaries 3 475 4 080 33.0 17.4 1.1 1.2

Tangible and intangible assets 3 886 4 301 7.6 10.7 1.3 1.3

Other assets 13 768 12 544 40.5 -8.9 4.5 3.7

Total assets 305 989 337 473 12.3 10.3 100.0 100.0

Resources from central banks 6 215 1 739 75.5 -72.0 2.0 0.5

Resources from other credit institutions 38 840 42 941 16.6 10.6 12.7 12.7

In the country 5 384 4 078 n.a. -24.3 1.8 1.2

Abroad 33 457 38 863 n.a. 16.2 10.9 11.5

Resources from customers and other loans 149 139 156 606 4.5 5.0 48.7 46.4

Liabilities represented by securities 62 807 81 184 12.8 29.3 20.5 24.1

Subordinated liabilities 9 973 9 893 0.9 -0.8 3.3 2.9

Financial liabilities held for trading 4 306 5 776 66.3 34.1 1.4 1.7

Hedging derivatives 956 1 471 70.1 53.9 0.3 0.4

Liabilities for non-derecognised assets in securitisation

operations 2 363 4 130 n.a. 74.8 0.8 1.2

Other liabilities 13 608 11 998 35.9 -11.8 4.4 3.6

Total liabilities 288 208 315 738 11.5 9.6 94.2 93.6

Cap i tal 17 782 21 735 26.8 22.2 5.8 6.4

Total liabilities and net wealth 305 989 337 473 12.3 10.3 100.0 100.0

Source: Banco de Por tu gal.
Note: n.a. - not avail able.



ies, but also the is su ance by one of the main bank ing in sti tu tions of a new type of debt in stru ment,

namely mort gage bonds, in the sec ond half of 2006.4 More over, part of the in crease in re sources rep -

re sented by se cu ri ties re flected the ac count ing ef fect of the sale of se curi tised bonds by a non-do mes -

tic bank ing group. Be tween 2003 and 2005, that bank ing group main tained on the as set side of its

bal ance sheet se cu ri ties re sult ing from credit se curi ti sa tion op er a tions. Hence, al though there was no

im me di ate mon e tary flow, this in sti tu tion trans formed a gross as set in mar ket able and el i gi ble se cu ri -

ties func tion ing as col lat eral in mon e tary pol icy op er a tions. In 2006 the bank ing group un der re view

sold those se cu ri ties, lead ing, through a sim ple ac count ing move ment, to an in crease in li a bil i ties rep -

re sented by se cu ri ties. In deed, through the con sol i da tion of the se curi ti sa tion ve hi cle that is sued se cu -

ri ties in se curi ti sa tion op er a tions, these liabilities were cancelled out by securities on the bank’s asset

side, and therefore were not visible in the group’s liabilities in consolidated terms. 

The re course to other credit in sti tu tions to ob tain fi nanc ing was again sig nif i cant in 2006, and cor re -

sponded to a 10.6 per cent in crease in li a bil i ties to wards these in sti tu tions, in par tic u lar with in sti tu tions 

abroad. In con trast, re sources from cen tral banks de clined sig nif i cantly, mainly re flect ing the be hav -

iour shown by the above-men tioned non-do mes tic bank ing group, which used the li quid ity ob tained

through the sale of se curi tised bonds to reduce these liabilities.

Hence, in 2006 the bank ing sec tor con tinued to in ter me di ate in flows of ex ter nal funds into the econ -

omy, through the is su ance of se cu ri ties, the re course to the money mar ket, and credit se curi ti sa tion

op er a tions, in or der to fund the grant ing of credit to the non-fi nan cial pri vate sec tor. The grow ing im por -

tance of (mainly in ter na tional) cap i tal and money mar kets in the fi nanc ing struc ture of banks high lights

the need to main tain suf fi cient li quid ity levels so that the change in mar ket sen ti ment does not ham per

the abil ity of the bank ing sys tem to con tinue to perform its intermediation function in the economy. 
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Chart 4.2.1

TOTAL ASSETS AND CREDIT TO CUSTOMERS

Year-on-year rate of change
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Source: Banco de Por tu gal.
Notes: The break in the se ries cor re sponds to the change in ac count ing stan dards, which 
also im plied a re def i ni tion of the group of bank ing in sti tu tions un der anal y sis. (a) The IAS
in tro duced stricter cri te ria for the full derecognition of se curi tised as sets. The
derecognition shall only oc cur when all the rights and ob li ga tions as so ci ated with those
assets are fully transmitted.

Chart 4.2.2

CREDIT TO CUSTOMERS AND RESOURCES FROM 
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Year-on-year rate of change
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Source: Banco de Por tu gal.
Note: The break in the se ries cor re sponds to the change in ac count ing stan dards, which
also im plied a re def i ni tion of the group of bank ing in sti tu tions un der analysis.

(4) The first issuance of mortgage bonds amounted to €2 billion and is included in a strategic programme of financing in the capital market by this banking
group. This programme envisages the issuance of mortgage bonds in a total of €10 billion, with a 10-year maturity. 



Prof it abil ity 

In 2006 prof it abil ity on a con sol i dated ba sis in the bank ing in sti tu tions un der re view in creased fur ther.

How ever, de vel op ments in prof it abil ity were strongly con di tioned by non-re cur ring op er a tions done in

2006 by one of the main Por tu guese bank ing groups, in the con text of a re struc tur ing of par tic i pat ing

in ter ests in in sur ance com pa nies that are part of the group (Ta ble 4.2.2). There fore, de vel op ments in

prof it abil ity should be eval u ated. Ad justed for the im pact of that re struc tur ing, the re turn on as sets

(ROA) in creased from 1.03 to 1.18 per cent, while the re turn on eq uity (ROE) de creased some what,

from 19.4 to 18.9 per cent (Chart 4.2.3).5 Com pared with some euro area coun tries, avail able data for

2005 sug gest that the re turn on as sets of the in sti tu tions un der anal y sis is among the high est in the

euro area (Chart 4.2.4).6 

With re gard to the dis tri bu tion of ROA, the in crease in prof it abil ity was mainly ob served in in sti tu tions

that re corded lower prof it abil ity levels in 2005, which, in prin ci ple, is fa vour able in terms of fi nan cial sta -

bil ity. Hence, the dis tri bu tion of in sti tu tions’ prof it abil ity be came more con cen trated, in con trast to

mark edly bi-modal dis tri bu tions that char ac ter ised previous years (Chart 4.2.5). 

Re gard ing con tri bu tions to prof it abil ity, the sit u a tion in 2006 was sim i lar to that seen in the pre vi ous

year, with op er a tional costs and the fi nan cial mar gin be ing par tic u larly rel e vant. More over, the in crease 

in prof it abil ity (ad justed for the im pact of the above-men tioned re struc tur ing of par tic i pat ing in ter est)

was par tic u larly as so ci ated with the decline in cost components (Chart 4.2.6).
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Chart 4.2.3

RETURN ON ASSETS (ROA) AND ON EQUITY

(ROE)
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Source: Banco de Por tu gal.
Notes: The break in the se ries cor re sponds to the change in ac count ing stan dards, which 
also im plied a re def i ni tion of the group of bank ing in sti tu tions un der anal y sis. (a) Re turn
on as sets in 2004 was strongly con di tioned by the con cen tra tion of some costs in that
year, par tic u larly re gard ing staff costs, in the con text of a change in the ac count ing re gime 
in 2005. (b) Ad justed prof it abil ity in di ca tors are ob tained de duct ing from profit and loss
ac count the im pact of the re struc tur ing of par tic i pat ing in ter ests in com pa nies (namely in
the in sur ance sec tor) by one of the major banking groups considered in the analysis.

Chart 4.2.4

RETURN ON ASSETS
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Sources: IMF “Fi nan cial Sound ness In di ca tors – Co or di nated Com pi la tion Ex er cise” and
Banco de Portugal.
Note: The prof it abil ity in di ca tor for most coun tries un der anal y sis was cal cu lated, due to
data avail abil ity, tak ing into ac count in come be fore mi nor ity in ter ests and end-pe riod to tal
as sets. For Ger many, Ire land and the United King dom “in come” cor re sponds to in come
be fore taxes and mi nor ity in ter ests. Re turn on as sets for Por tu gal in 2006 was ob tained
de duct ing from profit and loss ac count the im pact of the re struc tur ing of par tic i pat ing in ter -
ests in com pa nies (namely in the in sur ance sec tor) in one of the major banking groups
considered in the analysis.

(5) The profitability level in 2004 was significantly affected by the concentration of some costs in that year, in particular staff costs, in the context of the
implementation of the new accounting standards in early 2005. This considerably conditioned profitability developments in 2005. For a detailed analysis of
such operations, see the 2005 Financial Stability Report of Banco de Portugal.

(6) The indicator of return on assets shown on the basis of an international comparison is different from the indicator analysed in this section, given that the
former, due to data availability, takes into account end-of-period assets and income after taxes, while the indicator analysed takes into account average
assets and income before taxes.  
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Table 4.2.2

PROFIT AND LOSS ACCOUNT

On a consolidated basis

EUR millions As a percentage 

of average assets

Annual rate of change

(per cent)

2005 2006 2005 2006 2005 2006

1. Interest income 13 977 17 278 4.84 5.46 10.7 23.6

2. Interest expenses 8 601 11 291 2.98 3.57 14.6 31.3

3. Financial margin (1-2) 5 375 5 987 1.86 1.89 5.0 11.4

4. Income from capital instruments 217 162 0.08 0.05 34.4 -25.4

5. Income from services and commissions (net) 2 212 2 478 0.77 0.78 15.1 12.0

6. Income from financial assets and liabilities measured at fair value 505 -9 0.17 0.00 46.0 -

7. Income from available-for-sale financial assets 663 455 0.23 0.14 539.1 -31.4

8. Income from foreign exchange revaluation 53 496 0.02 0.16 -74.5 834.1

9. Income from the sale of other financial assets 366 743 0.13 0.23 404.5 103.1

9.a) Income from the sale of other financial assets - adjusted 366 433 0.13 0.14 404.5 18.5

10. Other operating profit and loss 417 624 0.14 0.20 -30.6 49.5

10.a) Other operating profit and loss – adjusted 417 604 0.14 0.19 -30.6 44.8

11. Gross income (3+4+5+6+7+8+9+10) 9 809 10 936 3.40 3.45 14.9 11.5

11.a)  Gross income - adjusted (3+4+5+6+7+8+9+10.a) 9 809 10 606 3.40 3.35 14.9 8.1

12. Staff costs 3 300 3 349 1.14 1.06 -10.0 1.5

13. General administrative costs 1 956 2 026 0.68 0.64 3.4 3.6

14. Depreciation and amortisation 465 449 0.16 0.14 -17.3 -3.5

15. Provisions net of restitutions and annulments 187 133 0.06 0.04 -33.2 -28.9

16. Impairment losses and other net value adjustments 1 138 1 091 0.39 0.34 12.5 -4.1

17. Appropriation of income  from associates and joint ventures (equity method) 217 233 0.08 0.07 -65.2 7.1

17. a) Appropriation of income  from associates and joint ventures (equity method) - adjusted 217 191 0.08 0.06 -65.2 -12.3

18. Income before taxes and minority interests (11-12-13-14-15-16+17) 2 981 4 121 1.03 1.30 70.5 38.2

18 a) Income before taxes and minority interests - adjusted (11-12-13-14-15-16+17.a) 2 981 3 750 1.03 1.18 70.5 25.8

19. Taxes on profit 401 724 0.14 0.23 75.6 80.5

20. Income before minority interests (18-19) 2 580 3 398 0.89 1.07 69.7 31.7

20.a) Income before minority interests - adjusted (18.a-19) 2 580 3 026 0.89 0.96 69.7 17.3

21. Minority interests (net) 383 576 0.13 0.18 62.2 50.2

22. Net profit and loss (20-21) 2 197 2 822 0.76 0.89 71.1 28.5

22.a) Net profit and loss - adjusted (20.a-21) 2 197 2 451 0.76 0.77 71.1 11.6

Source: Banco de Por tu gal.
Note: The ad just ment in some of the items re fers to the de duc tion of the ef fect of the re struc tur ing of par tic i pat ing in ter ests in cor po ra tions of the in sur ance sec tor car ried out by one of the ma jor bank ing groups con sid ered in the anal y sis. How ever, the cor re spond ing ad just ment was not made in the items of taxes on prof its and
(net) minority interests (19 and 21).



Banco de Portugal | Financial Stability Report 2006

Part I | Financial System Stability

70

Chart 4.2.5

RETURN ON ASSETS

Empirical distribution
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Source: Banco de Portugal.

Note: Empirical distribution obtained through recourse to a Gaussian kernel that weighs

institutions by their assets; indicator calculated taking into account income before taxes

and minority interests. The adjusted indicator is obtained deducting from profit and loss

account the impact of the restructuring of participating interests in companies (namely in

the insurance sector) in one of the major banking groups considered in the analysis.
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In 2006 the fi nan cial mar gin as a per cent age of av er age as sets in creased slightly, in con trast to the de -

cline seen since 2001 (Chart 4.2.7). De vel op ments in the fi nan cial mar gin mainly re flected the in -

crease in the dif fer en tial be tween av er age in ter est rates ap plied in bank lend ing and de posit

operations with customers.

In in ter na tional terms, data avail able for 2005 show that the con tri bu tion of the fi nan cial mar gin to the

prof it abil ity of the bank ing in sti tu tions un der re view was among the high est in the euro area (Chart

4.2.8).7 Tak ing into ac count the fi nan cial mar gin as a per cent age of risk-weighted as sets, which makes 

it pos si ble to as sess re turns ad justed for the av er age de gree of risk in lend ing op er a tions, the Por tu -

guese bank ing sys tem was in a me dian sit u a tion within the euro area countries in 2005 (Chart 4.2.9). 

The wid en ing of the in ter est rate dif fer en tial in op er a tions with cus tom ers re sulted from the in crease in

the mar gin ob tained in de pos its, which more than off set the nar row ing of the dif fer en tial in lend ing op -

er a tions (Chart 4.2.10). With re gard to de pos its, as usual in pe ri ods of ris ing ref er ence in ter est rates,

the wid en ing of the to tal dif fer en tial was due, on the one hand, to the lower rise in in ter est rates on time

de pos its com pared with money mar ket rates and, on the other hand, to the in crease in the con tri bu tion

of de mand de pos its, whose re turn is very low and mod estly sen si tive to changes in money mar ket in -

ter est rates. The com pres sion of the in ter est rate dif fer en tial in lend ing op er a tions was re corded

across dif fer ent loan seg ments. How ever, spe cial men tion should be made to loans to house holds for

house pur chase and to loans to non-fi nan cial cor po ra tions, given that, as a whole, both seg ments ac -

counted for more than 80 per cent of loans to the non-fi nan cial pri vate sec tor (Chart 4.2.11). These de -

vel op ments are likely to have re sulted from the lagged pas s-through of rises in money mar ket rates to

in ter est rates on bal ances of op er a tions with cus tom ers. More over, ac cord ing to the re sults of the Bank 

Lend ing Sur vey, the current intense competition between banking institutions also contributed to the

narrowing of differentials. 
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Chart 4.2.7

FINANCIAL MARGIN
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Source: Banco de Por tu gal.
Note: The break in the se ries cor re sponds to the change in ac count ing stan dards, which
also im plied a re def i ni tion of the group of bank ing in sti tu tions un der analysis.

(7) In terms of an international comparison, the financial margin is shown as a percentage of assets at the end of the period, due to data availability, in contrast
to an intertemporal analysis for Portugal, in which average assets are analysed. A similar procedure was adopted for the income from services and
commissions and the gross income. 
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FINANCIAL MARGIN

As a percentage of assets weighted by risk

International comparison - 2005
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Chart 4.2.8

FINANCIAL MARGIN

As a percentage of end-period assets

International comparison - 2005
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Sources: IMF “Fi nan cial Sound ness In di ca tors - Co or di nated Com pi la tion Ex er cise” and
Banco de Portugal.

Sources: IMF “Fi nan cial Sound ness In di ca tors - Co or di nated Com pi la tion Ex er cise” and
Banco de Portugal.
Note: Ger many is not in cluded in this com par i son due to data un avail abil ity.

Chart 4.2.10

INTEREST RATE DIFFERENTIALS IN OPERATIONS
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rates on bal ances and a 6-month mov ing av er age of the 6-month Euribor. The to tal dif fer -
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Chart 4.2.11

INTEREST RATE DIFFERENTIALS IN LENDING
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Chart 4.2.9



Net in come from ser vices and com mis sions grew by 12 per cent, and their con tri bu tion to prof it abil ity

in creased fur ther, in line with the grow ing im por tance of this type of in come in terms of in sti tu tions’ prof -

it abil ity (Chart 4.2.12). 

The re main ing in come items (as sessed in net terms), ad justed for the im pact of the above-men tioned

re struc tur ing of par tic i pat ing in ter ests (which par tic u larly af fected the re sults of the sale of other fi nan -

cial as sets), con trib uted neg a tively to changes in prof it abil ity. In this con text, spe cial men tion should be 

made to the sim i lar be hav iour of re sults in fi nan cial as sets and li a bil i ties, mea sured at fair value and

avail able for sale, and of cur rency re val u a tion, which seems to be largely re flect ing the fact that banks

are us ing de riv a tives to elim i nate some of the risks as so ci ated with fluc tu a tions in the mar ket value of

as sets.8 Re flect ing this, there was a fall in the contribution of the gross income to profitability (Chart

4.2.13). 

In 2006 the rise in as set prof it abil ity was there fore strongly re lated to the de cline in op er a tional costs,

sim i larly to de vel op ments in the pre vi ous year. In fact, staff costs, gen eral ad min is tra tive costs and am -

or ti sa tion, which only in creased by 1.8 per cent, were the key con tri bu tors to the rise in ROA. There -

fore, in 2006 bank ing in sti tu tions con tinued to fol low an in creased ef fi ciency trend, as sessed through

the cost to in come9 in di ca tor, re flect ing, in par tic u lar, a con tinued de cline in the rel a tive weight of staff

costs (Chart 4.2.14).10 The very slight in crease in staff costs (by 1.5 per cent) mir rored the re duc tion in

com pul sory so cial charges re lated to pen sion funds, given that com pen sa tion of em ploy ees, ex clud ing 

social charges, grew by 2.6 per cent over the same period.
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Chart 4.2.12

INCOME FROM SERVICES AND COMMISSIONS
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Source: Banco de Por tu gal.
Note: The break in the se ries cor re sponds to the change in ac count ing stan dards, which
also im plied a re def i ni tion of the group of bank ing in sti tu tions un der analysis.

Chart 4.2.13

GROSS INCOME

As a percentage of average assets
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Source: Banco de Por tu gal.
Notes: The break in the se ries cor re sponds to the change in ac count ing stan dards, which 
also im plied a re def i ni tion of the group of bank ing in sti tu tions un der anal y sis. (a) The ad -
justed in di ca tor is ob tained de duct ing from profit and loss ac count the im pact of the re -
struc tur ing of par tic i pat ing in ter ests in com pa nies (namely in the in sur ance sec tor) by one
of the ma jor bank ing groups considered in the analysis.

(8) For a more detailed analysis of the banks’ asset portfolio and its impact on results of banking institutions, see" Section 4.4 Market risk”. 8888888

(9) Calculated as the ratio of operational costs (defined as the sum of staff costs, general administrative costs and amortisation) to gross income. 

(10) In 2004 the greater weight of staff costs as a percentage of gross income reflects the concentration of this type of cost in that year, in the context of the
introduction of new accounting standards in 2005. The level of the cost to income ratio, as well as its distribution, also reflects the concentration of costs in
2004. For more details on these operations, see the 2005 issue of the Financial Stability Report of Banco de Portugal.



The improved efficiency ratio was common to several institutions relevant in terms of gross income,

and the distribution of the cost to income ratio shifted to the left (Chart 4.2.15). In international terms

and according to data available for 2005, the efficiency of institutions operating in Portugal compares

favourably with most euro area countries (Chart 4.2.16).
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Chart 4.2.14

EFFICIENCY RATIO – COST-TO-INCOME
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Notes: The break in the series corresponds to the change in accounting standards, which also implied a redefinition of the group of banking institutions under analysis. (a) The adjusted in-

dicator is obtained deducting from profit and loss account the impact of the restructuring of participating interests in companies (namely in the insurance sector) by one of the major bank-

ing groups considered in the analysis.
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Chart 4.2.15

COST-TO-INCOME RATIO

Empirical distribution
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Source: Banco de Portugal.

Note: Empirical distribution obtained through recourse to a Gaussian kernel that weighs

institutions by gross income; indicator calculated as the quotient between the sum of staff

costs, general administrative costs and depreciation and gross income. The adjusted in-

dicator is obtained deducting from profit and loss account the impact of the restructuring

of participating interests in companies (namely in the insurance sector) in one of the major

banking groups considered in the analysis.

Chart 4.2.16

EFFICIENCY RATIO – COST-TO-INCOME

International comparison - 2005
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Banco de Portugal.

Note: The indicator for Portugal for 2006 is obtained deducting from gross income the im-

pact of the restructuring of participating interests in companies (namely in the insurance

sector) in one of the major banking groups considered in the analysis.



The re duc tion in provisioning and im pair ment also con trib uted pos i tively to the rise in prof it abil ity. This

de cline, which had been seen in the pre vi ous year and is sim i lar to de vel op ments in other Eu ro pean

Un ion coun tries in the re cent past, seems to have re sulted from an im prove ment in risk man age ment

and con trol sys tems and in the port fo lio risk pro file, as well as from fa vour able de vel op ments in fi nan -

cial mar kets in 2006. These fac tors have con trib uted to fa vour able de vel op ments in de fault credit in

banks’ port fo lios, which stands at his tor i cally low levels. De spite this de cline in provisioning, it re mains

above the min i mum reg u la tory levels by around 22 per cent.11

Fi nally, with re gard to in ter na tional ac tiv ity, and ac cord ing to avail able data for four of the main Por tu -

guese bank ing groups, the fi nan cial mar gin re sult ing from op er a tions con ducted abroad in creased

strongly in 2006, trans lat ing into a pos i tive con tri bu tion to (net) in come growth for the in sti tu tions un der

re view. In ter na tional gross in come as a whole also had a pos i tive im pact, al beit at a smaller de gree. In

turn, net re sults from in ter na tional ac tiv ity, which al ready have a sig nif i cant weight in the con sol i dated

profit and loss of the in sti tu tions un der re view, of around 8 per cent, were lower than in the pre vi ous

year. Thus, re sults from op er a tions con ducted abroad should re flect the prev a lence of fi nan cial in ter -

me di a tion, which ex plores less ma ture mar kets. In vest ments in such mar kets, which are ex pand ing

strongly, seem to be re spon si ble for a higher pace of growth in operational costs than that of the

domestic market.

In gen eral, in 2006 the rise in prof it abil ity may be con sid ered fa vour able to the main te nance of the sys -

tem’s fi nan cial sta bil ity, given that in sti tu tions are ca pa ble of gen er at ing sta ble in come, in a con text

where the cost struc ture com pares fa vour ably in in ter na tional terms. Also, the dis per sion of prof it abil ity 

be tween in sti tu tions de clined, which im plies a de crease in the num ber of in sti tu tions with lower prof it -

abil ity and, con se quently, in a potentially more fragile situation.

4.3 Capital adequacy

The over all cap i tal ad e quacy ra tio for all in sti tu tions un der anal y sis, on a con sol i dated ba sis, de clined

by 0.3 p.p. in 2006, to stand at 10.9 per cent. This slight de cline re sulted from the 10.5 per cent in -

crease in to tal own funds re quire ments, which was not off set by de vel op ments in to tal own funds.

These funds in creased by 7.1 per cent, sig nif i cantly con di tioned by changes in the pru den tial rules in -

tro duced in the course of the year (Ta ble 4.3.1). Tak ing only into ac count orig i nal own funds – Tier I –

the cap i tal ad e quacy ra tio im proved sig nif i cantly (0.6 p.p.), stand ing at 7.7 per cent, i.e. a level rather

close to the reg u la tory minimum required for total own funds (Chart 4.3.1).

The in crease in to tal own funds chiefly re flected the in crease in orig i nal own funds, since ad di tional

own funds de clined by 7.7 per cent and de duc tions from own funds rose by 23.4 per cent. Un der ly ing

the in crease in orig i nal own funds was the rise in mi nor ity in ter ests (with spe cial fo cus on one of the

ma jor do mes tic bank ing groups) and in le gal, stat u tory and other re serves com posed of dis trib ut able

prof its, as well as the de crease in con tri bu tions to pen sion funds not yet re corded as cost. In turn,

changes in ad di tional own funds and in de duc tions from own funds mainly re flected reg u la tory

changes in tro duced by Banco de Por tu gal in the course of 2006, as re gards the rec og ni tion of pro vi -

sions for gen eral credit risks and par tic i pat ing in ter ests in fi nan cial con glom er ates (im pact ing on ad di -
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(11) Default and provisioning of the credit portfolio are analysed in detail in “Section 4.6 Credit risk”.



tional own funds and de duc tions re spec tively).12 The im pact on the over all cap i tal ad e quacy ra tio as a

re sult of these reg u la tory changes was neg a tive and is es ti mated to have stood at slightly above 1

p.p.13 Fi nally, de vel op ments in to tal own funds re quire ments were a re flec tion of the in crease in the

var i ous re quire ment com po nents, with the ex cep tion of po si tion risk-re lated re quire ments. Re quire -

ments as so ci ated with the sol vency ra tio con tinued to make the main con tri bu tion to de vel op ments in

to tal re quire ments, ris ing by 10.8 per cent. This was in line with strong credit growth and re flects the

greater im por tance of the seg ments of loans to non-fi nan cial cor po ra tions and house holds for

consumption and other purposes, as well as the buoyancy which is still noticeable in the segment of

loans to households for house purchase. 

De vel op ments in the over all cap i tal ad e quacy ra tio were rather dif fer ent across the bank ing in sti tu tions 

un der con sid er ation, with a de crease in the dis per sion among them. In par tic u lar, there was a de -

crease in the weight of in sti tu tions with ad e quacy ra tios close to the reg u la tory min i mum, thereby in -

creas ing their ca pac ity to ab sorb un ex pected shocks with out jeop ar dis ing nor mal busi ness (Chart

4.3.2). In all bank ing groups with a higher rel e vance in terms of own funds, from among the fac tors un -
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Table 4.3.1

CAPITAL ADEQUACY

On a consolidated basis

EUR millions Annual rate of change 

2004 2005 2006 2005 2006

Per cent

1. Own funds

1.1. Original own funds 13 729 14 891 17 874 8.5 20.0

1.2. Additional own funds 8 337 10 776 9 942 29.3 -7.7

1.3. Deductions 2 092 1 948 2 405 -6.9 23.4

1.4. Supplementary own fund 1 0 0 -100.0 n.a.

Total own funds 19 975 23 719 25 411 18.7 7.1

2. Own funds requirements

2.1. Solvency ratio 15 096 16 213 17 960 7.4 10.8

2.2. Position risks 488 493 468 0.9 -5.1

2.3. Settlement and counterparty risks 53 67 70 26.7 5.0

2.4. Foreign exchange rate risks 41 57 92 38.9 60.8

2.5. Other requirements 1 1 2 -34.8 239.0

Total own funds requirements 15 679 16 830 18 591 7.3 10.5

Percentage points

3. Ratios (per cent)

3.1. Own funds / Total requirements 127.4% 140.9% 136.7% 13.5 -4.2

3.2. Own funds / (Total requirements x 12.5) 10.2% 11.3% 10.9% 1.1 -0.3

3.3. Original own funds / (Total requirements x 12.5) 7.0% 7.1% 7.7% 0.1 0.6

Source: Banco de Por tu gal.
Note: n.a. - not ap pli ca ble.

(12) In accordance with the change introduced by Notice No 2/2006, the amount of provisions for general credit risks eligible as an element of own funds only
corresponds to the difference (when positive) between the value of regulatory provisions and the amount of credit impairment losses computed for the
banking group. Pursuant to Notice No 12/2006, direct or indirect holdings of at least 20 per cent of voting rights or of the capital of insurance corporations,
reinsurance corporations and holding companies in the insurance sector, as well as financial instruments covered by Article 96 (2) and Article 98 (2) of
Decree-Law No 94-B/98 of 17 April, republished by Decree-Law No 251/2003 of 14 October, held with these entities, started to be deducted from total own
funds, for the respective net value of entry on the assets side.

(13) This estimate assumed, on the one hand, that the prudential rules in question remained unchanged at the end of 2006 vis-à-vis 2005 and, on the other, that
institutions did not change their decisions in the wake of the new regulations. 



der ly ing de vel op ments in the cap i tal ad e quacy ra tio it is worth men tion ing the greater sen si tiv ity of a

num ber of in sti tu tions to the above-men tioned reg u la tory changes and the sig nif i cant in crease in the

orig i nal own funds of one of the groups, through the rise in mi nor ity in ter ests, in the wake of a cap i tal in -

crease in one of the in sti tu tions in te grat ing the group (this op er a tion by it self ac counted for more than

half of the change in the sys tem’s to tal own funds). The em pir i cal dis tri bu tion of the ad e quacy ra tio of

orig i nal own funds largely re flects this lat ter sit u a tion (Chart 4.3.3). In fact, the dis tri bu tion of this in di ca -

tor can be seen to shift to the right, with a very significant contribution from the increase in the ratio of

the banking group in question.
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Chart 4.3.1 

CAPITAL ADEQUACY RATIO

6

7

8

9

10

11

12

1999 2000 2001 2002 2003 2004 2005 2006

P
e

r
c
e

n
t

Overall capital adequacy ratio – total

Capital adequacy ratio – original own funds

Regulatory minimum for the overall capital adequacy ratio

Source: Banco de Por tu gal.
Note: The break in the se ries cor re sponds to the re def i ni tion of the bank ing in sti tu tions
un der anal y sis, con sis tent with the se ries shown on the yield charts.

Chart 4.3.2
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Note: Em pir i cal dis tri bu tion ob tained through re sources to a Gaussi an Ker nel that
weights in sti tu tions by their own funds.

Chart 4.3.3

ADEQUACY RATIO OF ORIGINAL OWN FUNDS -

TIER I
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Source: Banco de Por tu gal.
Note: Em pir i cal dis tri bu tion ob tained through re sources to a Gaussi an Ker nel that
weights in sti tu tions by their orig i nal own funds.



The in ter na tional com par i son of the over all cap i tal ad e quacy ra tio for 2005 sug gests that, de spite the

grad ual im prove ment that has been char ac ter is ing de vel op ments in this in di ca tor in re cent years,

bank ing in sti tu tions op er at ing in Por tu gal con tinue to show sol vency ra tios lower than those seen in

most euro area coun tries (Chart 4.3.4). This is as so ci ated with the un fa vour able rel a tive po si tion in

terms of orig i nal own funds, not with stand ing the im prove ment seen in 2006 (Chart 4.3.5). How ever,

the in ter na tional com par i son of sol vency ra tios may be re flect ing dif fer ences in pru den tial reg u la tions

among coun tries, on the one hand and, on the other, dif fer ences in the char ac ter is tics of bank ing sys -

tems that in flu ence the build ing-up of cap i tal above the reg u la tory min i mum, among which the re turn

on as sets and the rel a tive weight of larger banks in the to tal bank ing sys tem.14 

In 2007 the cap i tal ad e quacy min i mum re quire ment re gime ap pli ca ble to Por tu guese bank ing groups

changed sig nif i cantly, as a re sult of the trans po si tion of two Com mu nity di rec tives, which re flect the

new pru den tial frame work un der ly ing the New Cap i tal Ac cord, also known as Basel II (see “Box 4.2

The adoption of Basel II rules in Portugal”).

4.4. Market risk

As sess ment of the bank ing sys tem from a fi nan cial mar ket per spec tive

Fi nan cial mar ket par tic i pants’ as sess ment of the bank ing sys tem may pro vide rel e vant in for ma tion on

their views as re gards risks and fu ture de vel op ments in bank ing busi ness. In 2006 de vel op ments in

mar ket in di ca tors on Por tu guese banks were gen er ally very pos i tive, with strong growth in stock prices

and the main te nance of fi nanc ing costs in in ter na tional debt mar kets at his tor i cally low levels. In ad di -
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Chart 4.3.4

CAPITAL ADEQUACY RATIO

International comparison - 2005
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Chart 4.3.5

ADEQUACY RATIO OF ORIGINAL OWN FUNDS -

TIER I

International comparison - 2005
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(14) For a revision of the literature and an empirical approach to the determinants of capital in excess of the regulatory minimum in the Portuguese case, see
Boucinha, M. “The Determinants of Portuguese Banks’ Buffer Capital”, which will be published during 2007 in Working Paper series of Banco de Portugal.



tion, rat ing agen cies re viewed pos i tively the rat ings given to some of the major Portuguese banking

groups. 

The strong val u a tion seen in the Por tu guese stock mar ket partly re flected very fa vour able de vel op -

ments in the prices of Por tu guese banks’ shares. In fact, the Fi nan cial Ser vices PSI in dex re corded the 

main con tri bu tion to the change in the PSI Geral in dex, in creas ing by around 35 per cent in the course

of 2006 (Chart 4.4.1). Over the year, the prices of listed Por tu guese banks’ shares gen er ally fol lowed

the trend of the PSI Geral in dex (Chart 4.4.2). The an nounce ment of the take over bid launched by

Sonaecom on Por tu gal Telecom in Feb ru ary 2006 re sulted in a very sig nif i cant val u a tion of Por tu -

guese banks’ shares, pos si bly re flect ing the gains that the banks in volved in this op er a tion could even -

tu ally earn. In turn, the an nounce ment of the take over bid launched by Mil len nium BCP on BPI in early

March 2006 had an even stron ger ef fect on the price of bank ing sec tor’s shares, since the price of fered 

by the ac quir ing group was much higher than the price of the BPI’s shares be fore the an nounce ment of 

this op er a tion (the price of BPI’s shares rose by around 26 per cent on the an nounce ment day) (Chart

4.4.3). De spite the im por tant con tri bu tion of the an nounce ment of these two op er a tions to the be hav -

iour of share prices of Por tu guese banks, their strong val u a tion was also sup ported by the very pos i tive 

per for mance of the Por tu guese bank ing sys tem, which, even in a con text of sub dued eco nomic growth 

in the past few years, has been able to main tain very pos i tive prof it abil ity levels. Strong growth in the

price-to-earn ings ra tio of listed Por tu guese banks sug gests that fi nan cial mar ket par tic i pants consider

that these banks should continue to be able to maintain relatively high profitability levels (Chart 4.4.4). 

The val u a tion of Por tu guese banks’ shares was much higher than that re corded by banks in the euro

area and es pe cially in the United States. The shares of the euro area bank ing sec tor con tinued to re -

cord strong val u a tions, in line with the trend seen in the pre vi ous year. This val u a tion was higher than

that of the Dow Jones Euro Stoxx, as a re flec tion of pos i tive de vel op ments in Eu ro pean banks prof it -

abil ity, as well as of the dy nam ics un der ly ing the an nounce ment of sev eral merg ers and ac qui si tions in

the euro area (Chart 4.4.2). In the United States, the val u a tion of bank shares was clearly higher than

that of the pre vi ous year, al though lower than in Por tu gal and in the euro area. The pe ri ods of abrupt

vol a til ity in crease in May/June 2006 and Feb ru ary/March 2007 (see “Box 2.1 Vol a til ity in in ter na tional

fi nan cial mar kets: a com par i son of the May 2006 and Feb ru ary 2007 ep i sodes”) af fected bank share

prices neg a tively, al beit asym met ri cally: whereas, in May 2006 euro area banks re corded more sig nif i -

cant losses, in Feb ru ary 2007 US banks ex pe ri enced far greater losses. The fall in US banks share

prices in this lat ter pe riod, sig nif i cantly stron ger than that of the S&P 500 in dex, re sulted from the

greater sen si tiv ity of the financial sector to the deterioration of the real estate market in the United

States.

In 2006, banks con tinued to ben e fit from over all fa vour able fi nanc ing con di tions in fi nan cial mar kets.

The per sis tence of such con di tions is quite rel e vant for Por tu guese banks, since a very im por tant

share of the fi nanc ing needed to sus tain the strong ex pan sion of credit ac tiv ity re lies on the is su ance of 

debt se cu ri ties in in ter na tional fi nan cial mar kets (see “Sec tion 4.5 Liquidity risk”). In gen eral terms,

spreads on debt se cu ri ties is sued by Eu ro pean banks stood at per sis tently low levels by his tor i cal

stan dards, al though hav ing in creased slightly in the wake of the tur moil ob served dur ing the May/June

2006 pe riod, which af fected mostly bonds with higher de grees of sub or di na tion (Chart 4.4.5). Con trary

to the stock mar ket, where the losses for that pe riod were quickly re versed, Eu ro pean bank spreads

con tinued to stand at levels quite above those seen be fore this ep i sode. In turn, the pe riod of strong

vol a til ity in early 2007 trans lated into a much more lim ited in crease in the fi nanc ing costs of Eu ro pean

banks in debt mar kets. Over all, spreads on se cu ri ties is sued by Por tu guese banks ac com pa nied de -

vel op ments in debt se cu ri ties of other Eu ro pean banks (Chart 4.4.6 and 4.4.7), al though the avail able

in for ma tion for a wider sam ple of se cu ri ties sug gests that the risk pre mium un der ly ing is sues of Por tu -

guese banks may have de clined slightly more, es pe cially in se cu ri ties with out sub or di na tion clauses
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Chart 4.4.1

STOCK PRICE INDICES OF THE BANKING SECTOR
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Chart 4.4.2
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Chart 4.4.3

DEVELOPMENTS IN THE STOCK PRICES OF
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Chart 4.4.4

PRICE-TO-EARNINGS RATIO OF THE BANKING
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(Ta ble 4.4.1). This be hav iour ob served in the euro area re flects a cer tain re ver sal vis-à-vis the down -

ward trend seen since early 2003. The re duc tion of the risk pre mium im plied in the fi nanc ing cost of

Portuguese banks is likely to reflect, inter alia, the overall favourable profitability developments in

these institutions in the past few years. 
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Chart 4.4.5

SPREADS BETWEEN SUBORDINATED

SECURITIES ISSUED BY EUROPEAN BANKS
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Chart 4.4.6
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Chart 4.4.7
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Table 4.4.1

SPREADS OF FIXED-RATE SECURITIES ISSUED BY EUROPEAN BANKS (a)

Subordinated

(Y/N)

Maturity Bloomberg

Composite

Rating (b)

Spread 

31 Dec. 2006

(p.p.)

Change since

31 Dec. 2005

(p.p.)

Change

between the

maximum and

31 Dec. 2006 (c)

BANCO DE SABADELL SA N 15 Jun. 2015 AAA 0.28 0.06 -0.03

BANCO DE SABADELL SA N 26 Jan. 2011 AAA 0.19 0.05 -0.07

BANCO DE SABADELL SA N 29 Abr. 2013 AAA 0.24 0.07 -0.11

BANK OF IRELAND MTGE BNK N 22 Sep. 2009 AAA 0.16 0.02 -0.05

BANCO SANTANDER CENT-HIS N 08 Jul. 2013 AAA 0.19 0.07 -0.05

BANESTO SA N 27 Jan. 2015 AA+ 0.26 0.07 -0.05

BANESTO SA N 16 Sep. 2014 AA+ 0.24 0.05 -0.04

BANCO ESPANOL DE CREDITO N 23 Feb. 2011 AA+ 0.19 0.05 -0.08

BANESTO SA N 12 May 2010 AA+ 0.16 0.04 -0.08

BANCO SANTANDER CENT-HIS N 07 Feb. 2012 AA+ 0.21 0.07 -0.02

BANCO SANTANDER CENT-HIS N 29 Jul. 2016 AA+ 0.29 0.07 -0.03

BANCO SANTANDER CENT-HIS N 15 Mar. 2009 AA+ 0.23 0.01 -0.17

BANCO SANTANDER CENT-HIS N 19 Dec. 2008 AA+ 0.16 0.03 -0.13

BANCO SANTANDER CENT-HIS N 10 Sep. 2010 AA+ 0.15 -0.02 -0.15

CAIXA GERAL DE DEPOSITOS N 18 Jun. 2008 AA- 0.27 0.01 -0.35

BANESTO ISSUANCES LTD N 29 Jul. 2007 AA- 0.13 -0.15 -1.03

BBV INT’L FIN (CAYMAN) N 24 Dec. 2009 A+ 0.42 0.05 -0.24

BANK OF IRELAND N 22 Oct. 2010 A+ 0.34 -0.02 -0.27

BCP FINANCE BANK LTD N 31 Aug. 2007 A 0.20 -0.09 -1.13

SNS BANK NEDERLAND N 05 Nov. 2007 A 0.36 0.08 -0.69

SNS BANK NEDERLAND N 14 Feb. 2008 A 0.27 0.00 -0.73

BCP FINANCE BANK LTD N 31 Mar. 2024 A 0.68 -0.14 -0.62

BCP FINANCE BANK LTD N 22 Dec. 2008 A 0.33 -0.05 -0.32

BES FINANCE LTD N 25 Mar. 2010 A 0.40 0.04 -0.41

SNS BANK NEDERLAND N 28 May 2014 A 1.96 -0.13 -0.80

SNS BANK NEDERLAND N 12 Nov. 2014 A 0.38 0.24 -0.27

SNS BANK NEDERLAND N 01 Dec. 2009 A 0.31 0.03 -0.05

BANCO POP VERONA NOVARA N 21 Jan. 2009 A 0.33 0.05 -0.05

BANCO BPI SA CAYMAN N 31 Aug.  2007 A- 0.20 -0.09 -1.13

EUROHYPO SA DUBLIN N 12 Mar. 2009 A- 0.34 0.00 -0.53

BES FINANCE LTD N 12 Feb. 2009 A- 0.35 -0.05 -0.30

BANCO SANTANDER CENT-HIS N 12 Mar. 2006 NR 0.43 0.37 -0.08

ING BANK NV Y 15 Jun. 2010 AA- 0.25 0.07 -0.66

BBV INTL FINANCE LTD Y 25 Feb. 2010 A+ 0.18 -0.10 -1.58

ABN AMRO BANK NV Y 28 Jun. 2010 A+ 0.31 0.15 -0.80

SANTANDER CENT HISP ISSU Y 05 Jul. 2010 A+ 0.34 0.13 -2.25

SANTANDER CENT HISP ISSU Y 14 Mar. 2011 A+ 0.37 0.12 -2.16

POPULAR CAPITAL SA Y 29 Oct. 2049 A+ 1.83 -0.35 -0.40

BANCO INTERCONTINENTAL Y 29 May 2008 A+ 1.20 0.32 0.00

BANKINTER SA Y 18 Dec. 2012 A+ 0.53 0.04 -0.38

BANKINTER SA Y 18 Dec. 2028 A+ 0.51 0.08 -0.55

BANCO INTERCONTINENTAL Y 16 Jun. 2007 A+ 0.24 -0.05 -0.77

CAIXA GERAL DEPOSIT FIN Y 12 Oct. 2009 A 0.37 0.07 -0.71

BANK OF IRELAND Y 10 Feb. 2010 A 0.30 0.11 -0.62

HYPOVEREINS FINANCE NV Y 12 Mar. 2007 A- 0.46 0.04 -2.56

HYPOVEREINS FINANCE NV Y 25 Feb. 2008 A- 0.38 -0.11 -2.43

BCP FINANCE BANK LTD Y 29 Mar. 2011 A- 0.43 0.03 -1.91

SNS BANK NEDERLAND Y 15 Apr. 2011 A- 0.33 -0.11 -0.66

BES FINANCE LTD Y 17 May 2011 A- 0.45 -0.02 -1.77

SNS BANK NEDERLAND Y 15 Apr. 2011 A- 0.33 -0.11 -0.66

Average 0.39 0.02 -0.62

Sources: Bloomberg and Banco de Por tu gal.
Notes: (a) Sam ple of banks de fined by tak ing into ac count banks whose size is com pa ra ble to that of the Por tu guese banks con sid ered. In ad di tion, the rat ings and ma tu ri ties of bonds
con sid ered in this ta ble are close to those of the Por tu guese banks ana lysed, to en sure the com pa ra bil ity of spreads. (b) Bloomberg Com pos ite - av er age of Moody’s and S&P’s rat ings.(c)
Max i mum ob served since the beginning of 2002.



De vel op ments in the credit risk premia im plied in credit de fault swaps through out 2006 con firm the

over all pos i tive as sess ment by fi nan cial mar ket par tic i pants on risks un der ly ing Por tu guese bank ing

busi ness (Chart 4.4.8). In the euro area, these premia de clined in a sus tain able man ner through out the 

year, in line with the trend seen since mid-2005. The premia im plied in Por tu guese banks’ se cu ri ties,

which con tinued to be lower than those of most Eu ro pean banks, de clined even more sig nif i cantly over 

the year, sug gest ing that fi nan cial mar ket par tic i pants con sider the credit risk un der ly ing Portuguese

banks’ issues to be quite low. 

In turn, rat ing agen cies also made an over all pos i tive as sess ment of the Por tu guese bank ing sys tem in 

the course of 2006. In March 2006 Stan dard & Poor’s up graded the rat ings given to the Mil len nium

BCP group, fol low ing the an nounce ment of the take over bid on BPI. Si mul ta neously, this agency

placed the rat ings given to BPI un der re view, thereby sig nal ling a pos si ble up grade. In May, rat ings

given to Santander Totta were also pos i tively re viewed by Stan dard & Poor’s and Fitch, as a re sult of

the up grade of the rat ings given to the Santander Cen tral His pano group. In March 2007, Stan dard &

Poor’s fur ther up graded the rat ings given to Santander Totta and re viewed pos i tively the rat ings given

to BES. This lat ter change oc curred on the grounds of a re in force ment of the cap i tal base of this fi nan -

cial group, as well as of the strength en ing of its com pet i tive po si tion and the im prove ment of the qual ity 

of its as sets. In ad di tion, this rat ing agency at trib uted a pos i tive out look to the Mil len nium BCP group,

due to the im proved per for mance of this fi nan cial group and to its grow ing geo graph ical di ver si fi ca tion.

In April 2007 Moody’s re vised the meth od ol o gies used in rat ing anal y sis,15 which re sulted in a pos i tive

re view of the rat ings of var i ous Por tu guese banks (CGD, Mil len nium BCP, Montepio Geral, BES, BPI,

Santander Totta, BANIF, BPN). In May 2007, in the wake of the re vi sion of the outlook for the

Portuguese Republic from negative to stable, Fitch revised positively the outlook for CGD.
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Chart 4.4.8

CREDIT DEFAULT SWAPS OF PORTUGUESE
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(15)  This new methodology incorporates the potential financial support by other entities, which may contribute to reduce the risk associated with the debt of
banking institutions. Hence, this change intends to clearly distinguish the risk for each financial institution, after considering all external support possibilities,
contrary to the Bank Financial Strength Rating, also of the responsibility of Moody’s, which assesses the bank’s intrinsic safety and stability, excluding
external credit and support risk elements.



Im pact of de vel op ments in cap i tal mar kets on Por tu guese banks

In 2006, the port fo lio of se cu ri ties and fi nan cial in vest ments of banks showed a very pos i tive be hav -

iour, in line with the over all fa vour able de vel op ments in fi nan cial mar kets, hav ing re corded a growth

rate close to 15 per cent.16 How ever, the con tri bu tion of the bank ing sec tor’s se cu ri ties port fo lio for the

bank ing sec tor’s prof its was lower than in 2005, both in ab so lute terms and as per cent age of gross in -

come. Gains from fees as so ci ated with fi nan cial op er a tions evolved pos i tively in 2006, es sen tially due

to the con tri bu tion of fees charged for the trad ing of listed se cu ri ties. Pen sion funds of bank em ploy ees 

also bene fited from the fa vour able de vel op ments in fi nan cial markets, which contributed to an

improvement in their coverage ratios. 

In ac cor dance with the In ter na tional Ac count ing Stan dards (IAS), the port fo lio of se cu ri ties of banks is

bro ken down into var i ous items tak ing into ac count the pur pose for which these se cu ri ties are held. In

this con text, the port fo lio of se cu ri ties en com passes fi nan cial as sets at fair value through profit and

loss, fi nan cial as sets avail able for sale, held-to-ma tu rity in vest ments and in vest ments in sub sid iar ies.

In ad di tion, de riv a tive in stru ments, pre vi ously con sid ered to be off-bal ance-sheet items, started to be

in cluded in the bal ance sheet of fi nan cial in sti tu tions. De riv a tives held for trad ing pur poses are dis tin -

guished from hedg ing de riv a tives. The lat ter are ex plic itly tar geted at cov er ing spe cific risks as sumed

by banks in the ex er cise of its busi ness ac tiv ity. The adop tion of these ac count ing rules in 2005 implied

that most of the securities held by banks began to be measured at fair value. 

In 2006, the value of the main items of the port fo lio of se cu ri ties of banks in creased mark edly, ex cept

for the port fo lio of held-to-ma tu rity in vest ments (Chart 4.4.9). How ever, this item, which mainly in -

cludes gov ern ment debt se cu ri ties of non-res i dent is su ers, has a very low weight in the port fo lio of se -

cu ri ties of banks (around 2 per cent). Fi nan cial as sets mea sured at fair value through profit and loss

(ex clud ing de riv a tives), which ac count for nearly 40 per cent of the port fo lio of se cu ri ties of banks, grew 
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Chart 4.4.9

PORTFOLIO OF FINANCIAL ASSETS OF

PORTUGUESE BANKS ACCORDING TO THE IAS
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(16) In this section the portfolio of securities and financial investments includes financial assets at fair value through profit and loss including trading derivatives
(net of financial liabilities held for trading purposes), financial assets available for sale, held-to-maturity investments, investments in subsidiaries and
hedging derivatives.



by around 10 per cent. This portfolio, which chiefly includes debt securities, made a positive contribu-

tion to banks profits, albeit to a lesser extent than in the previous year (Chart 4.4.10). In turn, the portfo-

lio of financial assets available for sale, where most of shares and other capital instruments held by

banks are included, grew by almost 30 per cent in 2006. Developments in this portfolio, which repre-

sents the main share of the portfolio of securities held by Portuguese banks, also made a favourable

contribution to banking system’s profits, albeit to a lesser extent than in 2005. Since unrealised gains

and losses on these financial assets available for sale are recorded under reserves in equity, unlike

what is done for financial assets assessed fair value through profit and loss, this positive impact on the

banking system’s profits resulted from gains on sales in this portfolio of securities.

Investments in subsidiaries, which can also be considered as financial assets held by banks, recorded

a quite positive growth in 2006, and originated the main share of income from financial operations of

the Portuguese banking system. This income is largely associated with one-off gains in the context of a

restructuring of financial participations in insurance corporations by one of the major domestic banking

groups. However, even excluding the impact of this restructuring, profits from investments in subsidiar-

ies account for an important part of banks profits from financial operations and investments.

In turn, profits from exchange rate differences underwent a rather positive change in 2006. These prof-

its reflect exchange rate changes in several items of the assets and liabilities of banks, and it is not

possible to match them directly with the items comprising the portfolio of securities.

Although overall favourable developments in financial markets contributed positively to banking sys-

tem’s profits, income from trading and hedging derivatives was very negative. In fact, when derivatives

are taken into account, it can be seen that profits from the portfolio of financial assets of banks de-

creased from the previous year. This suggests that banks may be using derivative instruments in order

to cover a significant part of the risks underlying the performance of their activities. In fact, the imple-

mentation of the IAS as from 2005 brought about a greater exposure of banks to market fluctuations,

given that a substantial part of assets started to be valued at fair value. Thus, the negative trend of in-

come from financial operations in 2006, in a context of significant valuations in financial markets, may
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Chart 4.4.10

INCOME FROM FINANCIAL OPERATIONS OF
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be a re flec tion of a strat egy to re duce the sen si tiv ity of profits to swings in financial asset prices, by

taking positions in derivative instruments. 

As pre vi ously men tioned, with the im ple men ta tion of the IAS the port fo lios of se cu ri ties and other fi -

nan cial as sets of banks started to be clas si fied ac cord ing to the pur pose of hold ing those se cu ri ties,

given that these pur poses may have dif fer ent im pacts on the profit and loss ac count and on the re -

serves in eq uity. How ever, from the per spec tive of mar ket risk as sess ment, it is use ful to ana lyse these 

port fo lios also based on a clas si fi ca tion cri te rion ac cord ing to the or i gin of risk. In this sense, fi nan cial

as sets held by banks were re grouped ac cord ing to their main risk source, with a dis tinc tion among in -

ter est rate risk, cap i tal mar ket risk, ex change rate risk and risk as so ci ated with in vest ments in sub sid -

iar ies. Around 3 per cent of as sets are not li a ble of be ing clas si fied in any of these items and, as a

consequence, a residual item was defined for them. 

Ac cord ing to this clas si fi ca tion, the main risk source for the port fo lio of se cu ri ties and fi nan cial in vest -

ments of banks re lates to in ter est rate risk, which af fects around two thirds of the port fo lio (Chart

4.4.11). The pre dom i nance of in ter est rate risk re flects the weight of bonds and other notes in the debt

se cu ri ties port fo lio of banks. In ter est rate risk-sen si tive as sets in creased by around 12 per cent in

2006, in spite of the neg a tive ef fect on the val u a tion of bonds re sult ing from the rise in short and

long-term in ter est rates. The port fo lio com po nent that is sen si tive to changes in cap i tal mar ket prices,

ac count ing for around 20 per cent of the port fo lio of banks, rose re mark ably in 2006 (more than 50 per

cent). This is likely to re flect the very pos i tive trend of stock mar kets at the na tional and in ter na tional

level (see Ta ble 2.1.1 in “Chap ter 2 Mac ro eco nomic and Fi nan cial Risks”). The net po si tion in shares

as so ci ated with trad ing port fo lios (in clud ing de riv a tive po si tions) also in creased in 2006, from 1.3 to

2.7 per cent of own funds, al though its mag ni tude con tinued to be rather low com pared with other Eu ro -

pean coun tries. In turn, the part of the port fo lio af fected by ex change rate risks is neg li gi ble in the to tal

port fo lio and re corded a neg a tive change in 2006. How ever, ex change rate risk is also likely to af fect

those port fo lios in which the in ter est rate risk and the eq uity risk pre dom i nate, since these port fo lios in -

clude some se cu ri ties de nom i nated in for eign cur rency. Fi nally, the port fo lio of in vest ments in sub sid -
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Chart 4.4.11
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iar ies also evolved pos i tively, which is likely to reflect the valuation of some financial participations,

assessed at market value, in line with the strong rise in stock prices. 

It should be taken into con sid er ation that the banks’ port fo lio of se cu ri ties and fi nan cial in vest ments as

a whole in cludes as sets that are re corded dif fer ently in the profit and loss ac count. In fact, un real ised

gains and losses on some as sets are ac counted against profit and loss ac counts, while un real ised

gains and losses on other as sets – namely in the port fo lio of as sets avail able for sale, which in cludes

most of the shares held by banks – are re corded against re serves in eq uity, be ing re flected in the profit

and loss ac count only at the mo ment of sale (or in case of im pair ment). This fact con di tions the anal y -

sis of the con tri bu tions of each of the above-men tioned risk fac tors to bank ing sys tem’s prof its, in so far

as these may not be con tem po ra ne ously reflected in the profit or loss for the year.

Against this back ground, the main con tri bu tion was as so ci ated with prof its from in vest ments in sub sid -

iar ies, which, as al ready dis cussed, partly re sulted from the re struc tur ing of the fi nan cial participations

of one bank ing group (Chart 4.4.12). The sec ond most im por tant con tri bu tion to bank prof its was as so -

ci ated with gains on shares. How ever, given that most of the shares held by banks are part of the port -

fo lio of as sets avail able for sale, the profit and loss ac count should not be sig nif i cantly af fected by

changes in the val u a tion of shares, since these changes should be re flected as re serves in cap i tal. In

this vein, the pos i tive con tri bu tion of shares to prof its is likely to re flect the sale of these as sets, in line

with the above dis cus sion. In come as so ci ated with ex change rate risks also made a pos i tive con tri bu -

tion to banks prof its, and rose sig nif i cantly from the pre vi ous year. These de vel op ments were out lined

by a sub stan tial ap pre ci a tion of the euro against the US dol lar and the Jap a nese yen in the course of

the year. Fi nally, prof its as so ci ated with in ter est rate risk-sen si tive se cu ri ties fol lowed a down ward

trend in 2006. The neg a tive con tri bu tion of this item to prof its mainly re flects losses re corded in in ter est 

rate de riv a tives.17 In fact, as al ready men tioned, an im por tant part of the over all pos i tive re sults of

banks as re gards their port fo lio of se cu ri ties and fi nan cial in vest ments is partly cancelled by losses on

de riv a tives (Chart 4.4.13). As said, these de riv a tive in stru ments al low banks to be come less sen si tive

Financial Stability Report 2006 | Banco de Por tu gal

Banking System | Chap ter 4

87

Chart 4.4.12
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Chart 4.4.13
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(17) Hedging derivatives for interest rate risk are not intended to only cover potential losses stemming from interest rate changes in the portfolios of securities of
banks, but also potential losses on lending and deposit operations in banks’ financial intermediation activities.



to substantial fluctuations in the value of financial assets, which may avoid losses in years of less

positive developments in financial markets.

An in creas ingly im por tant part of bank prof its co mes from fees and com mis sions. Al though most of

these prof its are as so ci ated with fees charged for fi nan cial in ter me di a tion op er a tions, in par tic u lar

credit grant ing, in come from fees as so ci ated with other fi nan cial op er a tions is also an im por tant source 

of prof its for banks. In come from this type of fee tends to move sig nif i cantly with the per for mance and

ac tiv ity in fi nan cial mar kets. Hence, the buoy ancy in fi nan cial mar kets in 2006 ap pears to have con trib -

uted pos i tively to gains on fees in fi nan cial op er a tions, which re corded a very pos i tive change (Chart

4.4.14). The main con tri bu tion to these de vel op ments was as so ci ated with the pur chase and sale of

se cu ri ties on be half of third par ties, which re corded a growth rate of above 40 per cent. These fees

mainly re late to fees charged in the pur chase and sale of listed shares, partly re flect ing the high turn -

over seen in the Por tu guese stock mar ket. Fees as so ci ated with mu tual fund op er a tions, such as fees

re gard ing the man age ment, is su ance and re demp tion of in vest ment fund units, also evolved rather

pos i tively. In ef fect, mu tual fund man age ment fees rep re sent the main share of fees as so ci ated with fi -

nan cial op er a tions, hav ing grown by over 10 per cent, which seems to have re flected an in crease in the 

vol ume man aged by these funds. In turn, fees charged by re demp tions of mu tual fund units also rose

sig nif i cantly, sug gest ing that the vol ume of re demp tions in creased from the pre vi ous year (see “Sec -

tion 4.5 Li quid ity risk”). Fi nally, op er a tion set-up fees declined in 2006, despite the significant volume of 

mergers and acquisitions and the revival of the privatisation programme. 

In 2006 the per for mance of pen sion funds of bank em ploy ees was very pos i tive, largely re flect ing the

pos i tive de vel op ments in fi nan cial mar kets. In fact, the cov er age of these funds showed rel a tively high

val ues, coun ter ing those seen since the be gin ning of the de cade (Ta ble 4.4.2). On the one hand, the

strong mar ket buoy ancy al lowed net in come from pen sion funds to grow by around 50 per cent. Since

the net yield of these funds was much higher than that es ti mated, con tri bu tions paid to pen sion funds
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Chart 4.4.14
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by banks were not as high as those seen in the pre vi ous year.18 On the other hand, given that with the

im ple men ta tion of the IAS the dis count rate used in the cal cu la tion of the cur rent value of li a bil i ties

started to be as so ci ated with long-term bond yields, the rise in these yields in 2006 implied a decrease

in the value of funds’ liabilities. 

The fa vour able de vel op ments in fi nan cial mar kets were rather im por tant for the pos i tive per for mance

of pen sion funds in 2006. How ever, these de vel op ments also show that the over all sit u a tion of pen sion

funds can be quite con di tioned by the per for mance of fi nan cial mar kets. In ef fect, the IMF Fi nan cial

Sta bil ity As sess ment Pro gram for the Por tu guese fi nan cial sys tem con cluded that the pen sion funds of 

bank em ploy ees could be se verely af fected by abrupt drops in stock mar ket prices (al though the di rect

ef fect on the banks’ own port fo lio was of a rather low mag ni tude), as well as by sub stan tial de clines in

in ter est rates in lon ger ma tu ri ties (see “Box 4.1 Results of the Portuguese banking system stress

testing exercise”). How ever, the re sults of this stress test ing ex er cise showed that, even with very ad -
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Table 4.4.2

PENSION FUNDS - BANKING SYSTEM

EUR millions

2002 2003 2004 2005 2006

Annual increase in liabilities

Actuarial gains and losses 784 264 635 1 203 -320

of which:

Actuarial gains and losses arising from differences between assumptions and

realised values 763 87 -26 -91 -247

Actuarial gains and losses arising from changes in assumptions and, where

applicable, in the plans’ conditions 22 177 660 1 294 -72

Increase in liabilities arising from early retirement programmes 235 242 369 242 212

Annual increase in liabilities 1 225 709 1 195 1 673 175

Liabilities

Total liabilities 9 371 10 328 9 236 12 227 13 309

Minimum level of liabilities to be covered 9 029 10 003 8 979 11 559 12 454

Pension fund

Pension fund value at the beginning of the year 7 878 8 743 9 818 8 560 11 424

Net income of the fund -309 757 680 839 1 240

Contributions to the fund 1 640 816 1 107 2 328 975

Contributions made by the beneficiaries 40 42 43 44 49

Retirement pensions paid by the fund 454 498 533 521 560

Survivors pensions paid by the fund 21 23 20 26 28

Changes in the value of the fund resulting from termination 0 0 0 0 0

Other net changes -42 -18 -2 430 200 290

Pension fund value at the end of the year 8 732 9 819 8 664 11 424 13 388

Coverage of the fund (pension fund value at the end of the year 

- Minimum liability level to be covered) -297 -184 -315 -135 934

Other coverage 146 199 231 420 421

Coverage of the fund (pension fund value at the end of the year

 (incl. other coverage) - Minimum liability level to be covered) -151 15 -84 285 1 355

Source: Banco de Por tu gal.

(18) In 2005 the implementation of the IAS had resulted in a rather substantial increase in the liabilities of pension funds of bank employees, requiring a strong
increase in contributions paid to the fund. This increase in liabilities resulted from the decrease in the discount rates used in the calculation of liabilities to
values close to long-term interest rates and from the revision of mortality tables used in these calculations. In addition, post-employment medical care and
death grants started to be included in pension fund liabilities.



verse de vel op ments in the risk fac tors un der ly ing ex po sure to shares and fixed-in come securities,

Portuguese banks would be able to uphold adequate solvency levels.

4.5 Liquidity risk 

Fi nanc ing of the bank ing sys tem

In 2006, the fi nanc ing struc ture of Por tu guese banks re mained broadly un changed com pared with the

pre vi ous years (Charts 4.5.1 and 4.5.2). Re sources from cus tom ers re corded a 5 per cent growth rate,

up from 4.5 per cent in 2005. This ag gre gate, mainly com posed of bank de pos its from cus tom ers, rep -

re sents the main fi nanc ing source of banks’ lend ing ac tiv ity, al though its rel a tive im por tance con tinued

to de cline in 2006, in fa vour of fi nanc ing in the cap i tal mar ket. On the one hand, the rel a tive weight of fi -

nanc ing in the in ter bank mar ket (in clud ing cen tral banks) de creased in net terms; on the other hand,

debt se cu ri ties in creased its weight in the fi nanc ing struc ture. De vel op ments in net in ter bank fi nanc ing

of the to tal bank ing sys tem were due to a sharp de cline in bor row ing from cen tral banks by non-do mes -

tic banks (see “Sec tion 4.2 Activity and profitability”). Fo cus ing this anal y sis strictly on do mes tic in sti tu -

tions, it can be seen that the in crease in li a bil i ties to credit in sti tu tions abroad re sulted in an in crease in

net in ter bank fi nanc ing, al though the re spec tive net po si tion was close to zero at end-2006 (Chart

4.5.2 and Ta ble 4.5.1). The pace of new se curi ti sa tion trans ac tions re mained broadly un changed from

the pre vi ous year, and its con tri bu tion to the fi nanc ing of credit granted by the bank ing sys tem

remained virtually unchanged for the banking system as a whole, having increased slightly for

domestic institutions. 
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Chart 4.5.1
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Chart 4.5.2
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Re sources from cus tom ers, as far as their sta bil ity and com po si tion are con cerned, should be ana -

lysed with par tic u lar care, given their weight in the fi nanc ing struc ture and the fact that they are an im -

por tant source of rev e nue for banks. In this sense, in for ma tion from Mon e tary and Fi nan cial Sta tis tics19

and from the In ter na tional In vest ment Po si tion makes pos si ble the anal y sis of de vel op ments in de pos -

its made by res i dents (in clud ing em i grants) re gard less of the re gio n in which they are sit u ated  (ei ther

in Por tu gal or abroad). These de pos its are the most nat u ral fi nanc ing ba sis of Por tu guese re tail banks,

which are largely based on the do mes tic mar ket (Chart 4.5.3). In turn, de pos its made by non-res i dents

in the na tional ter ri tory are typ i cally trans ac tions of whole sale mar kets, in which do mes tic banks should 

not have size able mar ket power. The bal ances on these de pos its are more vol a tile and tend to be con -

cen trated in a more re duced num ber of de pos i tors. These de pos i tors are usu ally highly sen si tive to the 

re mu ner a tion of fered, and may in clude non-bank in ves tors who in vest funds at money mar ket rates. In
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Table 4.5.1

POSITION OF THE PORTUGUESE BANKS VIS-À-VIS OTHER CREDIT INSTITUTIONS AND CENTRAL BANKS

EUR millions Rate of change

 (in percentage)

Banking system Dec-2004 Dec-2005 Dec-2006 2005 2006

Net resources from other credit institutions 4 260 7 974 6 284 87.2 -21.2

Cash and claims on central banks 7 555 6 205 6 906 -17.9 11.3

In the country 7 042 5 657 6 256

Abroad  513  548  651 6.7 18.8

Claims and investment in other credit institutions 25 041 30 876 31 490 23.3 2.0

In the country n.a. 5 748 5 773

Abroad n.a. 25 127 25 718 2.3

Resources from central banks 3 542 6 215 1 739 75.5 -72.0

In the country 3 233 5 464  8

Abroad  309  751 1 731 142.9 130.6

Resources from other credit institutions 33 315 38 840 42 941 16.6 10.6

In the country n.a. 5 384 4 078

Abroad n.a. 33 457 38 863 16.2

Domestic banks Dec-2004 Dec-2005 Dec-2006 2005 2006

Net resources from other credit institutions -2 823 -3 036 - 290 - -

Cash and claims on central banks 6 955 5 548 6 200 -20.2 11.8

In the country 6 456 5 022 5 576

Abroad  499  526  624 5.4 18.8

Claims and investment in other credit institutions 21 629 25 780 27 085 19.2 5.1

In the country n.a. 4 795 4 709

Abroad n.a. 20 985 22 376 6.6

Resources from central banks 1 010  851 1 736 -15.8 104.1

In the country  699  110  8

Abroad  311  740 1 728 138.0 133.4

Resources from other credit institutions 24 751 27 441 31 258 10.9 13.9

In the country n.a. 4 610 3 570

Abroad n.a. 22 833 27 688 21.3

Source: Banco de Por tu gal.
Note: n.a. - Not avail able.

(19) Information on Monetary and Financial Statistics of the Banco de Portugal concerns a broader group of banking institutions than that considered in the
remainder of this section, which focuses only on the group of institutions that adopted the International Accounting Standards or the Adjusted Accounting
Standards in 2005 and 2006.   



2006, as in the pre vi ous year, the share of de pos its in Por tu gal by non-res i dents made a very low con -

tri bu tion to de posit growth, in con trast to the pe riod be tween 2003 and 2004, in which the con tri bu tion

from non-res i dents’ de pos its was par tic u larly high given their weight in terms of the re spec tive bal -

ances. This is con sis tent with the idea that these de pos its are close sub sti tutes for fi nanc ing in the

money mar ket. With re gard to res i dents’ de pos its, house holds (in clud ing em i grants) ac counted for the

high est share, by con trast with the pre vi ous year, in which growth in de pos its of non-fi nan cial cor po ra -

tions was con sid er ably higher. This con trib uted fa vour ably to the sta bil ity of re sources from cus tom ers

as, on the one hand, house hold de pos its tend to be smaller and to be held by a larger number of

depositors and, on the other hand, household deposits tend to show relatively longer actual maturities,

even in the case of short-term contractual maturities.

Over the past few years, the de creas ing rel e vance of re sources from cus tom ers as a fi nanc ing source

of banks has been as so ci ated with the fall in the house holds’ sav ings rate, the main te nance of in ter est

rates at low levels, and also with banks’ strat e gies. In fact, banks have been try ing to of fer their cus tom -

ers in vest ment op por tu ni ties that are an al ter na tive to tra di tional de pos its, namely in vest ment funds

and other struc tured prod ucts, which prof it abil ity is partly re lated to price de vel op ments in the fi nan cial

mar kets. These al ter na tive prod ucts bring ben e fits to the bank ing ac tiv ity, as they con trib ute to a lon ger 

per ma nence of funds in vested by cus tom ers, due to con trac tual con di tions of fer ing higher yields for

lon ger in vest ment ma tu ri ties, and give rise to an in crease in rev e nue from com mis sions and port fo lio

man age ment fees (see “Sec tion 4.4 Market risk”). How ever, in con trast to de vel op ments seen since

2001, net sub scrip tions of mu tual funds do mi ciled in Por tu gal were neg a tive in 2006. These con cern

mainly funds with lower prof it abil ity and risk, such as money mar ket, cash and bonds funds, whose

yields have re mained rel a tively low (Chart 4.5.4). Nev er the less, Spe cial In vest ment Funds at tracted

high sub scrip tion amounts like in 2005. There are sev eral fac tors be hind the in creased im por tance of

this type of funds. On the one hand, al though some of these funds do not of fer guar an teed cap i tal, they

pro vide both pro tec tion of the cap i tal and po ten tially high prof its in me dium-term in vest ments, at tract -

ing in ves tors more ad verse to risk in a con text of low in ter est rates. On the other hand, some of these

funds of fer the pos si bil ity of risk di ver si fi ca tion, by in vest ing in as sets which prof it abil ity is less cor re -

lated with the prof it abil ity of the tra di tional fi nan cial mar kets, namely real es tate and other non-fi nan cial 
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Chart 4.5.3

DEPOSITS FROM THE NON MONETARY SECTOR
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assets. In addition, the supply and diversity of these funds increased significantly, resulting from a

more competitive behaviour of mutual fund management entities.

The strong expansion of credit granted by the banking system, together with a relatively subdued

growth in resources from customers, has been accommodated through an increase in its market fi-

nancing, mainly through securities issuance (Chart 4.5.5). The recourse to market financing has been

favoured by the participation of Portugal in the euro area, which led to the elimination of foreign ex-
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Chart 4.5.4
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Chart 4.5.5
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change risk in the fi nanc ing in euro, by glob ally fa vour able fi nanc ing con di tions in in ter na tional debt

mar kets and, in gen eral, by the in creas ing fi nan cial in te gra tion of the Por tu guese econ omy, cre at ing a

broad mar ket for the is su ance of these in stru ments. How ever, it should be noted that the grow ing re -

course to this type of fi nanc ing in creases the ex po sure of banks to shifts in fi nan cial mar ket sen ti ment,

as changes in fi nanc ing con di tions in these mar kets are re flected in both the cost and avail abil ity of

funds for re fi nanc ing the com po nents with shorter re sid ual ma tu ri ties (see “Chap ter 2 Mac ro eco nomic

and fi nan cial risks“). Against this back ground, debt se cu ri ties and in ter bank li a bil i ties with a re sid ual

ma tu rity of over 1 year have been in creas ing, ac count ing for around 65 per cent of this type of fi nanc -

ing in 2006, thus allowing banks to limit their exposure to sudden shifts in market sentiment (Charts

4.5.6 and 4.5.7).

A sig nif i cant part of fi nanc ing through se cu ri ties is su ance is ob tained through branches and sub sid iar -

ies abroad of Por tu guese bank ing groups. In 2006 this type of is su ance de clined sig nif i cantly, by con -

trast with the growth trend ob served in the past few years (Chart 4.5.8). Net is su ance, es ti mated as the

dif fer ence be tween gross is su ance and the out stand ing amount of bonds with a re sid ual ma tu rity of up

to 1 year at the end of the pre vi ous year, also de clined. The large ma jor ity of bond is su ance through

branches and sub sid iar ies abroad was con cen trated in ma tu ri ties be tween 2 and 5 years, by con trast

with what was seen in the past few years, in which lon ger ma tu ri ties were pre ferred. How ever, al though 

the share of debt with a re sid ual ma tu rity above 5 years has de clined, around 80 per cent of to tal bonds 

is sued through branches and sub sid iar ies abroad had a re sid ual ma tu rity of over 1 year at end-2006

(Chart 4.5.9). Debt is su ance con tin ues to be mainly at a vari able rate, in or der to ad just fund ing costs

to as set prof it abil ity, as most credit continued to be contracted at variable interest rates (Table 4.5.2). 

In 2006, Por tu guese law con cern ing the is su ance of cov ered bonds was re vised, mak ing eas ier for

banks to is sue se cu ri ties backed by mort gages. These mort gages con sti tute au ton o mous wealth af ter

the is su ance, even though they re main in the bal ance sheet of the bank con cerned. This type of is su -

ance en ables banks to ob tain fi nanc ing at lower costs than through other types of se cu ri ties, such as

bond is su ance through the EMTN (Eu ro-Me dium Term Notes) programme, since cov ered bonds have

a lower credit risk pre mium, given the fact that a group of mort gages is as signed to each is su ance, thus 

of fer ing in creased re pay ment guar an tees. For the same rea son, these se cu ri ties have a quite fa vour -

able pru den tial treat ment in terms of sol vency un der the new Com mu nity pru den tial re gime, and are

highly at trac tive fi nan cial in stru ments for banks as in ves tors. At year-end Caixa Geral de Depósitos is -

sued the first set of ten-year cov ered bonds amount ing to EUR 2 bil lions (in te grated in an is su ance

programme of EUR 10 bil lions). Fur ther is su ance of this type of se cu ri ties is ex pected in 2007, which is

likely to imply a decrease in the issuance through branches and subsidiaries abroad.

The re course to se curi ti sa tion trans ac tions has been an ad di tional source of fi nanc ing of Por tu guese

banks. These trans ac tions al low the con ver sion of credit claims re corded in the bal ance sheet into im -

me di ate li quid ity or, if a bank pur chases se cu ri ties re sult ing from a se curi ti sa tion trans ac tion, the con -

ver sion of non-mar ket able as sets into mar ket able as sets. Con sid er ing the to tal value of

se curi ti sa tion,20 Por tu guese banks con tinued to rely on this type of trans ac tions as a form of fi nanc ing,

al beit to a lesser ex tent than in pre vi ous years (Chart 4.5.10). Se curi tised claims are mostly com posed

of mort gage lend ing granted to house holds for house pur chase. In De cem ber 2006 close to 20 per

cent of this type of credit originally granted by banks was securitised. 
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(20) It should be noted that the implementation of the International Accounting Standards (IAS) in 2005 implied a change in the criteria for the derecognition of
assets involved in securitisation transactions. Hence, only where there is a true sale of the securitised asset, i.e. when the sale of the asset and the definitive
transfer of the respective risks occur simultaneously, it should be derecognised on the credit portfolio of banks. Otherwise, assets should remain in the
portfolio of banks. Both derecognised and not derecognised securitised credit provide additional liquidity.
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Chart 4.5.6

STRUCTURE BY RESIDUAL MATURITY OF DEBT
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Source: Banco de Por tu gal.
Notes: Debt se cu ri ties in clude sub or di nated debt and in ter bank li a bil i ties in clude re sources from cen tral banks. The break in the se ries cor re sponds to the change in the ac count ing stan -
dards which im plied a re def i ni tion of the group of bank ing in sti tu tions under analysis.

Chart 4.5.7
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Chart 4.5.8

INTERNATIONAL ISSUES OF BONDS BY

BRANCHES AND SUBSIDIARIES ABROAD OF

PORTUGUESE BANKING GROUPS
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Chart 4.5.9

STRUCTURE BY RESIDUAL MATURITY OF BONDS

ISSUED BY BRANCHES AND SUBSIDIARIES

ABROAD OF PORTUGUESE BANKING GROUPS
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Li quid ity in di ca tors21

As mentioned above, the growth of credit granted by the banking system continued to be higher than

that of resources from customers in 2006. As a consequence, the credit-to-deposits ratio increased,

standing close to 145 per cent for the banking system and around 140 per cent for domestic institutions 

(Chart 4.5.11). This ratio has been recording higher figures for non-domestic institutions, as the latter

tend to concentrate their activity in granting credit rather than in taking deposits. This is due to several

factors. On the one hand, the competition with domestic banks to obtain resources is probably more

difficult, as domestic banks have a wide network of branches that allows them to establish long-term

relationships with their customers. On the other hand, most non-domestic institutions belong to large

banking groups and do not depend on deposits from domestic customers to expand their lending

activity. The credit-to-deposit ratio has been increasing in the past few years in several European
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Table 4.5.2

STRUCTURE OF TOTAL OUTSTANDING AMOUNTS OF BONDS ISSUED BY BRACHES AND SUBSIDIARIES

ABROAD OF PORTUGUESE BANKING GROUPS

By type of rate and residual maturity as at 31 December 2006

As a percentage of the total outstanding amounts

Up to 1 year 1 to 2 years 2 to 5 years 5 to 10 years Over 10 years or

perpetual bonds

Total

Variable rate 14.3 9.2 34.8 8.2 5.6 72.1

Fixed rate and others 1.4 2.3 6.9 8.6 8.7 27.9

Total 15.7 11.5 41.7 16.9 14.3 100.0

Sources: Bloomberg, Thomson Fi nan cial Datastream and Dealogic Bondware.

Chart 4.5.10
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RATIO OF CREDIT TO RESOURCES FROM

CUSTOMERS

Source: Banco de Por tu gal.
Note: The break in the se ries cor re sponds to the change in the ac count ing stan dards
which im plied a re def i ni tion of the group of bank ing in sti tu tions un der analysis.

(21) For a more detailed description of liquidity indicators used in this section see “Box 4.1 Mon i tor ing the bank ing sys tem’s li quid ity risk”, in the 2004 is sue of the
Financial Stability Report of Banco de Por tu gal. 212121212121212121212121212121212121212121



countries. This evolution was possible in part because of the increasing financial integration, which

provides other forms of financing to banking institutions. In 2005, Portugal was among the euro area

countries recording the highest figures in this indicator (Chart 4.5.12). However, it should be stressed

that the analysis of this indicator is limited by changes in the form of financing of the banking system,

namely in the way how banks attract savings from their customers through the issuance of debt

securities that are subsequently placed with these customers. Taking this into consideration, it is

possible to construct an indicator with a broader concept of resources from customers, which includes

debt securities issued by banks and placed with customers (Chart 4.5.13). This broad liquidity

indicator also increased in 2006, albeit to a lesser extent, as investment in this type of debt securities

rose significantly. The distribution of the credit-to-deposit ratio (not adjusted for debt securities issued

by banks and placed with customers) shifted to the right, reflecting an increase in most domestic

institutions (Chart 4.5.14). The increase in this indicator was particularly significant to larger institutions 

with higher credit-to-deposit ratios. 

In 2006, the cov er age ra tio of in ter bank li a bil i ties by highly liq uid as sets (in ter bank as sets and as sets

el i gi ble for mon e tary pol icy op er a tions) in creased slightly for the bank ing sys tem and de clined in the

group of do mes tic in sti tu tions (Chart 4.5.15). Al though in ter bank as sets and se cu ri ties el i gi ble as col -

lat eral for mon e tary pol icy op er a tions have evolved pos i tively in the group of do mes tic in sti tu tions, the

in crease in fi nanc ing in the in ter bank money mar ket was stron ger, as men tioned above, re sult ing in a

de te ri o ra tion of this li quid ity in di ca tor. As in pre vi ous years, the cov er age ra tio of in ter bank li a bil i ties by

highly liq uid as sets of do mes tic in sti tu tions con tinued to re cord a bi-modal dis tri bu tion (Chart 4.5.16).

The de crease in the cov er age ra tio was as so ci ated with a shift to the left of the dis tri bu tion of this in di -

ca tor, al though it was concentrated in a reduction of the coverage ratio of two institutions at the

extreme ends of the distribution.

The anal y sis of li quid ity gaps pro vides a fur ther con tri bu tion to the char ac teri sa tion of the Por tu guese

banks’ li quid ity po si tion, as it takes into ac count the struc ture of short-term as sets and li a bil i ties bro ken

down by re sid ual ma tu rity. It is there fore pos si ble to as sess the li quid ity po si tion of a bank through the

gap be tween short-term as sets and li a bil i ties. The li quid ity gaps of the bank ing sys tem evolved dif fer -
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Chart 4.5.12

CREDIT-TO-DEPOSIT RATIO
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Chart 4.5.13

RATIO OF CREDIT TO RESOURCES FROM
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Source: Banco de Por tu gal.
Note: The break in the se ries cor re sponds to the change in the ac count ing stan dards
which im plied a re def i ni tion of the group of bank ing in sti tu tions un der analysis.

Chart 4.5.14

CREDIT-TO-DEPOSIT RATIO OF DOMESTIC

INSTITUTIONS

Empirical distribution
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Note: Em pir i cal dis tri bu tion ob tained through re course to non-para met ric meth ods,
namely to a Gaussi an ker nel that weights in sti tu tions by their assets.

Chart 4.5.15
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Chart 4.5.16
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Empirical distribution
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Note: Em pir i cal dis tri bu tion ob tained through re course to non-para met ric meth ods,
namely to a Gaussi an ker nel that weights in sti tu tions by their assets.



ently across the ma tu rity spec trum, hav ing vir tu ally sta bi lised for the up to 1 month ma tu rity and de te ri -

o rated slightly for the re main ing ma tu ri ties (Chart 4.5.17). The gaps for the group of do mes tic in sti tu -

tions moved in line with those of the bank ing sys tem, even though their evo lu tion was slightly more

pro nounced (Chart 4.5.18). The re duc tion in the in di ca tors with ma tu rity up to 1 year re sulted, to a

large ex tent, from a strong in crease in se cu ri ties with a ma tu rity be tween 3 months and 1 year of do -

mes tic in sti tu tions. This is con sis tent with the in crease in the amount out stand ing of bonds is sued

through branches and sub sid iar ies abroad with a re sid ual ma tu rity of up to 1 year. In sum, fol low ing the

im prove ment in 2003 and 2004, the li quid ity gaps of do mes tic in sti tu tions de clined in the past two

years, with the ex cep tion of the up to 1 month ma tu rity in di ca tor, which im proved in 2006. The dis tri bu -

tion of the li quid ity gaps of do mes tic in sti tu tions con sid er ing ma tu ri ties of up to 1 year remained

bi-modal, but recorded some deterioration, which was concentrated mostly in two institutions (Chart

4.5.19).  

All in all, Por tu guese banks have fi nanced the ex pan sion of lend ing through a grow ing re course to fi -

nanc ing in in ter na tional fi nan cial mar kets which, in turn, im plied an in creased ex po sure to changes in

fi nan cial mar ket sen ti ment. This type of changes may re sult in un ex pect edly higher fi nanc ing costs, or

even in dif fi cul ties in ob tain ing re fi nanc ing in a con text of tighter li quid ity con di tions in the mar kets.

Against this back ground, it should be noted that the as sess ment of li quid ity in cluded in the stress-test -

ing ex er cise car ried out for the Por tu guese bank ing sys tem was quite pos i tive, in the con text of the Fi -

nan cial Sta bil ity As sess ment Pro gram con ducted by the IMF in 2006. The gen eral con clu sion from this 

ex er cise was that the ma jor Por tu guese bank ing  groups have in place the in stru ments re quired to deal 

with ex treme mar ket li quid ity con di tions, namely by keep ing in ter bank credit lines and highly liq uid se -

cu ri ties. How ever, in 2006 li quid ity in di ca tors of Por tu guese banks de te ri o rated some what. It is there -

fore cru cial to con tinue to mon i tor the li quid ity po si tion of banks and to re main vig i lant with re gard to the 

ro bust ness of the in ter nal man age ment and con trol sys tems that make it possible for Portuguese

banks to be prepared for a marked reduction in liquidity in their financing markets.
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Chart 4.5.17

LIQUIDITY GAP BY MATURITY LADDER

Banking system

Source: Banco de Por tu gal.
Note: The li quid ity gap is de fined as (liq uid as sets-vol a tile li a bil i ties)/(as sets-liq uid as -
sets)x100 in each re sid ual ma tu rity lad der. The break in the se ries cor re sponds to the
change in the ac count ing stan dards which im plied a re def i ni tion of the group of bank ing
institutions under analysis.
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Chart 4.5.18

LIQUIDITY GAP BY MATURITY LADDER

Domestic banks
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4.6. Credit risk

Gen eral de vel op ments in the ex po sure to the non-fi nan cial pri vate sector

The ex po sure of the Por tu guese bank ing sys tem to credit risk is sig nif i cant and its de vel op ments are

mainly de ter mined by the fi nan cial sit u a tion of the res i dent non-fi nan cial pri vate sec tor. In fact, around

two thirds of the to tal as sets of the bank ing sys tem, on a con sol i dated ba sis, cor re spond to credit to

cus tom ers, and the share cor re spond ing to res i dents in Por tu gal ac counts for 87 per cent of to tal

credit.22

Such ex po sure is also highly con cen trated. On the one hand, a sig nif i cant share of credit granted by

res i dent credit in sti tu tions is as so ci ated with the real es tate sec tor. In fact, around 47 per cent of loans

granted by res i dent credit in sti tu tions to the non-fi nan cial pri vate sec tor were loans for house pur chase 

(mostly owner-oc cu pied hous ing loans). More over, loans to non-fi nan cial cor po ra tions in sec tors of

con struc tion and real es tate ser vices (with sim i lar weights) ac counted as a whole for around 18 per

cent of to tal credit at end-2006 (Chart 4.6.1). The weight of the real es tate sec tor – which since the late

1990s has re corded suc ces sive in creases – sta bi lised in 2006, re flect ing the de celer ation in credit to

house holds for house pur chase and to com pa nies in the con struc tion sec tor, and the main te nance of

the growth pace of credit to com pa nies in real es tate ser vices at a far higher level than that of to tal

non-fi nan cial cor po ra tions (see “Chap ter 3 Fi nan cial Situation of the Non-Financial Private Sector”).

On the other hand, credit to non-fi nan cial cor po ra tions is highly con cen trated in rel a tively few and large 

firms. In fact, at end-2006, 80 per cent of credit ex tended by res i dent credit in sti tu tions to non-fi nan cial

cor po ra tions was granted to com pa nies with to tal debt over €1 mil lion, which ac counted for less than 5
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Chart 4.5.19

LIQUIDITY GAP CONSIDERING MATURITIES OF UP 

TO 1 YEAR OF DOMESTIC INSTITUTIONS

Empirical distribution
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Source: Banco de Por tu gal.
Note: Em pir i cal dis tri bu tion ob tained through re course to non-para met ric meth ods,
namely to a Gaussi an ker nel that weights in sti tu tions by their assets.

(22) However, mention should be made to the increasing importance of the exposure to non-resident non-financial sectors in the past two years, as a reflection of 
activity growth of subsidiaries abroad of several Portuguese banking groups. 



per cent of res i dent com pa nies that re sorted to such credit (Ta ble 4.6.1).23 Half of that amount (i.e.

around 40 per cent of to tal credit granted to this sec tor) cor re sponded to li a bil i ties of around 0.25 per

cent of in debted com pa nies to wards the bank ing sys tem. This con cen tra tion pro file is broadly the

same across the five major Portuguese banking groups.

The high con cen tra tion of the bank ing sys tem’s credit port fo lio in the real es tate sec tor and in large

firms may be a risk el e ment. How ever, sev eral fac tors con trib ute to mit i gate this risk in the case of the

Por tu guese econ omy. In fact, as men tioned above, ex po sure to the real es tate sec tor mainly cor re -

sponds (by nearly three fourths of the to tal) to loans granted to house holds for house pur chase, mostly

owner-oc cu pied hous ing loans. Such loans, as a rule, are collateralised by real as sets, en sur ing a high 

re cov ery rate in the e ven t of de fault; more over, their pur pose is to meet a ba sic need of house holds,

and there fore the prob a bil ity of de fault in this seg ment of the credit mar ket is very low.24 In ad di tion,

avail able data sug gest that, in the case of Por tu gal, real es tate mar ket prices are not over val ued, and

there fore no sig nif i cant cor rec tions in the value of such as sets are ex pected. With re gard to the con -

cen tra tion of credit in large firms, the prob a bil i ties of de fault in gen eral are also low.25 How ever, al -

though the ex pected loss of larger firms is much lower than the av er age, the cu mu la tive ef fect on to tal

losses may be sig nif i cant in the e ven t of de fault in a suf fi ciently high num ber of large loans, re sult ing in

far higher un ex pected losses than in the case of small and me dium en ter prises.26 It should be noted,

how ever, that large Por tu guese com pa nies have re corded very pos i tive prof it abil ity levels over the

past few years. Over all, these com pa nies have taken ad van tage of the fa vour able fi nan cial en vi ron -

ment to con sol i date their bal ance sheets. There fore, over the next few years, par tic u larly se ri ous fi nan -
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Chart 4.6.1

EXPOSURE OF THE BANKING SYSTEM TO THE
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Note: Loans to non-fi nan cial cor po ra tions of the con struc tion and real es tate sec tors and
to house holds for hous ing as a per cent age of to tal loans granted to the non-fi nan cial pri -
vate sec tor (ad justed for se curi ti sa tion operations).

(23) The different figures for 2003 to 2005 included in Tables 4.6.1 and 4.6.3, compared to Table 6.3.1 of the 2005 issue of the Financial Stability Report, reflect a
change in the sample: in the 2005 Report, only liabilities of non-financial corporations to banks were considered, while in this issue debt refers to liabilities to
all resident financial institutions participating in Central de Responsabilidades de Crédito (the Central Credit Register administered by Banco de Portugal). 

(24) See “Box 6.1 Hous ing prices in Por tu gal and mac ro eco nomic fun da men tals: Ev i dence of quantil re gres sion”, Financial Stability Report 2005, Banco de
Por tu gal. 242424242424242424242424

(25) For more details, see the report entitled “Financial sector assessment programme Portugal: banking system stress-testing exercise” (April 2007), Banco de
Portugal Occasional Papers, 1/2007. 24242424242425

(26)  See Antunes, Ribeiro and Antão “The distribution of losses in credit to non-financial firms” in this Report.



cial dis tress is not likely to emerge in larger non-fi nan cial cor po ra tions. Through the anal y sis of the sta -

tis ti cal dis tri bu tion of losses across the port fo lio of loans to non-fi nan cial cor po ra tions (which takes into

ac count the con cen tra tion of credit to firms), it is pos si ble to con clude that, at a high de gree of sta tis ti -

cal con fi dence, the levels of cap i tal in the bank ing sys tem are ad e quate. This con clu sion is valid even

in the event of extreme unfavourable shocks to credit quality, characterised namely by a contraction in

economic activity and a marked rise in interest rates4.

In 2006 de fault ra tios of the bank loan port fo lio granted to the res i dent non-fi nan cial pri vate sec tor re -

mained at low levels, de clin ing com pared with the pre vi ous year (Chart 4.6.2). De vel op ments in this ra -

tio for the five ma jor Por tu guese bank ing groups as a whole con tinued to de ter mine the path of the to tal 
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Table 4.6.1

CONCENTRATION INDICATORS OF LOANS TO NON-FINANCIAL CORPORATIONS

Dec 2003 Dec 2004 Dec 2005 Dec 2006

Large ex po sures (a)

Lower limit (b) (103€) 1 102 1 087 1 135 1 175

Weight of the number of borrowers in the total (%) 4.8 4.8 4.8 4.7

Average balance (103€) 6 830 6 632 6 905 7 285

of which: larger ex po sures (c)

Lower limit (d) (103€) 21 537 20 064 20 139 22 609

Weight of the number of borrowers in the total (%) 0.21 0.24 0.24 0.23

Average balance (103€) 79 152 67 957 67 117 73 814

Re tail ex po sures (e)

Weight of the number of borrowers in the total (%) 95.2 95.2 95.2 95.3

Average balance (103€) 86 84 86 89

Source: Banco de Por tu gal.
Notes: (a) Ex po sures that as a whole ac count for 80 per cent of to tal credit granted by res i dent fi nan cial in sti tu tions to non-fi nan cial cor po ra tions. (b) Lower ex po sure within the large ex -
po sures as a whole, as de fined in (a). (c) Ex po sures that as a whole ac count for 40 per cent of to tal credit granted by res i dent fi nan cial in sti tu tions to non-fi nan cial cor po ra tions. (d) Lower
ex po sure within large ex po sures as a whole, as de fined in (c). (e) Ex po sures be low the lower limit of large ex po sures and that as a whole ac count for 20 per cent of to tal credit granted by
res i dent fi nan cial institutions to non-financial corporations.

Chart 4.6.2
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Chart 4.6.3
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ra tio (Chart 4.6.3). The smaller credit de fault ra tio of these in sti tu tions re flects their larger rel a tive

share in the seg ment  of loans for house pur chase (in which the de fault ra tio is lower than the total)

(Chart 4.6.4).

The de cline in the credit de fault ra tio of the non-fi nan cial pri vate sec tor con tinued to be sup ported by

some ad just ment of credit sup ply to the cur rent abil ity, of both com pa nies and house holds, to ser vice

debt, in a con text where bank in ter est rates, al though fol low ing a con tinued up ward trend, re mained at

rel a tively sub dued levels (Chart 4.6.5). More over, the sale by a num ber of bank ing groups of a share of 

credit over due and other non-per form ing loans,27 which in volved more sig nif i cant amounts and

 covered a wider group of in sti tu tions than in pre vi ous years, as well as the flow of write-offs of loans

over the year (mainly in the loans to house holds seg ment) con trib uted sig nif i cantly to the de cline in the

de fault ra tio of the non-fi nan cial pri vate sec tor. In the year as a whole, new credit over due and other

non-per form ing loans of the non-fi nan cial pri vate sec tor amounted to 0.48 per cent of to tal credit to the

sec tor (ad justed for securitisations), af ter 0.42 per cent in 2005, con tin u ing to increase over the first

months of 2007 (0.52 per cent in February).

The de fault pro file of house holds and non-fi nan cial cor po ra tions was re flected in both a de cline in the

ra tio of de fault credit to to tal credit of the bank ing sys tem as a whole (Chart 4.6.6), to 1.28 per cent at

end-2006, com pared with 1.51 per cent in the pre vi ous year, and a re duc tion in their im pair ment and

provisioning. Such de vel op ments did not af fect the provisioning of de lin quency sit u a tions by spe cific

pro vi sions (al ready ob served or highly prob a ble), which in creased mar gin ally to around 80 per cent

(com pared with 79 and 72 per cent in 2005 and 2004 re spec tively). In turn, the ra tio of de fault credit,

net of pro vi sions for non-per form ing loans and credit over due, to to tal credit, also net of the same pro -

vi sions, de clined slightly, to 0.26 per cent (af ter 0.32 per cent at end-2005) while dis per sion between

institutions decreased (Chart 4.6.7).

It should be noted that the cur rent levels of de fault of credit to the non-fi nan cial pri vate sec tor are par -

tic u larly low when com pared with those at sim i lar stages of pre vi ous busi ness cy cles. In fact, the mod -
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Chart 4.6.4
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Chart 4.6.5
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(27) Such operations involve loans with very high provisioning levels. 



el ling of de fault risk sit u a tions in the cur rent en vi ron ment points to less fa vour able de vel op ments in the

credit de fault of house holds and non-fi nan cial cor po ra tions than those cur rently ob served.28 Such de -

vel op ments are gen er ally shared by the other ad vanced econ o mies and oc cur in a con text where the

de gree of cor po rate fi nan cial le ver age (and also house hold in debt ed ness) is higher than in pre vi ous

busi ness cy cles. In Por tu gal, this as pect is par tic u larly rel e vant due to the pos si ble im pact of the rise in

in ter est rates on the fi nan cial costs of non fi nan cial cor po ra tions and house holds and, in par tic u lar, on

the abil ity to en sure debt ser vice by the more vul ner a ble seg ments of these sec tors. From this per -

spec tive, the credit de fault ra tio may in crease some what over the next few years, al though to a rel a -

tively lim ited ex tent. This should have a more het er o ge neous im pact on the non-fi nan cial cor po rate

sec tor, mainly af fect ing com pa nies op er at ing in sec tors of ac tiv ity more neg a tively af fected by the sec -

tor re struc tur ing pro cess of the Por tu guese econ omy (see “Chap ter 3 Fi nan cial Sit u a tion of the Non-Fi -

nan cial Pri vate Sec tor”). In the case of house holds, the im pact will tend to be par tic u larly relevant for

younger households and more seriously affected by sudden changes in income, namely as a

consequence of transitions to unemployment. 

Ex po sure to and de fault of the house hold sec tor

In 2006 credit granted by res i dent fi nan cial in sti tu tions to house holds con tinued to grow at a high rate,

sim i larly to the pre vi ous year (of around 10 per cent).29 How ever, the vir tu ally un changed growth rate of 

credit to house holds re flected mixed de vel op ments in both seg ments of lend ing, with a de celer ation in

loans for house pur chase and a marked ac cel er a tion in loans for con sump tion and other pur poses
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Chart 4.6.6

DEFAULT CREDIT RATIO
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and non-per form ing loans re clas si fied as credit over due for provisioning pur poses, pur su -
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Chart 4.6.7
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in sti tu tions by their own cap i tal. The (de fault) net credit con cept is de fined by de duct ing
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(28) For other references in this Report, see Soares, “Modelling of an indicator for credit rating of non-financial corporations – Preliminary research based on
discriminant analysis”, Bonfim “Determining factors of credit risk: the contribution of corporate features and the macroeconomic environment”, and Antunes, 
Ribeiro and Antão, “The distribution of losses in credit to non-financial firms”. See also the report entitled “Financial sector assessment programme Portugal: 
banking system stress-testing exercise” (April 2007), Banco de Portugal Occasional Papers, 1/2007.   

(29) Total household debt to resident financial institutions accounted for around 35 per cent of total financial assets of financial institutions at end-2006. 



(see “Chap ter 3 Fi nan cial Sit u a tion of the Non-Fi nan cial Pri vate Sec tor”). Such de vel op ments oc -

curred in a con text where the suc ces sive rise in in ter est rates on these op er a tions, ob served since

end-2005, had an im pact on an al ready sig nif i cant in crease in the fi nan cial bur den as so ci ated with the

debt ser vice of this sec tor. The nar row ing of banks’ mar gins in credit op er a tions (mainly in the seg ment 

of loans for house pur chase) and the sup ply of credit prod ucts ad just able to the cur rent fi nan cial abil ity

of house holds to ser vice debt con tinued to sup port the higher indebtedness of this sector and to keep

default at subdued levels (Chart 4.6.8).

Over all, de vel op ments in to tal loans to house holds were broadly based across the five ma jor bank ing

groups, whose mar ket shares, in both seg ments of loans to this sec tor, re mained vir tu ally un changed.

In the case of loans for house pur chase, the share of the five ma jor bank ing groups has de clined some -

what since 2003, with a mar ginal de crease in 2006, to around 81 per cent of the to tal (Chart 4.6.9).

With re gard to loans for con sump tion and other pur poses, their mar ket share re flects a marked down -

ward trend since the end of the 1990s (of 73 per cent), sta bi lis ing at around 63 per cent of the total in

2006. 

Ac cord ing to the re sults of the Bank Lend ing Sur vey, the com pe ti tion be tween bank ing in sti tu tions,

which was par tic u larly in tense in the seg ment of loans for house pur chase, has led, over the past few

years, to the eas ing of credit stan dards ap plied by banks for the ap proval of loans to house holds, de -

spite the per cep tion of risks on eco nomic ac tiv ity in gen eral, the sec tor’s high in debt ed ness and, more

re cently, hous ing mar ket pros pects. In the seg ment of loans for house pur chase, less tight sup ply con -

di tions have trans lated into the nar row ing of in ter est rate spreads on me dium-risk loans, the in crease

in loan-to value ra tios and the length en ing of ma tu ri ties, aim ing at con tain ing the fi nan cial bur den of

house holds as so ci ated with debt ser vice (Chart 4.6.10). Also with re gard to loans for con sump tion and

other pur poses, the credit stan dards ap plied to the ap proval of loans eased some what, mainly in the

sec ond half of 2006 (Chart 4.6.11). In this seg ment, where the abil ity of con sum ers to ser vice debt is
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Chart 4.6.8
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Chart 4.6.10
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Chart 4.6.11
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the risk el e ment con sid ered as the main re stric tive fac tor to the ap proval of loans, there was a very sig -

nif i cant in crease in the net flow of loans granted in the course of 2006 (see “Chap ter 3 Fi nan cial Sit u a -

tion of the Non-Fi nan cial Pri vate Sec tor”). Changes in the ma tu rity com po si tion of this seg ment of

credit to house holds sug gest that, also with re gard to lend ing for con sump tion, the av er age ma tu rity of

loans is in creas ing, al though the length en ing of ma tu ri ties is not men tioned by the Portuguese banks

as a factor behind the easing of the credit standards applied to the approval of these loans.   

In 2006 the de fault ra tio of loans to house holds de clined com pared with De cem ber 2005, ac count ing

for around 1.75 per cent of to tal credit out stand ing at the end of the year (Chart 4.6.12). How ever, in a

con text of grad ual re cov ery in eco nomic ac tiv ity, where the un em ploy ment rate re mained at a high

level and in ter est rates in creased suc ces sively over the year, this re duc tion re flected both the write-off

of loans from as sets, higher than in pre vi ous years, and the sale of credit over due to spe cial ised in sti -

tu tions, which was also very sig nif i cant. In fact, the flow of new credit over due and other non-per form -

ing loans in creased con sid er ably in 2006, fol low ing the up ward trend seen since mid-2005, to a level

close to that seen in 2002 and 2003 (Chart 4.6.13). 

In the near fu ture, an in crease is ex pected, al beit sub dued, in the house hold debt ser vice bur den. This

de vel op ment will re flect the rise in the in ter est rates on loans to house holds, which has not been fully

passed through to rates on out stand ing amounts, the high level of debt con tracted by the sec tor over

the past few years and the pro gres sive fad ing out of the ef fects of de fer ral in ser vice debt pay ments

made pos si ble by some types of con tract more re cently made avail able by banks (such as grace pe ri -

ods in the early years of loans). Their ef fects will tend to be par tic u larly sig nif i cant in the more vul ner a -

ble seg ments of the house hold sec tor, namely house holds with lower fi nan cial wealth, lower in come

and a greater ten dency to move into unemployment or into jobs with lower salary. 
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Chart 4.6.12
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Chart 4.6.13
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Ac cord ing to the stress-test ing ex er cise con ducted in the frame work of the Fi nan cial Sec tor As sess -

ment Pro gram for Por tu gal (FSAP, on the ini tia tive of the In ter na tional Mon e tary Fund),30 an in crease

in the prob a bil ity of de fault of Por tu guese house holds will tend to be par tic u larly marked in the e ven t of

sig nif i cant rises in in ter est rates in a con text of weak eco nomic ac tiv ity, due to the ef fect of ris ing in ter -

est rates on debt ser vic ing charges. Nev er the less, the ex tent of losses in the bank ing sys tem does not

seem to be very sig nif i cant, due to the high share of loans for house pur chase in to tal loans to house -

holds. On the one hand, the prob a bil ity of de fault in this type of credit is low, re flect ing the great im por -

tance of hous ing in the hi er ar chy of house hold needs. On the other hand, loans for house pur chase are 

usu ally as so ci ated with real col lat eral whose value ex ceeds the to tal amount of the loan, which guar an -

tees a high re cov ery rate in the e ven t of de fault. In this sense, loan-to-value ra tios as so ci ated with

loans ap proved in re cent years seem to have in creased on av er age.31 How ever, ev i dence sug gests

that there are no ex ces sive val u a tions of real es tate as set prices that may lead to neg a tive cor rec tions

in the value of these as sets in Por tu gal. In fact, over the past few years the change in hous ing prices

has been relatively subdued, and therefore no substantial changes in these prices are expected (Chart 

4.6.14).
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Chart 4.6.14
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(30) For more details on the scenarios analysed in this exercise, see “Box 4.1 Results of the Portuguese banking system stress-testing exercise” and also the
report “Financial sector assessment programme Portugal: banking system stress-testing exercise” (April 2007), Banco de Portugal Occasional Papers,
1/2007.    29292929292929

(31) On the one hand, in their responses to the euro area bank lending survey, the Portuguese banks have indicated an increase in loan-to-value ratios; on the
other hand, the average value of new housing loan contracts, has consecutively increased in a context of moderate growth of housing prices. However, the
latter factor seems to be also reflecting higher values of the houses purchased in the past few years, which are likely to be associated with a better quality of
housing.



Ex po sure to and de fault of the non-fi nan cial cor po rate sec tor

Credit granted by res i dent fi nan cial in sti tu tions to non-fi nan cial cor po ra tions ac cel er ated in 2006, with

the an nual rate of change of to tal loans in creas ing to around 6 per cent, be ing higher in the case of

loans to large com pa nies.32 How ever, to tal debt grew slightly less than in the pre vi ous year, re flect ing

the re place ment of com mer cial pa per with bank loans (see “Chap ter 3 Fi nan cial Sit u a tion of the

Non-Fi nan cial Private Sector”). 

In 2006 de vel op ments in credit granted by the five ma jor bank ing groups to non-fi nan cial cor po ra tions

were, as a whole, sim i lar to those seen in the to tal bank ing sys tem, and their mar ket share re mained

vir tu ally un changed (Chart 4.6.15). It should be noted that the par tic i pa tion of the five ma jor bank ing

groups in this credit mar ket seg ment has de clined consecutively since 2001.

Ac cord ing to the Por tu guese banks par tic i pat ing in the Bank Lend ing Sur vey,  be hind de vel op ments in

loans granted to non-fi nan cial cor po ra tions in 2006 were mainly two sets of fac tors that dis tinc tively af -

fected com pa nies. The first is as so ci ated with sound fi nan cial sit u a tions, par tic u larly in com pa nies with 

higher tech no log i cal con tent op er at ing in the ser vices sec tor and in some man u fac tur ing in dus tries,

more com pet i tive in terms of ex ports. The in creased bor row ing of these com pa nies are partly re lated

to the in ten si fi ca tion of merger and ac qui si tion ac tiv ity in 2006, sim i larly to other Eu ro pean coun tries

(see “Chap ter 2 Mac ro eco nomic and Fi nan cial Risks”). This path was mainly shown by large com pa -

nies with high prof it abil ity. In par al lel, com pa nies with sig nif i cant bar gain ing power with banks, due both 

to their size and their fi nan cial sound ness, con tinued to con sol i date their fi nan cial li a bil i ties, re ne go ti at -

ing lend ing con di tions with the aim of re duc ing their av er age costs, in a con text of ex pected ad di tional

rises in in ter est rates.33 There fore, short-term debt (some tak ing the form of com mer cial pa per) was re -

placed with loans with lon ger ma tu ri ties. In par al lel, the net flow of loans granted to com pa nies with fi -

nan cial fra gil i ties seems to have also in creased. In this case, it led to the re struc tur ing of credit over due 
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Chart 4.6.15

MARKET SHARES IN THE LOANS TO

NON-FINANCIAL CORPORATIONS SEGMENT
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(32) At end-2006, direct exposure of the resident financial system to the non-financial corporate sector amounted to around 85 per cent of GDP, accounting for
approximately 25 per cent of the financial assets of resident financial institutions.

(33) In Portugal, a significant share of the financial debt of companies has a variable rate and, therefore, is significantly  exposed to interest rate risk.



or with high probability of default, and typically had an impact on smaller companies and on the

sub-sectors more negatively affected by the sectoral restructuring processes of the Portuguese

economy.

Such developments were observed in a context where credit supply conditions to non-financial corpo-

rations eased somewhat, mainly with regard to the interest rate spreads applied to average-risk loans

and commissions and other costs not related to interest rates (Chart 4.6.16). However, in the case of

riskier loans, conditions became tighter, mainly regarding spreads. Overall, in 2006 banks’ margins

narrowed in this credit market segment (see “Chapter 3 Financial Situations of the Non-Financial Pri-

vate Sector”), partly reflecting the stepping-up of competition among banks.

In 2006 loans to companies operating in the “real estate services” and “other services provided mainly

to companies” sectors (the latter includes holding companies) continued to grow at a higher pace than

total lending to non-financial corporations (Table 4.6.2). By contrast, loans to the construction sector

slowed down markedly. Similarly to the past few years, bank loans granted to manufacturing compa-

nies had a negative change, thus their share in total loans to non-financial corporations continued to

decline (Chart 4.6.17).

The debt restructuring process involving companies with greater difficulties in ensuring debt service

helped contain both the credit default ratio of this sector, which narrowed slightly compared with

end-2005, and the amount of new credit overdue and non-performing loans, which was also lower in

2006 than in the previous year (Charts 4.6.18 and 4.6.19).

According to Central de Responsabilidades de Crédito data, the share of credit and interest overdue in

total loans granted by resident financial institutions to non-financial corporations decreased to around

1.5 per cent (Table 4.6.3).
34

However, the relative share of total outstanding amounts of defaulters in

the total loans granted to this sector did not change significantly, accounting for around 8 per cent at

the end of the year. Lower default rates, as a percentage of total loans, were recorded for large expo-
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Chart 4.6.16

BANK LENDING SURVEY

Loans to non-financial corporations

Credit standards
Overall assessment
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Long-term loans

Key determinants
Capital costs
Bank’s ability to access market financing
Bank’s liquidity position
Competition from other banks
Competition from non-banks
Competition from the capital market
Risks associated with expectations regarding general economic activity
Risks associated with the industry or firm-specific outlook
Risks on the collateral demanded

Conditions
Spread applied to average risk loans
Spread applied to higher risk loans
Commissions and non-interest rate charges
Amount of the loan or credit line
Collateral requirements
Covenants
Maturity
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Source: Banco de Portugal.

(34) See note 2 in this section regarding differences in values for 2003 and 2005 included in Table 4.6.3 (and also in Table 4.6.1, although less clearly), compared

with Table 6.3.1 of the 2005 issue of the Financial Stability Report.
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Chart 4.6.17

LOANS TO NON-FINANCIAL CORPORATIONS

By branch of activity

As a percentage of GDP

Table 4.6.2

LOANS GRANTED BY OTHER MONETARY FINANCIAL INSTITUTIONS TO NON-FINANCIAL CORPORATIONS

Sectoral breakdown

Annual rate of change at the end of the period
(a)

2003 2004 2005 2006 Weight in total loans –

December 05

Total loans to non-financial corporations 1.8 1.5 4.6 5.6 100.0

By sector of activity:
(b)

Agriculture, livestock, hunting, forestry and fishing 7.0 2.4 3.9 7.3 1.5

Mining 14.4 -8.0 0.2 -8.1 0.5

Manufacturing -1.3 -5.7 -3.7 -1.9 14.0

Electricity, gas and water production and supply 4.5 -2.3 38.0 -11.7 2.5

Construction 3.1 4.9 10.3 3.9 20.1

Services 2.0 2.5 3.9 8.6 61.4

of which:

Real estate activities 11.2 13.6 11.8 11.4 18.3

Other services provided mainly to corporations -6.4 -2.0 6.5 13.7 13.4

Trade, hotels and restaurants 3.5 0.7 2.4 4.8 18.5

Transportation, posts and telecommunications 3.4 -4.8 -10.7 -0.2 5.8

Source: Banco de Portugal.

Notes: (a) Annual rates of change are calculated on the basis of the relation between end-of-period balances on bank loans and transactions, which are calculated from outstanding

amounts adjusted for reclassification. (b) The allocation of loans by sector of activity is calculated on the basis of the structure of Central de Responsabilidades de Crédito.
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sures and re tail ex po sures. In the case of large ex po sures (which as a whole ac count for 80 per cent of

to tal loans granted by res i dent fi nan cial in sti tu tions to res i dent non-fi nan cial cor po ra tions), credit de -

fault ac counted for around 0.8 per cent of to tal loans at the end-2006, re flect ing a slight de cline from

the pre vi ous year. In turn, the to tal out stand ing amount of loans of failed com pa nies ac counted for
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Chart 4.6.18

DEFAULT RATIOS OF LOANS TO NON-FINANCIAL

CORPORATIONS
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Chart 4.6.19

ANNUAL FLOW OF NEW CREDIT OVERDUE AND

OTHER NON-PERFORMING LOANS
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Source: Banco de Por tu gal.
Note: Es ti mate of the an nual flow of new credit over due and other non-per form ing loans
(ad justed for write-offs and sale es ti mates for credit over due and other non-per form ing
loans other than write-offs) as a per cent age of bank loans (ad justed for se curi ti sa tion).

Table 4.6.3

DEFAULT INDICATORS OF CREDIT GRANTED TO NON-FINANCIAL CORPORATIONS, BROKEN DOWN BY

SIZE OF EXPOSURE

Per cent

Dec 2003 Dec 2004 Dec 2005 Oct 2006

To tal ex po sure

Number of defaulters (a) 11.7 11.2 11.5 11.3

Credit and interest overdue (b) 2.2 2.0 1.8 1.5

Total balance of defaulters (b) 10.0 7.8 8.0 8.1

Large ex po sures (c)

Number of defaulters (d) 10.7 9.0 8.4 9.1

Credit and interest overdue (e) 1.3 1.1 1.0 0.8

Total balance of defaulters (e) 9.3 7.0 7.2 7.3

Re tail ex po sures (c)

Number of defaulters (d) 11.7 11.4 11.7 11.4

Credit and interest overdue (e) 5.8 5.3 5.1 4.4

Total balance of defaulters (e) 12.7 11.4 11.1 11.1

Source: Banco de Por tu gal.
Notes: (a) As a per cent age of the num ber of non-fi nan cial cor po ra tions in debted to res i dent fi nan cial in sti tu tions. (b) As a per cent age of to tal credit granted by res i dent fi nan cial in sti tu -
tions to non-fi nan cial cor po ra tions. (c) Ex po sures that as a whole ac count for 80 per cent of to tal credit granted by res i dent fi nan cial in sti tu tions to non-fi nan cial cor po ra tions. The re main -
ing ex po sures (ac count ing for 20 per cen t of the to tal) cor re spond to re tail ex po sures. (d) As a per cent age of the to tal num ber of debt ors in this port fo lio. (e) As a percentage of total credit
in this portfolio.



slightly more than 7 per cent of to tal loans in this port fo lio, in creas ing mar gin ally since the end of 2004.

With re gard to re tail ex po sures, credit de fault de clined more mark edly, ac count ing for nearly 4.5 per

cent of to tal loans in this seg ment in De cem ber 2006. Also with re gard to re tail port fo lio, to tal out stand -

ing amounts of loans of defaulters have not recorded significant changes since the end of 2004.

In 2006 the con tri bu tion of the con struc tion sec tor to the to tal credit de fault ra tio of non-fi nan cial cor po -

ra tions in creased (Chart 4.6.20). In this sec tor, where small and me dium-sized com pa nies have a sig -

nif i cant weight, the num ber of com pa nies fac ing dif fi cul ties in debt ser vic ing seems to be in creas ing,

due to un fa vour able de vel op ments shown by in vest ment in con struc tion over the past few years. This

sit u a tion was re flected in a slight rise in the de fault ra tio of con struc tion com pa nies, to around 2 per

cent, con trary to what has been ob served in most other sectors whose ratio decreased. 

Ac cord ing to the re sults of the stress-test ing ex er cise con ducted in the con text of FSAP,35 ex pected

losses as so ci ated with the de fault of non-fi nan cial cor po ra tions in the case of eco nomic re ces sion may 

be sig nif i cant. Such losses shall be more sub stan tial in the case of an eco nomic re ces sion with a

marked rise in in ter est rates. How ever, the es ti mated im pact does not jeop ar dise the main te nance of

cap i tal ad e quacy above the minimum regulatory levels. 

In ter na tional ex po sure of the do mes tic bank ing system

In 2006, claims of do mes tic bank ing groups on non-res i dents in creased by around 21 per cent, ac -

count ing for nearly 30 per cent of to tal as sets at the end of the year (Ta ble 4.6.4). Such de vel op ments

re sulted from in creases in both in ter na tional as sets and lo cal as sets de nom i nated in lo cal cur rency,36

which con trib uted by 17.5 and 3.5 per cent age points re spec tively, to the to tal change. Spe cial men tion

should be made to the in creases in as sets and li a bil i ties de nom i nated in lo cal cur rency over the past

few years, which seem to be re flect ing the dy nam ics of the lo cal ac tiv ity of sub sid iar ies abroad of a
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Chart 4.6.20

DEFAULT RATIO OF NON-FINANCIAL CORPORATIONS

By branch of activity
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(35) See, Antunes, Ribeiro and Antão, “The distribution of losses in credit to non-financial firms” in this Report, and also the report entitled “Financial sector
assessment programme Portugal: banking system stress-testing exercise” (April 2007), Banco de Portugal Occasional Papers, 1/2007.

(36) For more details, see “Box 5.3 In ter na tional ex po sure of the bank ing sys tem” in the 2004 is sue of the Financial Stability Report. 35353535353535363636363636363636363636



num ber of Por tu guese bank ing groups. How ever, their weight, in terms of the to tal con sol i dated as sets 

of the do mes tic bank ing sys tem, con tin ues to be negligible and much lower than in other European

countries. 

In 2006 the risk pro file of the in ter na tional ex po sure of the do mes tic bank ing sys tem re mained vir tu ally

un changed, as ex ter nal as sets con tinued to be con cen trated in a rel a tively small num ber of coun tries

or ter ri to ries, mostly clas si fied as de vel oped and with high sovereign rating.
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Table 4.6.4

CONSOLIDATED FOREIGN CLAIMS FROM THE PERSPECTIVE OF IMMEDIATE RISK

Structure

2005 2006

Total (106 €) 77 253 93 791

International claims 76.7 77.8

Maturity

up to 1 year 44.5 45.3

from 1 to 2 years 3.1 2.7

more than 2 years 21.1 22.7

Other 8.0 7.0

Institutional borrower

Banks 46.1 46.7

Public sector 3.5 3.3

Non-banking private sector 27.1 27.7

Other 0.0 0.0

Geographical borrower

Developed countries 55.5 55.6

Offshore centres 10.8 10.5

Developing Europe 3.3 4.0

Other 7.2 7.6

By type of sovereign rating

AAA and AA+ 57.5 55.6

AA to A 7.4 9.3

A- to BB+ 5.1 5.4

Other 6.7 7.5

Local claims in local currency 23.3 22.2

By geographical counterpart

Developed countries 15.2 15.6

Offshore centres 0.6 0.5

Developing Europe 5.0 4.0

Other 2.5 2.1

By type of sovereign rating

AAA and AA+ 12.5 12.7

AA to A 3.3 3.4

A- to BB+ 5.0 3.8

Other 2.5 2.3

Memo:

Local claims in local currency (106 €) 16 896 18 379

Source: Banco de Por tu gal.



Box 4.1. Results of the Portuguese banking system stress-testing exercise1

In 2006 the In ter na tional Mon e tary Fund (IMF) car ried out a Fi nan cial Sta bil ity As sess ment Pro gram (FSAP)2 of the 

Por tu guese fi nan cial sys tem. One of the core el e ments for the im ple men ta tion of the FSAP was the con duct of

stress tests to the in sti tu tions that com pose the fi nan cial sys tem, namely banks and in sur ance cor po ra tions. The

as sess ment of fi nan cial sta bil ity im plies the iden ti fi ca tion of risks but its main fo cus is on the quan ti fi ca tion of the

risks and vul ner a bil i ties to which the in sti tu tions/groups that com pose the fi nan cial sys tem are ex posed. There fore, 

a FSAP is based on the anal y sis made by the su per vi sory au thor i ties in the iden ti fi ca tion and quan ti fi ca tion of the

im pact of po ten tial mac ro eco nomic and/or in sti tu tional shocks on the ro bust ness and sta bil ity of fi nan cial sys tems.

In this con text, Banco de Por tu gal con ducted in 2006 a stress-test ing ex er cise of Por tu guese banks based on two

dif fer ent ap proaches. The first, the so-called top-down ap proach, is based on a con sol i dated over view of the bank -

ing system. The second, the bottom-up approach, aggregates the results calculated at individual banking group

level.

The ex er cise en abled the as sess ment of the evo lu tion of the fi nan cial sit u a tion of Por tu guese banks un der three

mac ro eco nomic sce nar ios for the Por tu guese econ omy. These sce nar ios con sist in pro jec tions of mac ro eco nomic 

(and fi nan cial) vari ables for a pe riod of three years and are based on the model de vel oped by Banco de Por tu gal

usu ally uti lised for mac ro eco nomic pro jec tion ex er cises. The pro jec tions in this box in cor po rate data avail able in

De cem ber 2005.3 The base line sce nario fore sees a mod er ate re cov ery of the mac ro eco nomic con di tions through -

out the pro jec tion ex er cise, in clud ing an ac cel er a tion of eco nomic ac tiv ity in a con text of slightly ris ing in ter est rates 

(Ta ble 1). Tak ing this sce nario as a start ing point, two stress sce nar ios have been de vel oped. The first, the

so-called dis rup tive ad just ment sce nario, as sumes an abrupt ad just ment of the global mac ro eco nomic im bal ances 

in early 2006. This ad just ment is char ac ter ised by a sharp de celer ation in US eco nomic ac tiv ity. This de celer ation

trans lates into lower global growth, im ply ing a re ces sion in the Por tu guese econ omy. In this sce nario, there is also

a fall in short-term in ter est rates and a sig nif i cant de te ri o ra tion of fi nan cial mar kets in 2006. The sec ond stress sce -

nario, the so-called cy cli cal asynchrony sce nario, in volves an un ex pected in crease in pro duc tiv ity in the ma jor euro 

area econ o mies, which prompts higher do mes tic de mand and im ports in the euro area. How ever, the ac cel er a tion

of ac tiv ity in the euro area does not spill over into Por tu guese eco nomic ac tiv ity, as pro jec tions as sumed a sig nif i -

cant loss in Por tu guese ex port mar ket shares com pared with the base line sce nario. In a con text of ac cel er at ing

eco nomic ac tiv ity and in fla tion ary pres sures re sult ing in ter alia from an in crease in oil prices, the re sponse func tion

of the mon e tary au thor ity in cor po rated in the model re sults in a rise in short-term interest rates. With the aim of

achieving the fiscal targets for 2006 and 2007 set out in the Stability Programme additional fiscal consolidation

measures have been included in the scenarios.
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Table 1

SUMMARY OF MACROECONOMIC SCENARIOS

Baseline scenario Disruptive adjustment

scenario

Cyclical asynchrony

scenario 

2005 2006 2007 2008 2006 2007 2008 2006 2007 2008

GDP(a) 0.3 0.8 1.0 1.3 -1.0 -0.7 -0.1 -0.2 -0.6 -0.2

Inflation 2.3 2.6 2.2 2.2 2.7 2.4 1.4 3.2 3.6 2.8

3-month interest rate 2.2 2.2 2.3 2.4 1.0 0.8 0.9 3.6 4.2 4.9

10-year interest rate 3.5 3.7 3.8 3.8 3.4 3.3 3.3 4.2 4.5 4.8

USD/euro exchange rate(b) 0 -5.4 0 0 18.3 0 0 -5.4 0 0

Stock prices - 0 0 0 -30 0 0 0 0 0

Notes: In per cent age points. (a) Av er age rate of change. (b) A pos i tive value cor re sponds to an ap pre ci a tion of the euro.

(1) For a more detailed description of the implementation and results of the stress test exercise, see Banco de Portugal (2007) “Financial Sector Assessment Programme Portugal:
Banking System Stress-Testing”, Occasional Paper 1/2007.

(2) For the final reports on the Financial Stability Assessment Programme carried out by the IMF in Portugal, see http://www.imf.org/external/country/PRT/index.htm.

(3) In the course of 2006 and in the beginning of 2007 Banco de Portugal published updated versions of its projections for the Portuguese economy in successive issues of the
Economic Bulletin.



An other fun da men tal el e ment for the car ry ing out of the stress-test ing ex er cise con sisted in the pro jec tion of de -

fault prob a bil i ties for the sev eral seg ments of the credit port fo lio in each mac ro eco nomic sce nario (Ta ble 2). As ex -

pected, de fault prob a bil i ties in crease in both stress sce nar ios, com pared with the base line sce nario. The rise in de -

fault prob a bil i ties is more sig nif i cant in the cy cli cal asynchrony sce nario, chiefly due to the rise in interest rates.

As re ferred to above, the ex er cise was based on two ap proaches. The first, which has been done by Banco de Por -

tu gal since 2002, is a top-down ex er cise, al low ing the study of the im pact of each sce nario on the con sol i dated ac -

counts of a group of in sti tu tions rep re sen ta tive of the bank ing sys tem. The sec ond ap proach, the so-called bot -

tom-up ex er cise, re lies on the par tic i pa tion of the ma jor six Por tu guese bank ing groups (ac count ing ap prox i mately

for 80 per cent of the to tal as sets of the bank ing sys tem in De cem ber 2004). Each bank ing group ana lysed the im -

pact of these sce nar ios on its con sol i dated ac counts. In both ap proaches, the ex er cise con sisted in a pro jec tion of

con sol i dated ac counts as well as in a sim u la tion of cap i tal ad e quacy through out the three-year pe riod of the sce -

nar ios. Two large risk classes have been con sid ered: credit risk and mar ket risk. With re gard to credit risk, ac count

was taken not only of es ti mated de fault but also of the growth of each credit mar ket seg ment. The mar ket risk ap -

proach took into ac count changes in stock prices, in ter est rates and ex change rates. De vel op ments in the cov er -

age of bank em ploy ees’ pen sion li a bil i ties were also in cluded in the ex er cise, given that the risk fac tors un der ly ing

each sce nario might lead to the need of ex traor di nary contributions by banks to bank employees’  pension funds

and/or to unfavourable differences in capital accounts.

Re sults of the top-down ap proach 

The re sults of the top-down ex er cise, which as sessed the im pact of fully-fledged mac ro eco nomic sce nar ios on the

con sol i dated ac counts of the bank ing sys tem, sug gest that the bank ing sys tem is re sil ient to very un fa vour able, but 

still plau si ble, mac ro eco nomic sce nar ios (Chart 1). The im pact of credit risk is more sig nif i cant in the cy cli cal

asynchrony sce nario, re flect ing, in part, the in crease in the debt bur den of the pri vate sec tor, in a con text of ris ing

in ter est rates and eco nomic re ces sion. In turn, in the dis rup tive ad just ment sce nario, the main risk fac tor is as so ci -

ated with a strong and broadly based fall in eq uity prices. This re duc tion of stock prices af fects banks di rectly,

through their own se cu ri ties port fo lio and chiefly through the valuation of the portfolio of bank employees’ pension

funds.

The prof it abil ity of Por tu guese banks is strongly af fected in the dis rup tive ad just ment sce nario, due to a drop in op -

er at ing in come, in duced by the fall in in ter est rates and fur ther ag gra vated by the de cline in fi nan cial op er a tions re -

sults aris ing from dis tur bances in stock mar kets. In the cy cli cal asynchrony sce nario, prof it abil ity also de clines in

2006 but to a lesser ex tent. How ever, it should be noted that banks’ prof it abil ity re mains positive in the period under 

review.

Turn ing to sol vency, re sults are very dif fer ent in each sce nario. The dis rup tive ad just ment sce nario has a neg a tive

im pact, chiefly due to the fall in stock prices. By con trast, the over all cap i tal ad e quacy ra tio im proves in the cy cli cal

asynchrony sce nario, as a re sult of a de celer ation in the growth of credit, im ply ing a re duc tion in own funds

requirements.
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Table 2

DEFAULT PROBABILITIES

Percentage changes against the baseline scenario figures

Disruptive adjustment scenario Cyclical asynchrony scenario 

2006 2007 2008 2006 2007 2008

Credit

Non-financial corporations 29 65 111 20 71 139

Households – housing 1 11 19 45 80 119

Households – consumption and other

purposes 4 19 30 57 106 158

Other 13 35 58 37 82 136
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Chart 1

FINANCIAL VARIABLES OF THE BANKING SYSTEM AGGREGATE

NET INTEREST INCOME

As a percentage of average total assets

RETURN ON ASSETS

As a percentage of average total assets

OVERALL CAPITAL ADEQUACY RATIO

Percentage points

OVERDUE LOANS

As a percentage of total loans

ANNUAL NET IMPAIRMENT CHARGE-OFF/

PROVISIONING

As a percentage of total loans

SPECIFIC PROVISIONS FOR CREDIT

As a percentage of overdue loans
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Re sults of the bot tom-up ap proach

The re sults of the bot tom-up ex er cise sug gest that Por tu guese banks are able to ab sorb sev eral se vere mac ro eco -

nomic and fi nan cial shocks, which al beit plau si ble are un likely to oc cur. The es ti mated im pact of shocks was mea -

sured against the level of the over all cap i tal ad e quacy ra tio as of De cem ber 2005. Ta ble 3 shows the cu mu la tive

im pact of the shocks un der ly ing each sce nario, as well as their break down into the sev eral risk fac tors. The dis rup -

tive ad just ment sce nario has a sig nif i cant im pact on the cap i tal ad e quacy ra tio, due to the sharp de cline in stock

prices. The strong fall in eq uity prices af fects de vel op ments in the cap i tal ra tio in two dif fer ent ways: in the val u a tion 

of the port fo lio of fi nan cial in vest ments of banks and, chiefly in the val u a tion of the port fo lio of bank em ploy ees’

pen sion funds (the im pact through the own port fo lio cor re sponds to one third of the im pact through pen sion funds).

In fact, as the port fo lios of pen sion funds are par tic u larly ex posed to this risk fac tor, a sharp drop in stock prices

gives rise to sig nif i cant con tri bu tions by banks to cover the pen sion funds of their em ploy ees. In turn, credit risk is

the most rel e vant fac tor in the cy cli cal asynchrony sce nario, due to the un fa vour able mac ro eco nomic en vi ron ment

and chiefly to the rise in interest rates and the subsequent increase in the default probabilities of the credit portfolio.

Tak ing the con sol i dated ac counts of the bank ing groups, a pro jec tion was made of the cap i tal ad e quacy ra tio for

the pe riod from 2006 to 2008 in each mac ro eco nomic sce nario (Chart 2). Con versely to the above anal y sis, these

es ti mates in cor po rate the re tained earn ings of the busi ness ac tiv ity of banks. On av er age, the cap i tal ad e quacy ra -

tio in creases in the cy cli cal asynchrony sce nario. This is due to the ef fect of in ter est rate in creases on the net in ter -

est in come, which is higher than the rise in de fault prob a bil i ties. By con trast, the cap i tal ad e quacy ra tio de creases

in the dis rup tive ad just ment sce nario, due to the im pact of the sig nif i cant drop in stock prices in the port fo lio of

banks and pen sion funds. How ever, and de spite some dis per sion, the cap i tal ad e quacy ra tio of all bank ing groups

is higher than 9 per cent in all scenarios and over the simulation horizon.

In ad di tion, the bot tom-up ex er cise in cludes a sen si tiv ity anal y sis, which con sists in as sess ing the im pact that

shocks on each risk fac tor would have on the fi nan cial sit u a tion of banks and on the de gree of cov er age of the li a -

bil i ties of bank em ploy ees’ pen sion funds, hold ing all other fac tors con stant. This anal y sis has only con sid ered

shocks com ing from fi nan cial mar kets. The mag ni tude of the shocks was cal i brated on the ba sis of his tor i cal data

on the rel e vant vari ables (in ter est rates, stock in di ces, ex change rates and re spec tive his tor i cal volatilities), cor re -

spond ing to the larger changes ob served in the sam ple pe riod. Thus, de spite be ing plau si ble, they are associated

with extreme but unlikely events (Table 4).

The sen si tiv ity anal y sis was made sep a rately for banks and pen sion funds, and the im pact of shocks was mea -

sured through dif fer ent in di ca tors. Thus, it was not pos si ble to con sol i date the im pact of shocks through pen sion

funds on the bank ing groups ac counts. How ever, it is pos si ble to in fe r that the re sults of the sen si tiv ity anal y sis

con firm the con clu sion drawn from the above anal y sis, i.e. the stron ger im pact on the sit u a tion of banks and pen -

sion funds re sults from changes in stock prices (Ta ble 5). It should also be noted that pen sion funds are also af -

fected by par al lel shifts in the yield curve, mir rored in the actuarial discount rate of future liabilities.
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Table 3

CUMULATIVE IMPACT ON THE CAPITAL ADEQUACY RATIO

In percentage points of the ratio in December 2005

Macroeconomic scenarios TOTAL      of which:

Expected

loss

Credit

growth

Stock

prices

Interest

rates

Exchange 

rate

Pension 

funds

Baseline scenario -0.05 0.04 -0.05 0.00 -0.02 0.02 -0.04

Disruptive adjustment scenario -1.30 -0.25 -0.05 -0.22 0.03 -0.04 -0.77

Cyclical asynchrony scenario -0.58 -0.43 0.00 0.00 -0.10 0.02 -0.06

Note: Av er age value of the im pact on the ra tio of each in sti tu tion weighted by own funds re quire ments.



The stress test has also included a qualitative assessment of liquidity risk. All institutions taking part in the exercise

reported that they have in place the required means to deal with potential financial market liquidity constraints.

Such means include keeping interbank credit lines and highly liquid assets (including securities). All institutions re-

cognised that a downgrade of the Portuguese Republic rating would impact on their financing costs. However, this

does not seem to be the main problem. Most banks highlighted a potential change in market sentiment that might

bring about a reduction in market liquidity as the most stressful situation.

In sum, the results of the stress tests conducted by Banco de Portugal enabled the IMF to conclude that the Portu-

guese banking system has a high level of resilience, meaning that the level of own funds is adequate to absorb ex-

treme, but plausible, shocks. The factors that have been identified as having higher potential impact were the risk

associated with the stock market, through the portfolios of bank employees’ pension funds and, to a lesser extent,

credit risk.
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Table 4

MAGNITUDE OF SHOCKS IMPLIED IN THE SENSITIVITY ANALYSIS

Risk factor Nature of the shock Magnitude of the shock

Interest rate risk

Combined movement of short and long-term interest rates
(a)

+100 pb; + 50 bp

-100 pb; - 50 bp

+200 pb; + 100 bp

-200 pb; - 100 bp

Change in the slope of the yield curve +50 pb

-50 pb

Exchange rate risk Change in the euro exchange rate against other currencies 15%

-15%

Capital market risk Change in the valuation of stock prices 30%

-30%

Volatility risk Change in implied volatility 30%

-30%

Note: (a) For pension funds, this risk factor also takes into account changes in the actuarial discount of +25 b.p.; -25b.p.; +50 b.p. and -50b.p. respectively.

Chart 2

PROJECTED DEVELOPMENTS IN THE CAPITAL ADEQUACY RATIO
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Table 5

RESULTS OF THE SENSITIVITY ANALYSIS

Banks Pension funds

measured in percentage points of

the capital adequacy ratio in

December 2005

measured by the difference

between the funds’ assets and

liabilities, as a percentage of total

liabilities

Combined (short and

long-term) interest rate

movement and actuarial

discount rate

 +100 bp; + 50 bp; +25 bp -0.04 3.16

 -100 bp; - 50 bp; -25bp 0.03 -3.41

 +200 bp; + 100 bp; +50bp -0.08 6.33

 -200 bp; - 100 bp; -50 bp 0.06 -6.94

Slope of the yield curve  +50 bp -0.01 -0.45

 -50 bp 0.02 0.40

Exchange rate risk 15% 0.02 0.55

-15% -0.03 -0.55

Capital market risk 30% 0.24 9.34

-30% -0.25 -9.34

Volatility risk 30% 0.00 -0.08

-30% 0.00 0.09



Box 4.2. The adoption of Basel II rules in Portugal

In June 2004 the Basel Com mit tee on Bank ing Su per vi sion (BCBS) is sued a doc u ment amend ing the 1988 Cap i tal 

Ac cord.1 On the same date, a long pro cess dat ing back to 1996 came to an end, fol low ing the pub lic dis cus sion of

three pre lim i nary ver sions. In par al lel, a con sul ta tive pro cess was un der taken at the Eu ro pean Un ion (EU) level,

be fore the ap proval of Di rec tives 2006/48/EC and 2006/49/EC.2

In the pro cess that led to the New Ac cord, also known as Basel II, the BCBS es tab lished at a very ini tial stage, a

phi los o phy based on three mu tu ally strength en ing pil lars. Un der Basel II, the min i mum cap i tal re quire ments are

de fined in such a way as to better cor re spond to the eco nomic risk of ex po sures and a spe cific re quire ment was in -

tro duced to cush ion op er a tional risk – the First Pil lar –, to in crease the role of su per vi sors in the re view pro cess of

the in teg rity, global con sis tency and ro bust ness of in ter nal risk as sess ment sys tems – the Sec ond Pil lar – and to

in tro duce min i mum re quire ments for the pub lic dis clo sure of in for ma tion on the fi nan cial stand ing and de tails on

risk mea sures used, their meth od ol ogy and control systems –  the Third Pillar, also known as “market discipline”.

At more ad vanced stages, the cal cu la tion for mu las of min i mum cap i tal re quire ments were de signed and sub se -

quently en hanced, dif fer en ti ated and recalibrated by type of port fo lio, en abling lower min i mum own funds levels for

those port fo lios with higher gran u lar ity (i.e. with a larger num ber of ex po sures and there fore more di ver si fied). Fi -

nally, the con cepts of cap i tal ad e quacy and pro vi sions were more closely aligned and it was also es tab lished that

cap i tal re quire ments must cover un ex pected losses in a credit port fo lio, as sum ing that ex pected losses are

matched by pro vi sions. Po ten tial di ver gences be tween the con cept of ex pected loss in the credit port fo lio and the

level of provisioning lead to an ad just ment, that can be made ei ther through the own funds re quire ments, or di rectly 

in own funds. This as pect was par tic u larly im por tant in the com ple tion of the New Ac cord, con sid er ing that the di -

ver sity of ap proaches at in ter na tional level as to the im ple men ta tion of the con cept ‘pro vi sions for credit losses’

could lead to a very different treatment of capital adequacy of institutions subject to different provisioning regimes.

The three pub lic con sul ta tions car ried out by the BCBS which, in par tic u lar, en abled a deeper and more de tailed

ap proach to the first pil lar for dif fer ent port fo lios, were fol lowed by Quan ti ta tive Im pact Stud ies (QIS) re sult ing from

the in tro duc tion of the new rules. The re sults of the last round of stud ies, the so-called QIS5, were com piled in two

doc u ments of the BCBS and of the Com mit tee of Eu ro pean Bank ing Su per vi sors (CEBS) re spec tively. The lat ter

pro moted the stud ies and com piled the re sults for the coun tries of the Eu ro pean Eco nomic Area.3 This box gives a

de tailed ex pla na tion of the spe cific re quire ments of the New Ac cord re gard ing the credit and op er a tional risk re -

quire ments and the quan ti ta tive implications of the transition to the new regulatory framework.

Min i mum cap i tal re quire ments of the First Pil lar – Credit risk

The min i mum cap i tal re quire ments of banks for credit risk are set out in the first pil lar in ac cor dance with two ap -

proaches: the stand ard ised ap proach and the in ter nal rat ings-based (IRB) ap proach. In both ap proaches, the port -

fo lio of banks was disaggregated into ho mog e nous classes, to which cor re spond a risk weight that en ables the cal -

cu la tion of the own funds re quire ment. Com pared with Basel I, the ma jor in no va tion of the stand ard ised ap proach

is as so ci ated with the cor re spon dence of the cap i tal re quire ments of loans to en ter prises to the ex ter nal rat ing

given to the counterparties, clas si fied in broad classes of risk rat ing. Thus, it en hances the cur rently pre vail ing re -

gime for ex po sures to com pa nies, as it al lows for a dif fer en ti a tion of cap i tal re quire ments among com pa nies with a

clearly dif fer ent credit risk. Be sides, the stand ard ised ap proach as signs risk weights to re tail ex po sures (and to

small and me dium en ter prises (SME)) and res i den tial mort gage ex po sures that are lower than those of Basel I. In

turn, un der the IRB ap proach, banks must use the sta tis ti cal dis tri bu tion of losses in the credit port fo lio to cal i brate

the for mu las for cap i tal re quire ments that are set out in the New Accord. This approach has two alternatives: basic

IRB and advanced IRB.
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(1) Subsequently, the Committee published additional guidance on specific issues applicable to the trading book regime (July 2005) and introduced a multiplier scaling factor,
materialised in a 6 per cent increase in requirements, across all segments, to be uniformly applied to all institutions that adopt, for regulatory purposes, Internal Ratings-Based
Approaches for credit risk. The document comprising all changes to the original Accord was published in June 2006 and is available at http://www.bis.org/publ/bcbs128.htm.

(2) It should be noted that while the Capital Accord within the framework of Basel is explicitly designed for internationally active banks, in the EU the new regulations shall be universally
applicable to all credit institutions and investment firms.

(3) Committee of European Banking Supervisors, “Quantitative Impact Study 5 – Overview on the Results of the EU countries” and BCBS, “Results of the fifth quantitative impact study
(QIS5)”, both published in June 2006.



In the most ad vanced ver sion of the IRB ap proach, banks shall as sign to each ex po sure the amount at risk in a

one-year ho ri zon (ex po sure at de fault – EAD), the prob a bil ity of de fault in that same ho ri zon (prob a bil ity of de fault – 

PD), the frac tion of credit that can not be re cov ered in the e ven t of de fault (loss-given-de fault – LGD) and the ef fec -

tive ma tu rity; while in the ba sic IRB ap proach only the pa ram e ter PD is es ti mated by in sti tu tions (the oth ers are

fixed by the su per vi sory au thor i ties, with the ex cep tion of LGD of the com pa nies port fo lio that is set at 0.45 in the

New Ac cord). There fore, the cap i tal re quire ment of a loan to an en ter prise is given by a func tion K = f (EAD, PD,

LGD, M), where M is the ef fec tive ma tu rity of such loan. Af ter a stand ardi sa tion of func tion f (.) for a unit ex po sure

and for the cap i tal re quire ment un der Basel I, it is pos si ble to rep re sent this func tion in space {PD, K}, where LGD

and M are pa ram e ters of the func tion. Chart 1 il lus trates the curve of reg u la tory cap i tal for credit to com pa nies cor -

re spond ing to the ba sic IRB ap proach, which has im plicit a LGD of 0.45. The ef fec tive ma tu rity pa ram e ter was set

at two years and a half. As il lus trated in Chart 1, cap i tal re quire ments as so ci ated with com pa nies un der the ba sic

IRB ap proach (LGD=0.45) should be rel a tively neu tral as com pared with Basel I for PD val ues of ap prox i mately 1

per cent. Over all and on av er age, in the port fo lio of banks that par tic i pated in QIS5, the PD in the corporate portfolio 

is around that value, with some dispersion among banks and large heterogeneity in the portfolio of each of them.

Af ter hav ing re cog nised that in the credit port fo lio of com pa nies whose ex po sure is higher than EUR 1 mil lion

co-ex ist very large and clearly smaller-sized com pa nies the BCBS in tro duced an ad di tional ad just ment to the cal -

cu la tion for mula, in or der to re duce the cap i tal re quire ment as so ci ated with the ex po sures to com pa nies in eco -

nomic groups, whose con sol i dated turn over is lower than EUR 50 mil lion. The im pact of this ad just ment is shown in 

Chart 2. It should be noted that the neu tral ity thresh old, in terms of PD, of cap i tal re quire ments and com pared with

Basel I for com pa nies whose turn over is lower than EUR 50 mil lion may in crease sub stan tially, reach ing 2.6 per

cent for com pa nies whose turn over is lower than EUR 5 mil lion. More over, small en ter prises may have an even

more fa vour able pru den tial treat ment, pro vided that they are in cor po rated in the re tail port fo lio. For this pur pose, a

num ber of re quire ments must be ful filled re gard ing the suf fi ciency of di ver si fi ca tion, atomisation. Fur ther, these

loans shall be in cluded into ho mo ge neous pools of ex po sures for the pur poses of ag gre gated credit risk man age -

ment, which shall be consistent over time and adopt similar procedures as the management of other retail

portfolios.

The New Ac cord also sets out that col lat eral and guar an tees, as sessed in ac cor dance with pru dent cri te ria, or

other risk mit i ga tion in stru ments may be taken into ac count in the es ti ma tion of LGD, which in turn should be as -

sessed in a con ser va tive man ner, tak ing into ac count the de gree of sub or di na tion of the exposure.
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Chart 1

CAPITAL REQUIREMENTS FOR LOANS TO

ENTERPRISES
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Basel I – Standardised approach rating
BBB+ to BB-

Standardised approach rating below BB-

Sources: BCBS and Moody’s.
Note: The up per and lower lim its of red lines cor re spond to the av er age de fault rate in the
pe riod 1983-2006 of Moody’s low est-rated cor po rate bond is su ers in the re spec tive class
for a one-year time ho ri zon, in “Cor po rate de faults and re cov ery rates: 1920-2006",
Moody’s In ves tors Ser vice, February 2007.
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Min i mum cap i tal re quire ments of the First Pil lar – Op er a tional risk

Op er a tional risk is de fined in the New Ac cord as the risk of loss re sult ing from in ad e quate or failed in ter nal pro -

cesses or from ex ter nal events. Stra te gic and reputational risks are ex plic itly ex cluded. The pur pose of the ap -

proach to op er a tional risk, sim i larly to what is pre scribed in terms of credit risk, con sists in es tab lish ing a re la tion -

ship be tween cap i tal re quire ments and the best es ti mate of po ten tial losses as so ci ated with ex treme events. The

mea sure ment of the es ti ma tion of po ten tial losses as so ci ated with these risk fac tors is dif fi cult, ei ther be cause in -

sti tu tions still do not make a sys tem atic reg is tra tion of losses as so ci ated with failed man age ment and in ter nal con -

trol pro cesses, or be cause the events that trig ger high losses are quite rare. Thus, the BCBS has es tab lished three

meth ods for cal cu lat ing cap i tal re quire ments. The most ad vanced meth ods (Ad vanced Mea sure ment Ap proaches) 

en able banks to use the sta tis ti cal prop er ties in the dis tri bu tion of losses in her ent in this risk fac tor and the re main -

ing two meth ods, which are less com plex, as so ci ate the cap i tal re quire ment to the level of turn over, de fined as a

spe cific ag gre gate of in come, in fixed pro por tions, either for the activity as a whole (Basic Indicator Approach) or

disaggregated by business line (Standardised Approach).

Im pact on cap i tal re quire ments – re sults of QIS5

As re ferred to above, the BCBS has con ducted im pact stud ies on the min i mum cap i tal re quire ments re sult ing from

the in tro duc tion of the New Ac cord cal cu la tion rules. The most re cent of these stud ies (QIS5) was car ried out in the

first half of 2006, in co or di na tion with the Com mit tee of Eu ro pean Bank ing Su per vi sors (CEBS). The re sults pre -

sented be low for QIS5 re late to 33 coun tries, in clud ing the 13 mem bers of the BCBS (iden ti fied on the whole as

G10),4 18 coun tries of the Eu ro pean Un ion (EU) or in the pro cess of ac ces sion to the EU (for sim plic ity, here in af ter

all of them called EU),5 and a group of other coun tries that do not be long to G10 nor to the EU.6 It should be noted

that in the group of coun tries that are mem bers of the BCBS there are sev eral EU coun tries. There fore, the ag gre -

gates re fer ring to G10 and the EU are not mu tu ally ex clu sive as re gards the coun tries com pris ing them. Ta ble 1

shows the port fo lio struc ture of G10 and EU banks that par tic i pated in the sur vey, di vided in two groups: in ter na -

tion ally ac tive large banks (Group 1) and the re main ing (Group 2). One of the most sa lien t fea tures is the fact that
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Table 1

EXPOSURES TO THE NON-BANK PRIVATE SECTOR OF QIS5 RESPONDENT BANKS

Structure of the portfolio as a percentage

G10 EU

Group 1 Group 2 Group 1 Group 2

Enterprises 63.6 52.3 62.3 48.2

Large enterprises 43.0 21.1 37.3 16.5

SME corporate portfolio 10.7 18.9 11.5 16.5

SME retail portfolio 4.5 9.0 6.6 11.5

Other 5.4 3.3 6.9 3.6

Retail portfolio (except enterprises) 27.2 42.1 32.4 47.9

Housing loans 18.3 27.0 22.1 30.5

Other 9.0 15.1 10.3 17.4

Equity exposures 4.8 3.5 2.1 2.2

Securitisation 4.3 2.1 3.2 1.7

Source: BCBS.

(4) The BCBS has the following members: Belgium, Canada, France, Germany, Italy, Japan, Luxembourg, the Netherlands, Spain, Sweden, Switzerland, the United Kingdom, and the
United States.

(5) In addition to the EU countries that are members of BCBS, the Committee also has the following participants: Cyprus, Czech Republic, Finland, Greece, Hungary, Ireland, Malta,
Poland, and Portugal. Bulgaria participated as a candidate to the European Union. Norway was also included in this sample of countries as it belongs to the European Economic
Area and therefore the Capital Adequacy Directive is also applicable to it.

(6) The countries participating in QIS5 and which are not members of G10 or of the EU are: Australia, Bahrain, Brazil, Chile, India, Indonesia, Peru, and Singapore.



the weight of large en ter prises in Group 1 in both sam ples is higher than that of those in Group 2, typ i cally more fo -

cused on re tail busi ness. Large en ter prises have on the one hand a lower prob a bil ity of de fault than the smaller

ones, but on the other hand the un pre dict abil ity or loss vari ance around the dis tri bu tion av er age is higher. The

capital requirement is concomitantly higher than that of the remaining enterprises for the same PD.

Chart 3 il lus trates the val ues of dis per sion that cap i tal re quire ments for loans to en ter prises can as sume in this

con text. The area within the blue lines rep re sents, in gen eral terms, the range where should stand the most banks’

ex po sures that have adopted the ad vanced ap proach both in G10 coun tries and in EU coun tries. This area is lim -

ited above by the curve re lat ing to cap i tal re quire ments for large en ter prises with 0.6 LGD, cal i brated so that be low

that value it cor re sponds ap prox i mately to 90 per cent of the prob a bil ity mass, weighted by the port fo lio size of

QIS5 re spon dent banks; the area is lim ited be low by the curve cor re spond ing to a 0.1 LGD, also cal i brated so that

above that value it cor re sponds to ap prox i mately 90 per cent of the prob a bil ity mass of the same sam ple of banks.

Be sides, the green curve rep re sents cap i tal re quire ments for the most fre quent LGD value (av er age value of the

range of the modal class in the dis tri bu tion). Chart 3 also shows that in the cor po rate port fo lio the own funds re -

quire ments of QIS5 re spon dent banks on av er age are an tic i pated to be lower than those un der the re gime in force,

stand ing at around 20 per cent for the group of in ter na tion ally ac tive large banks (iden ti fied as G10-1 and EU-1)

and with higher dispersion for the remaining banks (identified as G10-2 and EU-2).

Chart 4 pres ents a sim i lar ex er cise for the cap i tal re quire ments of SME, ag gre gat ing the re sults of SME clas si fied

in cor po rate port fo lios (and el i gi ble for ad just ment for turn over) and SME clas si fied in the re tail port fo lio. As it can

be seen, re duc tions in own funds re quire ments in these port fo lios as a whole are sig nif i cant, stand ing on av er age

be tween 25 and 30 per cent in the four reference country groupings.

The cap i tal re quire ments curve re lat ing to res i den tial mort gages (un der ly ing hous ing loans, as sum ing a 0.2 LGD) is

shown in Chart 5, where it can be seen that for the range of the most likely PD val ues the own funds re quire ments is sig nif i -

cantly lower than those im posed un der Basel I. In fact, the neu tral ity thresh old com pared with Basel I, as sessed in terms of 

PD, is around 11 per cent.7 Chart 6, fol low ing the pro ce dure adopted for loans to en ter prises in Chart 3, shows the own

funds re quire ments for hous ing loans for the ref er ence ag gre gates (G10 and EU, bro ken down into the two sub groups) of

QIS5 re spon dent banks. Cap i tal re quire ments curves re lat ing to the most likely cases (LGD=0.2), up per limit de fin ing 90

per cent of the prob a bil ity mass of re port ing to QIS5 (LGD=0.5) and lower limit de fined in the New Ac cord (LGD=0.1) are

also il lus trated in Chart 6. As it can be seen, cap i tal re quire ments for the av er age of the EU and G10 coun tries are sig nif i -
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Chart 3

CAPITAL REQUIREMENTS FOR EXPOSURES TO

LARGE ENTERPRISES
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Chart 4
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(7) The choice of a 0.2 LGD corresponds to the modal value of the group of G10 and EU QIS5 respondent banks.



cantly lower than those im plicit in Basel I by ap prox i mately 50 to 60 per cent, re flect ing the fact that the av er age PD in this

group of banks (be tween 1 and 1.5 per cent) stands at a far lower level than the neu tral ity thresh old re ferred to above.

With re gard to the re main ing re tail port fo lios – as for in stance, fac tor ing, credit ex tended through credit cards or gen eral

con sumer credit – the dis per sion of re sults is far higher among banks, when as sessed in terms of both the PD, and the

fore see able im pact on own funds re quire ments. It should be noted how ever that the group of in ter na tion ally ac tive banks

re corded much more mod er ate re duc tions in re quire ments.

In sum, in the main credit port fo lios of banks, the in tro duc tion of the New Ac cord may re sult in a very sig nif i cant re duc tion in 

own funds re quire ments, mainly for re tail port fo lios and, in par tic u lar, for hous ing credit. It should be noted how ever that on

top of these re quire ments there are also the re quire ments re lat ing to other port fo lios (such as eq uity port fo lios), those as -

so ci ated with other spe cific risks (such as se curi ti sa tion or ex po sures to en ti ties hav ing a close link), po ten tial de vi a tions
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Chart 5

CAPITAL REQUIREMENTS FOR LOANS FOR

HOUSE PURCHASE
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Chart 6

CAPITAL REQUIREMENTS FOR LOANS FOR

HOUSE PURCHASE

0

0.5

1

1.5

2

2.5

0 0.005 0.01 0.015 0.02 0.025 0.03 0.035
PD

In
d

e
x

1
=

B
a

s
e

lI
c
a

p
ita

la
d

e
q

u
a

c
y

re
q

u
ir

e
m

e
n

ts

LGD=0.1

LGD=0.2

LGD=0.5

G10-1

G10

UE-1

UE-2

Source: BCBS.

Chart 7

CAPITAL REQUIREMENTS FOR RETAIL

PORTFOLIOS (EXCLUDING ENTERPRISES AND

LOANS FOR HOUSE PURCHASE)
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be tween pro vi sions for credit risk and ex pected loss – where pos i tive – and, mainly, op er a tional risk re quire ments; the lat -

ter has an es ti mated con tri bu tion be tween 6 to 7.5 per cent to the rise in own funds re quire ments. Be sides, dur ing the tran -

si tion pe riod un til the end of 2008, banks adopt ing the IRB ap proach for credit risk or the ad vanced ap proaches for op er a -

tional risk shall at the same time con tinue to cal cu late the min i mum re quire ments that would re sult from the ap pli ca tion of

the Basel I rules. A com par i son of the fig ures of the two ap proaches shows that, where the to tal ag gre gate value im plicit in

Basel I is higher, own funds re quire ments shall not be lower than 90 per cent and 80 per cent of this value, in De cem ber

2007 and De cem ber 2008 re spec tively.

Tran si tion pro cess in Por tu gal

The adop tion of Basel II rules in Por tu gal re sults from the trans po si tion of the two Di rec tives re ferred to above and takes ef -

fect al ready in 2007. In Jan u ary 2007, the Banco de Por tu gal con sulted the in sti tu tions cov ered in or der to find out their in -

ten tions re gard ing the adop tion of the new rules, in par tic u lar the meth ods for cal cu lat ing the own funds re quire ments to

cover credit and op er a tional risk, as well as the tran si tional pro vi sions en vis aged in Di rec tive 2006/48/EC for 2007.8 Ta ble

2 pres ents a sum mary of re plies, as well as the lat est in for ma tion made avail able un til March 2007. It can be seen that 32

in sti tu tions, ac count ing for around 60 per cent of the to tal as sets of the bank ing sys tem, would like to con tinue cal cu lat ing

own funds re quire ments ac cord ing to the pre vi ous re gime. From the re main der, only four (ac count ing for 15 per cent of the 

as sets) ex pressed in ten tions to adopt the ba sic IRB ap proach and seven the stand ard ised ap proach for op er a tional risk.

With re gard to 2008, 18 in sti tu tions, ac count ing for more than 70 per cent of the sys tem’s as sets and in clud ing some of the

main bank ing groups, have ex pressed that they in tend to adopt the ad vanced IRB ap proach, while for op er a tional risk, the

stand ard ised ap proach was the one pre ferred by most in sti tu tions.
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Table 2

SCHEDULE FOR THE ADOPTION OF BASEL II RULES IN PORTUGAL

Current

prudential

regime (Basel I)

Credit risk
Operational risk

Standardised

approach

Internal ratings-based approach

Foundation

Advanced

measurement

approach

Basic indicator

approach

Standardised

approach

Advanced

measurement

approach

Approach to

be adopted by 

institutions:

n.º Total

assets

(%)

n.º Total

assets

(%)

n.º Total

assets

(%)

n.º Total

assets

(%)

n.º Total

assets

(%)

n.º Total

assets

(%)

n.º Total

assets

(%)

in 2007 32 59.2 12 25.6 4 15.2 9 15.5 7 25.3

in 2008 21 17.8 9 10.0 18 72.2 21 18.8 24 79.3 3 1.9

Note: Up dated in March 2007.

(8) Directive 2006/48/EC envisages the following possibilities (2007):

For the calculation of the own funds requirements for the coverage of credit risk:

a) Subject to the prudential regulations in force on 31 December 2006, in accordance with the rules laid down in Article 152 (8) to (14) of Directive 2006/48/EC and in Article 50 of
Directive 2006/49/EC;

b) Adoption of the standardised approach;

c) Adoption, subject to the prior authorisation of Banco de Portugal, of the standardised IRB approach and the IRB approach applicable to the retail portfolio. In these cases, the
institution/group shall decide which of the above-mentioned options it will use until Banco de Portugal issues its opinion on the authorisation request.

For the calculation of the own funds requirements for the coverage of operational risk, where the option to be subject to the prudential regulations in force on 31 December 2006 is
not used for all risk positions:

d) Adoption of the basic indicator approach;

e) Adoption, subject to the prior authorisation of Banco de Portugal, of the standardised approach (in this case, the institution/group must adopt the method identified in d) above until 
Banco de Portugal issues its opinion on the authorisation request).
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MODELLING OF AN INDICATOR FOR CREDIT SCORING OF
NON-FINANCIAL CORPORATIONS – A PRELIMINARY
RESEARCH BASED ON DISCRIMINANT ANALYSIS* 

Maria Clara Soares**

1. INTRODUCTION 

A sig nif i cant share of credit risk in the Por tu guese bank ing sys tem is as so ci ated with its ex po sure to

the non-fi nan cial cor po ra tions. This ex po sure as sumes the form of ei ther credit di rectly granted (loans

and credit lines) or debt se cu ri ties and eq uity is sued by those cor po ra tions and in cluded in the banks’

port fo lios. At the end of 2006, claims on non fi nan cial cor po ra tions cor re sponded to ap prox i mately 42

per cent of do mes tic as sets held by res i dent mon e tary in sti tu tions and 30 per cent of the to tal as sets in

the mon e tary in sti tu tions’ bal ance sheets.1 De tect ing the fi nan cial fra gil i ties of non-fi nan cial cor po ra -

tions, li a ble to give rise to de fault in credit pay ments or even to in sol vency, is there fore of the high est

relevance in the analysis of the financial stability of the banking system. 

In gen eral, the anal y sis of fi nan cial ra tios cov er ing dif fer ent as pects of the po si tion of com pa nies is a

key in stru ment in de tect ing fi nan cial and op er a tional dif fi cul ties of non-fi nan cial cor po ra tions. The use

of ra tio anal y sis in the de vel op ment of tech niques for the clas si fi ca tion of cor po ra tions ac cord ing to

their credit worthi ness and to pre dict busi ness fail ure and bank ruptcy has been in creased and is

evinced in a num ber of re search since Bea ver (1966) and Altman (1968), in the late 1960s, pro vided

the first stim uli to the de vel op ment of this type of mod els. Since then, a num ber of ar ti cles have been

pub lished with re search in this field,2 which has also been ob ject of spe cial at ten tion by fi nan cial in sti tu -

tions and bank ing su per vi sors in the frame work of the prep a ra tion of the new Basel Cap i tal Ac cord

(Basel II), which lays down the implementation of internal risk evaluation models. 

Credit risk as sess ment of an in sti tu tion re quires that the qual ity of its credit port fo lio is known, which will 

nat u rally re flect the credit worthi ness of the debt ors in te grat ing it. This, in turn, de pends on the ca pac ity

of debt ors, at pres ent and within a short- to me dium-term ho ri zon, to hon our pay ments on ac count of

in ter est and prin ci pal in due course. The eval u a tion of this ca pac ity im plies the anal y sis of sev eral as -

pects of the cur rent po si tion of the com pany, but it is not easy to re flect them in a syn thetic quan ti ta tive

mea sure. The scor ing mod els pro vide these syn thetic mea sures, re flect ing sev eral as pects of the po -

si tion of the com pany with rel e vance to gaug ing its ca pac ity in terms of com pli ance with credit pay -

ments. These mod els, as so ci ated with mea sures of de fault prob a bil ity, make it pos si ble to es ti mate

ex pected losses within a given time ho ri zon, and are there fore es sen tial in stru ments in the anal y sis

and man age ment of risk by fi nan cial in sti tu tions. From the per spec tive of some cen tral banks, it is also

im por tant to men tion the ad di tional in ter est of these mod els when they form the ba sis of internal

assessment systems of the credits to companies provided as collateral in monetary policy operations. 
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In ad di tion, the scor ing sys tems of com pa nies based on the re spec tive credit worthi ness are a tool for

anal y sis add ing to the fi nan cial sta bil ity ag gre gate in di ca tors of this sec tor (usu ally based on Na tional

Fi nan cial Ac counts sta tis tics). Those mod els pro vide a more ac cu rate ap pre ci a tion of ei ther the trend

of risks in curred by the fi nan cial sys tem at a given mo ment in time or their distribution and intensity.

The pur pose of the work pre sented in this ar ti cle is to es ti mate syn thetic in di ca tors, based on the fi nan -

cial ra tios of a set of non-fi nan cial cor po ra tions, able to sig nal po ten tial sit u a tions of fail ure in credit

pay ments in some of these com pa nies. In sum, the aim is to ob tain in di ca tors which, with ac cept able

pre ci sion, will per mit cor po ra tions to be clas si fied in one of two groups: failed cor po ra tions and

non-failed corporations.

The scor ing mod els de vel oped in dif fer ent coun tries have an un der ly ing def i ni tion of “fail ure” which is

not unique. The “fail ure” e ven t may cor re spond to the actual bank ruptcy of the com pany but may also

have an other na ture, such as the non-pay ment of the debt, whether un der the form of de ben ture or

bank loans. Al though de fault in credit pay ments of a com pany does not nec es sar ily lead to its bank -

ruptcy, bank ruptcy sit u a tions of non-fi nan cial cor po ra tions are, in gen eral, pre ceded by ep i sodes of de -

fault in credit pay ments which, when per sist ing and be com ing more se vere, even tu ally lead to the

ex tinc tion of the cor po ra tion.3 

The fol low ing sec tion char ac ter ises the in for ma tion used in the de vel op ment of this ar ti cle. In par tic u -

lar, it pres ents some sta tis tics on the data from the Cen tral Bal ance-Sheet Da ta base of Banco de Por -

tu gal and on some fi nan cial ra tios con sid ered in the es ti ma tion pro cess of the score for mula. Section 3

de scribes the meth od ol ogy fol lowed, while Section 4 pres ents the re sults, com par ing them with those

from the es ti ma tion of an equiv a lent lo gis tic re gres sion model. Chapter 5 presents the conclusions and 

final comments.

2. DATA 

2.1. Characterisation of data used 

The dataset used in this study was chiefly from the Cen tral Bal ance-Sheet Da ta base held by  Banco de 

Por tu gal and com prises fi nan cial state ments for a sam ple of non fi nan cial cor po ra tions cov er ing the

years from 1995 to 20044. It should be noted that this in for ma tion re lates to a sam ple of com pa nies with 

some spe cific char ac ter is tics, where fore some cau tion is ad vis able in its anal y sis and, con se quently, in 

the in ter pre ta tion of re sults aris ing from its uti li sa tion. First, the cov er age of all eco nomic ac tiv i ties of

non-fi nan cial cor po ra tions was in com plete un til 2000. Only from that date, the sam ple of the Cen tral

Bal ance Sheet Da ta base has cor re sponded to a group of com pa nies se lected ac cord ing to sta tis ti cal

representativity cri te ria. None the less, the sam ple is clearly bi ased to wards a broader cov er age of

larger com pa nies, which are exhaustively sur veyed, and of some ac tiv ity sec tors (such as man u fac tur -

ing, “elec tric ity, gas and wa ter” and “trans ports and com mu ni ca tions”) to the det ri ment of other sec tors

(chiefly “trade and re pairs”). In ad di tion to the com pa nies in cluded in the sta tis ti cal sam ple, any other

non-fi nan cial cor po ra tion may par tic i pate, on its own ini tia tive, in the Cen tral Bal ance Sheet Da ta base

of Banco de Por tu gal.5 This pos si bil ity per mits to widen the cov er age of small and me dium-sized cor -
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(4) The year 2004 is partly covered.

(5) See Banco de Portugal Booklet No 7 on the Central Balance Sheet Database.



po ra tions (given that these are not the ob ject of ex haus tive sur veys) and, in view of its strictly vol un tary

na ture, it will tend to cover com pa nies with rel a tively sound fi nan cial po si tions6.

Firstly, this ar ti cle has con sid ered all com pa nies that, at the Cen tral Bal ance Sheet Da ta base, pres ent

val i dated data, with out re port ing fail ures or anom a lous val ues. As re gards the com pa nies cov ered,

data on their past credit his tory was con sid ered, based on prin ci pal and in ter est not paid in due course,

as re ported to the Cen tral Credit Register (CCR). 

Most com pa nies in the ini tial group (more than 90 per cent) had re ported credit li a bil i ties to the CCR at

some point dur ing the pe riod un der re view, of which ap prox i mately 15 per cent had a sit u a tion of de -

fault in credit pay ments in that pe riod. For the pur poses of the pres ent study, the “fail ure” e ven t in the

year (ref er ence pe riod of the fi nan cial state ments) was de fined as the oc cur rence, dur ing 3 months in a 

row, of fail ures in credit pay ments ex ceed ing 500 eu ros, on av er age (re ported to the CCR as type 7, 8

or 10 debt)7.

In or der to es ti mate the model, only data on com pa nies es tab lished as reg u lar le gal per sons was used. 

Of them, there were ex cluded those in fi nan cial sec tor (CEA 65, 66 and 67), pub lic ad min is tra tions

(CEA 75), ed u ca tion, health and so cial work es tab lish ments (CEA 80 and 85) and other es tab lish -

ments whose main pur pose is in some way sim i lar to the pro vi sion of pub lic or col lec tive ser vices (CEA

90, 91 and 92). Ad di tional con di tions were re quired for com pa nies to be in cluded in the samples to be

analysed, as described below:

• Average number of employees  > 1

• Total net assets > 0

• Debt, excluding intra-group lending and loans granted by other shareholders > 0

• Total equity, including intra-group lending and loans granted by other shareholders > 0

• Sales and provision of goods and services > 0

The sam ple also ex cluded com pa nies for which the sum of debts with credit in sti tu tions, bonds, eq uity

loans and other loans was nil, but with non-nil reg is ters of credit and in ter est not paid in due course re -

ported to the CCR in the cor re spond ing year.8

Sum ming up, as a start ing point, 133827 ob ser va tions were ana lysed re lat ing to 37114 com pa nies. Of

these, al most 3000 cor re sponded to ob ser va tions with de fault in credit pay ments re ported in the year,

ac cord ing to the above men tioned  def i ni tion of the e ven t “fail ure”. From to tal com pa nies, 35083 had

no re port on de fault ep i sodes in the pe riod con sid ered, cor re spond ing to 125380 observations. 

Ta ble 1 pres ents a sum mary char ac teri sa tion of the data ini tially ana lysed.

Prior to the es ti ma tion of the model, some sta tis tics from a set of fi nan cial ra tios were ana lysed, with a

view to iden ti fy ing those that may re veal, à pri ori, more discriminanting power be tween failed and

non-failed firms. Con sid er ing the for ward-look ing ob jec tive of the model, on one hand, and the lag in

the avail abil ity of the fi nan cial in for ma tion (ap prox i mately three quar ters af ter the end of the fis cal

year), the fi nan cial ra tios were con sid ered 1-year lagged from the year when the e ven t characterising

the groups occurred. 
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(6) In turn, companies with significant financial fragilities will tend not to report, especially when their vulnerability becomes more visible. This results in a
marked bias of the whole information towards companies with positive creditworthiness, particularly in the case of small- and medium-sized corporations. 

(7) It corresponds to credits with late repayment, credits involving litigation and restructured loans. On this subject, see Banco de Portugal Booklet No 5.

(8) A possible cause for this discrepancy may be due to the fact that the balance sheet of companies relates to their position as at the last day of the year,
wherefore default situations occurring in any month in the course of the year may have been fully settled at the end of the fiscal year. Other causes may be
reporting errors or misclassification in some of the databases used, wherefore observations with this discrepancy were excluded. 



2.2. Distribution of main financial ratios 

A rel a tively wide set of fi nan cial ra tios was con sid ered in the pro cess of se lec tion of in di ca tors with

more power to dis crim i nate among credit de fault sit u a tions. In or der to avoid an ex ces sive loss of ob -

ser va tions, in di ca tors re fer ring to growth rates were not taken into ac count (which, given the time lag

con sid ered, re quired re port ing by the same com pany for at least three con sec u tive years). Ex treme

ob ser va tions of the ra tios on an an nual ba sis were ex cluded; such out li ers were de fined by the dif fer -

ence of ± three stan dard de vi a tions from the av er age ra tio in each year. None the less, a num ber of

indicators maintained quite significant dispersions.  

Ta ble 2 pres ents some dis tri bu tional mea sures of the fi nan cial ra tios ini tially con sid ered in the mod el -

ling pro cess, such as the mean, the me dian and the stan dard de vi a tion in the to tal sam ple con sid ered.

The anal y sis of the ta ble makes it pos si ble to evince some char ac ter is tics of the data in cluded in the

ini tial sam ple, which shall be the ob ject of some com ments.9

First, as re gards le ver age and risk ra tios, the in debt ed ness ra tios cor re spond ing to the ob ser va tions of 

failed cor po ra tions are, on av er age, higher than in the case of ob ser va tions with out de fault in credit

pay ments10. This was ex pected, since high fi nan cial le ver age levels are gen er ally as so ci ated with

higher default risk.

In ad di tion, the weight of fi nan cial debt, on av er age, is lower in non-failed cor po ra tions than in failed

cor po ra tions. This find ing is mostly the re sult of a sig nif i cant num ber of non-failed com pa nies re port ing 

fi nan cial debt as nil (al most 40 per cent of the to tal non-failed); i.e., a sig nif i cant share of the sam ple

ob ser va tions re lates to com pa nies whose debt to third par ties en tered in the re spec tive bal -

ance-sheets cor re sponds chiefly to trade cred its and intra-group lend ing and loans granted by

associate corporations and shareholders.
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Table 1

BRIEF CHARACTERISATION OF ORIGINAL DATA

Total number of

observations

Percentage of

observations with default 

in credit payments

during the year

Percentage of

observations of

firms with no

failure in the whole

period

Total number of employees (1)

Total

Memo:

Failed firms

1995 12 846 4.3 91.8 39 86

1996 18 162 3.0 93.3 31 64

1997 20 738 2.8 93.9 26 51

1998 21 002 2.2 94.2 27 74

1999 17 760 1.2 94.4 29 64

2000 12 067 1.0 93.5 42 103

2001 11 343 1.4 93.7 42 111

2002 7 170 1.8 94.0 40 107

2003 7 741 2.0 94.1 45 85

2004 4 998 1.9 94.1 48 59

Note: (1) Yearly av er ages.

(9) Given that, for the purpose of this study, each observation was assimilated to a company (even though relating to the same company, but in different years),
observations and corporations shall be mentioned in this section indiscriminately. 

(10) In the case of debt ratios as a percentage of total assets – either or not including intra-group lending and loans granted by associate corporations and
partners in the debt aggregate –, the dispersion is more marked in the group of observations without default in credit payments. However, the application of
the test t to both groups made it possible to confirm the sign of the difference between the groups’ average as indicated in Table 2.
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Table 2

MAIN FINANCIAL RATIOS

Without default in credit

payments

With default in credit

payments

Mean Median Standard 

deviation

Mean Median Standard 

deviation

Risk and Le ver age ra tios

Debt to third parties,  excl.  intra - group lending and loans granted by partners

Total net assets 49.0% 50.8% 24.5 66.4% 68.4% 18.2

Debt to third parties, total

Total net assets
 61.2% 65.3% 23.8 72.6% 74.6% 16.8

Debt to credit institutions,  bonds and equity loans

Total net assets
 11.6% 5.1% 14.6 23.4% 21.5% 15.2

19.0% 16.0% 14.4
Idem, ex clud ing ob ser va tions with no fi nan cial debt

Share of financial debt in total debt to third parties (1) 19.3% 9.0% 23.7 35.7% 32.8% 23.2

Idem, ex clud ing ob ser va tions with no fi nan cial debt 31.4% 26.7% 23.2

Share of financial debt, including other loans, in total debt to third parties (1) 19.6% 9.4% 24.0 36.4% 34.1% 23.3

Idem, ex clud ing ob ser va tions with no fi nan cial debt 31.9% 27.4% 23.3

Trade credits

Total net assets

(2) 36.3% 33.9% 22.3

40.3% 38.8% 21

 Idem, ex clud ing ob ser va tions with no fi nan cial debt 36.1% 34.5% 20.5

Share of trade credits  (2) on to tal debt to third par ties (1) 62.7% 65.2% 29.8
55.2% 56.6% 24.6

 Idem, ex clud ing ob ser va tions with no fi nan cial debt 54.9% 56.6% 25.6

Share of short-term financial debt (3) on to tal fi nan cial debt 27.0% 15.2% 30.4 28.3% 20.3% 28.0

Share of short-term debt to third parties (3) on to tal debt to third par ties (1) 60.1% 64.0% 26.8 57.9% 59.8% 24.8

Equity

Total net assets
 33.6% 29.1% 23.1 23.0% 20.7% 16.3

 Idem, ex clud ing ob ser va tions with neg a tive or nil eq uity 34.1% 29.5% 22.8 23.5% 21.0% 16.0

 

Equity plus intra - group lending and loans granted by partners

Total net assets
45.7% 43.0% 24.3 29.3% 27.0% 17.8

 Idem, ex clud ing ob ser va tions with neg a tive or nil eq uity 45.8% 43.1% 24.2 29.4% 27.0% 17.8

Struc ture ra tios

Debt of third parties,  net of provisions

Total net assets
34.5% 32.9% 23.5 34.9% 32.6% 22.4

Debt of third parties,  net of provisions

Total debt to third parties
85.7% 58.6% 278 54.7% 49.2% 43.7

  Excluding observations in percentile 99 72.0% 58.0% 71.6 54.3% 49.2% 39.7

Debt to third parties,  net of provisions

Total net assets less net fixed assets and financial participations
49.4% 52.0% 28.1 56.2% 58.8% 26.5

Equity plus provisions (except for pensions) less total net fixed assets 

and financial participations

Total net assets

4.5% 4.3% 31.4 -13.3% -10.8% 27.1

 

Equity plus intra - group lending and loans granted by other partners 

less total net fixed assets and financial participations

Total net assets

16.6% 14.7% 31.8 -6.80% -5.40% 27.6

Li quid ity ra tios

Current assets

Total net assets
48.9% 48.5% 26.6 42.4% 39.8% 25.5

Cash,  bank deposits and marketable securities

Total net assets
10.3% 5.3% 12.5 4.6% 1.4% 8.4

Prof it abil ity ra tios

Net profit

Total net assets
2.7% 1.7% 8.5 -0.9% 0.2% 7.2

EBIT

Total net assets
7.0% 5.7% 10.1 4.9% 5.0% 8.5

Notes: (1) Debt to third par ties in cludes intra-group lend ing and loans granted by part ners (in clud ing share hold ers). (2) Trade debt cor re sponds to the sum of debts to sup pli ers, ad vances 
from cus tom ers and sales ac count, debt to the State and other pub lic en ti ties and debts to other cred i tors. (3) It only cov ers ob ser va tions for which the break down of debt into short-term
and me dium- and long-term is reported.



Con sid er ing only the ob ser va tions with pos i tive fi nan cial debt, its weight on to tal debt (and on to tal net

as sets), on av er age, con tin ues to be higher for failed cor po ra tions than for non-failed cor po ra tions, al -

though the dif fer ence is sig nif i cantly smaller. In turn, the weight of trade debt on to tal debt is vir tu ally

iden ti cal in both groups, when con sid er ing only ob ser va tions with fi nan cial debt11.

As re gards the re la tion ship be tween fi nan cial debt and trade cred its and the re spec tive im pact on the

credit qual ity of com pa nies, eco nomic lit er a ture does not pro vide clear in di ca tions on what to ex pect as 

re gards the dif fer ence be tween the weights of these two li a bil ity com po nents in the two groups un der

anal y sis. The few re search in this field (car ried out chiefly in the USA) re fers mainly to the sig nif i cant

im por tance of trade debt as a source of fi nanc ing of com pa nies, es pe cially small-sized cor po ra tions12.

The two main rea sons usu ally in di cated as de ter min ing de mand for trade credit by com pa nies are the

fol low ing:

i) The trans ac tion mo tive: if the tim ing of de liv ery of the or ders is un cer tain and con vert ing liq uid

as sets into cash is costly, com pa nies must hold a high amount of cash bal ances, per mit ting im me di ate

and full pay ment of the or ders upon de liv ery. The uti li sa tion of trade credit per mits buy ers to save in

terms of the trans ac tion costs as so ci ated with the main te nance and man age ment of cash bal ances.

For this mo tive (for which fi nan cial credit is no al ter na tive), the share of this type of credit in to tal li a bil i -

ties does not pro vide in for ma tion on the credit worthi ness of com pa nies since its uti li sa tion is a cur rent

prac tice in busi ness. Fac tors as so ci ated namely with the size of the cor po ra tion, the turn over and fre -

quency or type of the or ders shall de ter mine the in ten sity of this type of li a bil ity in dif fer ent com pa -

nies13.

ii) The fi nanc ing mo tive: it re fers to the non-uti li sa tion of dis counts re sult ing from the pay ment in 

shorter-than-es tab lished time-lim its, and even the uti li sa tion of trade credit for lon ger-than-reg u lar

time-lim its (al beit agreed with sup pli ers), as an al ter na tive to credit granted by fi nan cial in sti tu tions.

The eco nomic the ory as so ci ates the use of trade credit for fi nan cial rea sons (whose im plied in ter est

rate is gen er ally higher than in fi nan cial debt) to im per fec tions in the credit mar ket, re sult ing in credit

ra tion ing by fi nan cial in sti tu tions. Small-sized cor po ra tions, on which fi nan cial in sti tu tions usu ally have

less in for ma tion than that avail able to sup pli ers, are prob a bly more af fected by fi nan cial credit ra tion -

ing. For this mo tive, high bal ances of trade credit may be as so ci ated ei ther with credit worthy com pa -

nies but with small size – not per fectly eval u ated by fi nan cial in sti tu tions due to lack of in for ma tion – or

with poor credit qual ity com pa nies. In ad di tion, com pa nies re veal ing to be “prompt pay ers” may ben e fit

from es pe cially fa vour able con di tions from their sup pli ers, for which other fac tors be sides the re turn on 

fi nanc ing may be rel e vant for the de ci sion to grant credit.14

An ad di tional rea son for the higher weight of trade debt rel a tive to fi nan cial debt in the case of

small-sized cor po ra tions (which is not di rectly re lated to the credit worthi ness of the com pa nies) is re -

lated to the fact that the amounts of credit needed of ten are small. Even if funds are avail able, ar rang -
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(11) When considering all observations, the weight of trade credits on total debt is naturally higher in the non-failed group than in the failed group, as a result of
the high percentage of observations without financial debt in the non-failed group. It should be noted, however, that the weight of intra-group lending and
loans granted by other shareholders on debt to third parties is also significantly more relevant when companies do not have financial debt than when they
have. In terms of total assets, the trade credits ratio is higher in failed corporations than in non-failed corporations (also, the weight of total debt on assets is
higher in the former case). In the case of non-failed corporatios the trade credits ratio on assets is virtually identical  in firms either with or without financial
debt. 

(12) Trade credit is generally granted according to terms that differ among sectors of activity but that typically involve deferred payment up to one month. It
involves a discount when payment occurs within a shorter-than-established time-limit; when the normal time-limit is exceeded an additional cost is imposed
or restrictions are introduced in the payment of future orders.

(13) Considering that the absence of any time-limit for payment to suppliers, even if small, may reflect a penalty (advance payment or mandatory payment upon
delivery) resulting from previous defaults in this type of credit, low levels of utilisation of trade credit might indicate (when compared to similar companies)
lack of credit quality of a company.  

(14) Lewellen, McConnell and Scott (1980) and Emery (1984) argue that suppliers may charge lower prices than financial institutions for credit granted to risky
debtors, because they incur lower risk-evaluation costs due to their access to information, by maintaining regular and close contact with their customers.  



ing fi nan cial lend ing in volves other costs in ad di tion to the in ter est rate (such as com mis sions and

other ad min is tra tive costs re lated to the open ing of files, etc.), which may make closed-end credit from

fi nan cial in sti tu tions sig nif i cantly more ex pen sive than trade credit, es pe cially if the amount in volved is

not high enough to off set these costs15. 

Chart 1 pres ents the av er age weights of both fi nan cial debt and trade credit on to tal net as sets, by cor -

po ra tion size (eval u ated ac cord ing to the av er age num ber of em ploy ees in the ref er ence year), for

both groups of observations.

In ef fect, trade cred its has higher weight in to tal as sets in the case of small-sized cor po ra tions (con sid -

er ing cor po ra tions with more than 20 em ploy ees, as a whole).16 Also, most small-sized cor po ra tions

do not have fi nan cial debt (al though the im por tance of trade credit in to tal as sets is not sig nif i cantly dif -

fer ent, whether or not com pa nies have fi nan cial debt). In the case of the sam ple con sid ered, the ab -

sence of fi nan cial debt seems to be off set by eq uity or by intra-group lend ing and loans granted by

part ners, the lat ter with higher rel a tive im por tance also in the case of small-sized cor po ra tions (Chart

2). Failed cor po ra tions have on av er age higher ra tios of both fi nan cial debt and trade debt than

non-failed cor po ra tions with both types of debt, so that the ra tio of trade cred its to fi nan cial debt is not

par tic u larly different between observations of failed and non-failed firms.

In the sam ple un der anal y sis, (con trary to eco nomic in tu ition) the weight of short-term debt (i.e. up to

one year) is, on av er age, higher for the ob ser va tions with out de fault in credit pay ments than for the ob -

ser va tions with de fault. This char ac ter is tic is main tained even when the failed group in cludes only ob -

ser va tions with pos i tive fi nan cial debt, and re flects the qual ity bias of the companies in the sample. 

As re gards trade credit granted, the weight in terms of to tal as sets, on av er age, is not sig nif i cantly dif -

fer ent be tween both groups of ob ser va tions. How ever, the ra tio of trade cred its granted to those re -

ceived is higher in the group of ob ser va tions with out de fault in credit pay ments than in that of

ob ser va tions with de fault, in di cat ing that cor po ra tions of the first group have more net lend ing ca pac ity, 
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Chart 1
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Note: The cal cu la tion of the av er age val ues of the ra tios con sid ered only ob ser va tions with non-nil ratios.
Size = 1, if <=20 em ploy ees; = 2, if >20 and <=50 em ploy ees; = 3, if >50 and <=100 em ploy ees; =4, if >100 and <=200 em ploy ees; =5, if >200 em ploy ees.

(15) Credit lines permit this restriction to be eased, since they allow for the partial and fractioned utilisation of lending. 

(16) In corporations with less than 20 employees, the weight of the trade debt is relatively smaller, reflecting the higher importance of own funds (including
intra-group lending and loans granted by shareholders) in total financial assets.



con sis tent with a sounder fi nan cial sit u a tion. In terms of cur rent as sets, the weight of third-party debt is

lower in the non-failed group, re flect ing the higher im por tance of the more liq uid as sets (such as de -

pos its and se cu ri ties) in firms in this group. More over, own funds (in clud ing intra-group lend ing and

loans granted by part ners), on av er age, ex ceed the value of fixed as sets in the case of ob ser va tions

with out de fault in credit pay ments, con trary to failed cor po ra tions, reflecting the poorer financial

equilibrium of the latter.

As re gards li quid ity and prof it abil ity ra tios, the dif fer ences be tween both groups show the ex pected

sign: failed cor po ra tions tend to have less li quid ity and lower prof it abil ity, in terms of to tal as sets, than

non-failed corporations. 

3. METHODOLOGY USED 

In or der to es ti mate the scor ing model from fi nan cial ra tios, the discriminant func tion anal y sis was

used. This method con sists in es ti mat ing a func tion (the discriminant func tion) as a liner com bi na tion

of in de pend ent vari ables (the discriminant vari ables) able to dif fer en ti ate an e ven t or in di vid ual and

clas sify it in one of two (or more) groups or cat e go ries. The groups in ques tion in this study were de -

fined as the one of cor po ra tions that failed debt pay ments and the other of non-failed cor po ra tions.17 

The func tion to be es ti mated is of type  L b x b x b x cn n= + + + +1 1 2 2 ....... , where L is a dichotomic vari -

able tak ing the val ues 0 and 1 cor re spond ing to the two groups un der anal y sis, b i  are the discriminant

co ef fi cients, x i  the discriminant vari ables and c is a con stant. The  b i  co ef fi cients are es ti mated so as to 

maxi mise the dis tance be tween the group means of the function.

In this study,
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Chart 2

FINANCING STRUCTURE
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Size = 1, if <=20 em ploy ees; = 2, if >20 and <=50 em ploy ees; = 3, if >50 and <=100 em -
ploy ees; =4, if >100 and <=200 em ploy ees; =5, if >200 em ploy ees.

(17) This article assumes that each observation corresponds to one company. Although this assumption reduces independence among observations (more
markedly after 2000, due to the greater consistency of the sample), it was intended to allow for a higher percentage of observations with default. In addition,
observations without default were limited to those with positive financial debt in year t. Moreover. in estimating the discriminant function, less unbalanced
samples were used, in terms of the percentage of observations with and without default. 



L =
1, if the firm fails debt payments in the year

0, on the contrary

ì
í
î

.

Two mod els were es ti mated: in a first model, the cri te rion of dis tinc tion be tween the groups was the oc -

cur rence of fail ure in debt pay ments in the year, char ac ter ised as de fault ing debt pay ments for three

con sec u tive months in a year by an amount greater than 500 eu ros on av er age; the sec ond model was 

in tended to ana lyse the en try into fail ure in debt pay ments, de fin ing the group where L = 1  as the group

in which cor po ra tions failed in the year, but not in the pre vi ous year.18 In this case, L  was stated as 0

when the firm had not failed in any year over the es ti ma tion pe riod. 19

Both mod els were es ti mated twice: with all ob ser va tions, on one hand, and us ing only data of the man -

u fac tur ing branches (CEA 15 to 37), on the other (CEA 15 a 37).

In ad di tion to fi nan cial ra tios, the es ti mated mod els took into ac count some fac tors broadly based

across ob ser va tions, such as those as so ci ated with the busi ness cy cle and with the cor po ra tions’ sec -

tor of ac tiv ity. For this pur pose, the out put gap and the short-term in ter est rate were in cluded as in de -

pend ent vari ables.20 Also sec toral dum mies were tested in the mod els con sid er ing the ob ser va tions

for all activity sectors.

In ad di tion, logit and probit mod els were es ti mated for the same vari ables, which cor rob o rated the re -

sults ob tained with the discriminant analysis.

The use of discriminant anal y sis on a num ber of ra tios cov er ing dif fer ent fea tures of the firms’ fi nan cial

po si tion made it pos si ble to iden tify a group of in di ca tors with a sig nif i cant con tri bu tion to the

discriminant func tion.21 In the fi nal model, the se lected ra tios re late to in debt ed ness, as set fi nanc ing

struc ture, liquidity and profitability.

These ra tios were de fined as:

DIV

Debt to third parties,  excluding intra -group l

=

ending and loans granted 

by other partners and shareholders

Total net assets

EFA

Equity intra -group lending and loans granted b

=

+ y other partners and shareholders

total net fixed - assets

Total net assets

LIQ
Cash,  bank deposits and marketable securities

T
=

otal net assets

ROA
Net profit

Total net assets
=
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(18) The cases in which the company failed debt payments in the year but its situation in the previous year is not observed or also failed (i.e. when it is not
possible to determine when the entry into failure in debt payments has occurred or whether it has occurred in the previous year) are excluded. If a company
recovers from the default situation within at least one year, and later re-enters into failure in debt payments, this re-entry when immediately preceded by
compliance is considered as being an entry of a new company. 

(19) In this case, the groups are not mutually exclusive, since the companies that are not in default in the year but were before or will enter into default
subsequently are not considered in the group where L = 0.

(20)  These two variables are negatively correlated, with the former prevailing in the final model. The coefficients associated with the financial indicators
estimated by the models without the business cycle variable are virtually identical to those estimated with that variable, the inclusion of which chiefly
influences the value of the constant. The output gap values were calculated using the HP filter to data extracted from the “Quarterly series for the
Portuguese economy” (2006) Banco de Portugal Economic Bulletin Summer . On this methodology, see Almeida and Félix (2006).

(21) Also the weights of the short-term debt and of intra-group lending and loans granted by shareholders on total debt could satisfactorily differentiate between
observations with and without default in credit payments, positively relating to the latter event. However, this discriminanting power is clearly the result of the
bias in the quality of firms in the sample, with no economic significance. It was therefore decided not to consider these indicators in the final models.   



More over, the use of a dummy to dif fer en ti ate cor po ra tions with and with out fi nan cial debt made it pos -

si ble to im prove the discriminant power of the model (by in creas ing the num ber of cor rect fail ure pre -

dic tions). This dummy was as signed to the year t-1 and was defined as follows:

dfin
1, if finacial debt >  0

0, if finacial debt =  0.
=

ì
í
î

 22 

The fol low ing charts il lus trate the dis tri bu tions of the men tioned in di ca tors for the set of ob ser va tions

used in es ti mat ing the fi nal mod els, in each of the groups de fined by the oc cur rence of fail ure in debt

pay ments in the year23. 
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Chart 3.1
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Chart 3.3
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Chart 3.4
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Mean Median Mean Median

Total 8.7% 8.3% -7.6% -6.3%

Manufacturing 4.6% 4.0% -13.2% -12.9%

Without default With default

Mean Median Mean Median

Total 8.7% 4.3% 4.8% 1.6%

Manufacturing 7.9% 3.9% 4.0% 1.3%

Without default With default

Mean Median Mean Median

Total 2.20% 1.34% -0.67% 0.20%

Manufacturing 2.07% 1.26% -1.37% 0.11%

Without default With default

(22) In this case, the estimated coefficient associated with the dummy is significant and indicates that the probability of a corporation failing credit payments in a
given year is higher in the case of corporations carrying forward financial debt from the previous year. From a total of 11443 observations, 1177 corporations
reported financial debt in t-1, but did do not report it in t, 11 of which were in default in t.

(23) Charts and statistics presented herein refer to the indicators in t-1 relative to observations for which the financial debt is positive in t, for total observations
(charts and statistics) and for observations relative to companies in manufacturing (statistics). 



4. RESULTS 

The es ti mated model was iden ti cal for both def i ni tions of fail ure. In ef fect, the rel e vant fi nan cial ra tios

se lected by the discriminant anal y sis were the same, whether the de pend ent vari able would re fer to

the oc cur rence of fail ure in debt pay ments in the year or to the en try into fail ure in debt payments.

There fore, the gen eral model es ti mated is as fol lows:24

Zi t, = + × + × + × + ×a b b b b1 2 3 4DIV EFA LIQ ROAi. t -1 i.t -1 i,t -1 i,t -1 i,t -1 tdfin+ × + ×g d output  gap

The higher the value of Zi t,  (cor re spond ing to the es ti mated score for cor po ra tion i  in year t), the higher

the prob a bil ity of failure.

In the case where ob ser va tions avail able for all sec tors of ac tiv ity were con sid ered, the model was also 

es ti mated with sec toral dum mies (dsectj):

Zi t, = + × + × + × + ×a b b b b1 2 3 4DIV EFA LIQ ROAi. t -1 i.t -1 i,t -1 i,t -1 i,t -1 tdsect dfin+ × + × + ×
=

å h g dj j
j

output  gap
1

9

The con tri bu tion of some dum mies for the discriminant func tion was lit tle sig nif i cant, al though per mit -

ting the per cent age of cor rect in-sam ple clas si fi ca tions to im prove mar gin ally. Also, in the con text of

the logit model, the in clu sion of sec toral dummies was rejected. 

Ta ble 3 pres ents the co ef fi cients es ti mated for the discriminant func tion (unstandardised) and for the

equiv a lent lo gis tic re gres sion (i.e. us ing the same ob ser va tions), in the case where fail ure was de fined

as the oc cur rence of de fault in credit pay ments in the year.25 The co ef fi cients of the discriminant func -

tion re flect the con tri bu tion of each ra tio for the discriminant score. 

The clas si fi ca tion power of the model, gauged by the per cent age of cor rect in-sam ple clas si fi ca tions,

stands at around 67 per cent, with a higher per cent age (above 71 per cent) in the case of ob ser va tions

be long ing to the group of failed.26 Re flect ing the sig nif i cant dis pro por tion be tween the sizes of the two

groups, the model tends to clas sify a high per cent age of ob ser va tions with out de fault in credit

payments in the failed group. 

The co ef fi cients of the model are not sig nif i cantly changed when the de fault sit u a tion is de fined as “en -

try into fail ure in debt pay ments” (Ta ble 4). How ever, the per cent age of cor rect clas si fi ca tions in the to -

tal is, in this case, be low 65 per cent (72 per cent in the failed group).27

It should be noted that the size of the cor po ra tion, which in some re search of this na ture emerges as a

rel e vant vari able to de ter mine the prob a bil i ties of de fault in credit pay ments (with a neg a tive co ef fi -

cient), did not have a sig nif i cant con tri bu tion to the discriminant func tion in this study. In turn, in the

case of the logit and probit mod els, the co ef fi cients of the vari able size (mea sured by the log a rithm of
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(24)  In the case of the model for manufacturing relative to the entry into failure in debt payments, the inclusion of the short-term interest rate instead of the output
gap made it possible to obtain marginally better results. However, in order to facilitate comparisons among models, it was decided to consider the model
including the output gap.  

(25) In order to render more intuitive the interpretation of the scores, these were calculated using the standardised coefficients of the discriminant function

instead of the estimated coefficients bi (unstandardised). Therefore, the score obtained was positively related to the creditworthiness of the company,
where the “cut” value for the purpose of classification in each group is zero. It should be noted, however, that the interpretation of the results, considering the
definition of the dependent variable (assuming a nil value in the case of “non-failed” companies and a positive value in the opposite case), indicated that the
more negative is the Z-score, the lower is the probability of default. As a result, according to the interpretation of the estimated coefficients (unstandardised), 
negative contributions (coefficients) for the discriminant function correspond to score improvements, and the opposite in the case of positive coefficients.

(26) As regards the model relating only to observations in manufacturing, the percentage of correct in-sample classifications is slightly higher: 68 per cent of the
total, increasing to 74 per cent in the case of observations within the default group.

(27) In the case of manufacturing, the percentage of the total is virtually identical, but rises to approximately 75 per cent in the default group.



the av er age num ber of em ploy ees) re vealed to be sig nif i cant, al though close to zero and with a pos i -

tive sign, con trarily to that ex pected (i.e. larger firms have a higher prob a bil ity to fail in credit pay -

ments). This re sult re flects the char ac ter is tics of the sam ple of the Cen tral Bal ance Sheet Da ta base, in 

which, the com pa nies with fail ure have, on av er age, more em ploy ees than the total, while the smaller

companies are typically creditworthy.

There fore, it is pos si ble to de ter mine a score (which is a syn thetic mea sure of credit worthi ness) for

each firm, us ing the for mula of the discriminant func tion to the re spec tive fi nan cial ra tios. This per mit to 

clas sify firms into credit worthi ness levels, stated as a range of score val ues with ho mo ge neous prob a -

bil i ties of de fault in credit pay ments. The score dis tri bu tion for each group is il lus trated in Charts 4.1

and 4.2. 
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Table 3

RESULTS: DISCRIMINANT FUNCTION AND EQUIVALENT LINEAR LOGIT MODEL 

Occurrence of failure in debt payments in the year

Total Manufacturing

Discriminant function Logit model (1) Discriminant function Logit model (1)

a -1.158 -5.132 -1.18 -5.784

(0.32) (0.48)

b1 1.671 2.063 2.167 2.675

(0.17) (0.27)

b2 -1.294 -1.137 -1.434 -1.369

(0.12) (0.18)

b
3

-1.379 -3.078 -1.474 -4.218

(0.41) (0.70)

b4 -4.923 -5.379 -5.169 -4.653

(0.49) (0.60)

g 0.720 2.425 0.393 2.199

(0.31) (0.45)

d(2) 0.307 0.276 0.238 0.228

(0.02) (0.02)

Notes: (1) Num bers in brack ets re fer to stan dard de vi a tions. (2) Out put gap as a per cent age.

Table 4

RESULTS: DISCRIMINANT FUNCTION AND EQUIVALENT LINEAR LOGIT MODEL 

Entry into failure in debt payments in the year

Total Manufacturing

Discriminant function Logit model (1) Discriminant function Logit model (1)

a -1.395 -5.354 -1.475 -5.796

(0.34) (0.51)

b1 2.267 2.379 2.775 2.634

(0.25) (0.40)

b
3

-1.150 -0.956 -1.043 -0.864

(0.17) (0.28)

b
3

-1.102 -2.197 -1.569 -3.263

(0.53) (0.96)

b4 -4.420 -4.240 -5.815 -3.746

(0.64) (0.78)

g 0.641 1.631 0.431 1.406

(0.31) (0.46)

d(2) 0.270 0.217 0.147 0.118

(0.02) (0.03)

Notes: (1) Num bers in brack ets re fer to stan dard de vi a tions. (2) Out put gap as a per cent age.



In the case of the lo gis tic re gres sion, the es ti mated model per mits ob ser va tions to be clas si fied ac -

cord ing to the value es ti mated for the prob a bil ity of oc cur rence of fail ure in debt pay ments. The level of

es ti mated prob a bil i ties, in turn, is in flu enced by the actual pro por tion of ob ser va tions with de fault in

credit pay ments in to tal ob ser va tions con sid ered in the model. In or der to ren der com pa ra ble the prob -

a bil i ties es ti mated by the logit mod els and the per cent age of de fault of the orig i nal sam ple, the es ti ma -

tion of the lo gis tic re gres sion mod els took into account all observations available in the original

sample. 

Ta ble 5 pres ents the per cent age of ob ser va tions with de fault in credit pay ments in cluded in each per -

cen tile of score val ues es ti mated by the discriminant func tion. It in cludes also the prob a bil i ties of de -

fault in credit pay ments es ti mated by the lo gis tic re gres sion model  for the ob ser va tions belonging to

the percentile.

In the case of the logit model, the in clu sion in each of the groups is de ter mined by com par ing the es ti -

mated prob a bil ity with the value of the prob a bil ity se lected as cut-off be tween the two groups. The per -
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Chart 4.1
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for mance of the logit mod els es ti mated for the oc cur rence of fail ure in debt pay ments in the year is rep -

re sented in Chart 5 by the re spec tive ROC curves.28 

Chart 6 com pares the av er age prob a bil ity pre dicted by the logit model for the “oc cur rence of fail ure in

debt pay ments in the year” with the per cent age of failed com pa nies in the sam ple in each of the years

con sid ered. Dur ing the sec ond half of the 1990s, the prob a bil ity of oc cur rence of fail ure in debt pay -

ments by non-fi nan cial cor po ra tions de clined sys tem at i cally, which was sup ported by the path fol lowed 

by the in ter est rate and by the eco nomic junc ture. This trend was re versed in 2000, show ing a de coup -

ling be tween the two lines, in par tic u lar af ter 2002. The dif fer ence in the pro file of the two mea sures

over the last two years of the pe riod un der re view may re flect some what eas ier con di tions pro vided by

fi nan cial in sti tu tions to com pa nies with frag ile fi nan cial po si tions to ne go ti ate the re spec tive loans. This 
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Table 5

DISTRIBUTION OF OBSERVATIONS WITH DEFAULT IN CREDIT PAYMENTS BY SCORE CLASS

Percentil

Model 1 – total
Model 1

Manufacturing
Model 2 – total

Model 2

Manufacturing

Perc. Logit Perc. Logit Perc. Logit Perc. Logit

[0;10[ 10.57 9.88 11.83 10.91 3.94 3.91 3.83 3.57

[10;20[ 5.55 5.64 5.88 5.83 2.38 2.28 2.22 2.20

[20;30[ 3.87 3.96 4.01 4.05 1.65 1.68 1.85 1.67

[30;40[ 3.14 2.96 2.65 2.98 1.56 1.32 1.40 1.33

[40;50[ 2.24 2.28 2.56 2.30 1.03 1.04 0.90 1.06

[50;60[ 1.63 1.73 1.42 1.69 0.54 0.80 0.74 0.82

[60;70[ 1.04 1.23 0.95 1.12 0.49 0.57 0.42 0.61

[70;80[ 0.70 0.79 0.60 0.71 0.31 0.37 0.17 0.38

[80;90[ 0.36 0.38 0.23 0.34 0.19 0.19 0.15 0.20

[90;100] 0.07 0.07 0.10 0.06 0.03 0.04 0.07 0.04

Note: This ta ble pres ents the per cent age of ob ser va tions with de fault in credit pay ments for each class to which the per cen tile is the up per limit (model 1: oc cur rence of fail ure in debt pay -
ments in the year; model 2: en try into fail ure in debt pay ments) in to tal ob ser va tions in which the es ti mated score be longs to that class. On the right-hand side, it in cludes the av er age
value of de fault prob a bil i ties es ti mated by the lo gis tic re gres sion model for ob ser va tions in cluded in each per cen tile class (as a per cent age). The score is calculated for all available
observations.

Chart 5

ROC CURVES

Model relative to the occurrence of failure in debt payments

To tal Man u fac tur ing

(28)  ROC means Receiver Operating Characteristic. For an intuitive introduction to this topic, see http://www.anaesthetist.com/mnm/stats/roc/.



development took place against a background of increased competition among banks and of interest

rates standing at historically low levels.

5. CONCLUSIONS

The objective of this study was to develop a model aimed at obtaining synthetic indicators on credit

risk of the non-financial corporations, by resorting to individual financial information annually disclosed

by companies. With this view, a number of financial ratios were analysed in order to gauge their capac-

ity to discriminate companies with higher probability of occurrence of failure in debt payments. A

discriminant function was used for this analysis, as well as linear logit/probit models. As expected,

more indebted companies will tend to fail debt payments more easily. In turn, companies with higher li-

quidity and yield ratios will be less liable to enter into failure in debt payments.

This article is a further step into the systematic utilisation of microdata of companies for the purposes

of financial stability analysis as well as supervision. However, it has some limitations chiefly resulting

from the bias of the sample of firms in the Central Balance-Sheet Database. In particular, data avail-

able on financial statements do not cover a significant number of companies with lower credit quality,

thus limiting the discriminanting power of the model. The results of this fact are, on the one hand, less

conventional signs of the coefficients associated to some indicators (as the case of the weight of

short-term debt in the total and the corporation size) and, on the other hand, the little diversified range

of indicators kept in the final model (due to the absence of discriminanting power in other indicators

covering the more operational aspects of the companies in the sample).

In spite of the limitations due to the characteristics of the information used, the methodology followed

permits to define a simple system for the classification of companies based on a score to which a prob-

ability of default in credit payments may be associated. The possibility of classifying companies in

classes with homogeneous default probabilities has obvious advantages for the supervision of institu-

tions, either because it permits minimum capital requirements to be calculated according to Basle II as-

sumptions, or because it allows for credit provisioning regimes to be defined on the basis of expected

losses. Based on the average probability of default in credit payments associated with each score

class, the value of debt at risk may be determined at the level of individual companies as the product of

that probability by the amount of the financial debt of each company, making it possible to monitor com-
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Chart 6

AVERAGE DEFAULT PROBABILITIES ESTIMATED BY THE LOGIT MODEL
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pa nies of up per risk for the sys tem. The avail abil ity of rel a tively sim ple fi nan cial in for ma tion on a sig nif i -

cant share of in debted com pa nies with spe cific bank ing groups will also per mit to gauge the amount of

debt at risk for these groups and, in aggregate terms, for the system as a whole, thus monitoring it .

The re sults of this study may be en hanced de pend ing on the ad di tional in for ma tion made avail able in

the fu ture. Be sides in cor po rat ing more rep re sen ta tive fi nan cial in for ma tion in terms of credit risk (i.e.

cov er ing more cor po ra tions with de fault in debt pay ments), also the in clu sion in mod els of other type of 

vari ables, such as the ex is tence of col lat eral, or of in for ma tion on other char ac ter is tics of the cor po ra -

tion (age, in clu sion in a eco nomic group, etc.) will con trib ute to im prove the re li abil ity of re sults. Mon i -

tor ing the per for mance of the es ti mated mod els through the in clu sion of in for ma tion re lat ing to

sub se quent years as it be comes avail able and ap ply ing the meth od ol ogy to some spe cific branches of

activity will be natural developments of the work presented in this article. 
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CREDIT RISK DRIVERS: EVALUATING THE CONTRIBUTION
OF FIRM LEVEL INFORMATION AND OF MACROECONOMIC
DYNAMICS*

Diana Bonfim**

1. INTRODUCTION

Banks and other fi nan cial in ter me di ar ies try to maxi mise their prof its, which re quires an ac cu rate pric -

ing of the risks con tained in their as sets port fo lios. Thereby, given the weight loans to firms have on

banks’ as sets, un der stand ing why do some firms de fault, while oth ers do not, may be a very im por tant

ques tion to ad dress. More over, from a fi nan cial sta bil ity view point, it is in ter est ing to un der stand if

credit de fault risk is mostly driven by id io syn cratic fac tors (which may al low for the iden ti fi ca tion of a set 

of char ac ter is tics com mon to risk ier firms) or by sys tem atic fac tors, which si mul ta neously af fect all

firms (thus hav ing more wide spread im pacts on fi nan cial sta bil ity, given that sev eral banks can suf fer

size able losses in their credit port fo lios at the same time). On one hand, firm-spe cific char ac ter is tics

should clearly be de ter mi nant on their de ci sion to de fault on bank loans. On the other hand, it has be -

come clearer that mac ro eco nomic de vel op ments may also have an im por tant role in the evo lu tion of

credit risk over time. The em pir i cal re sults ob tained in the lit er a ture sug gest that there are some im por -

tant links be tween credit risk and mac ro eco nomic de vel op ments (see, for in stance, Pederzoli and

Torricelli (2005), Jiménez and Saurina (2006) or Bonfim (2007)). In fact, pe ri ods of strong eco nomic

growth, which are some times ac com pa nied by ro bust credit growth, are some times fol lowed, with

some lag, by an increase in default rates at the aggregate level, possibly as a consequence of

imbalances generated in those periods.

Un der this setup, the main pur pose of this ar ti cle is to em pir i cally ex am ine the de ter mi nants of cor po -

rate credit de fault in loans granted by the Por tu guese bank ing sys tem, tak ing si mul ta neously into ac -

count firm-spe cific data as well as mac ro eco nomic in for ma tion. Us ing mi cro in for ma tion, which

in cludes very de tailed firm-level data, it be comes clear that the firms’ fi nan cial sit u a tion will in flu ence

the prob a bil ity of de fault on their loan com mit ments. Prof it abil ity, li quid ity, sol vency and re cent in vest -

ment and sales per for mance seem to of fer a valu able con tri bu tion in ex plain ing de fault prob a bil i ties.

When time-ef fect con trols or mac ro eco nomic vari ables are taken into ac count to gether with the

firm-spe cific in for ma tion, the re sults of the mod els seem to im prove con sid er ably. Hence, the re sults

ob tained with this work sug gest that even though the de ter mi nants of loan de fault at the mi cro level are

ul ti mately driven by the firms’ spe cific fi nan cial sit u a tion, there are important relationships between

overall macroeconomic conditions and default probabilities over time.

The re main der of the pa per pro ceeds as fol lows. Section 2 de scribes the main datasets used in this

work, which in clude in for ma tion for more than 30.000 Por tu guese firms. In Section 3 we pres ent some

sum mary sta tis tics which are rel e vant for the char ac teri sa tion of the sam ple. Af ter wards, in Section 4

we briefly pres ent the mod el ling setup un der ly ing the em pir i cal work which will be de vel oped in
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Sections 5 and 6, which pres ent, re spec tively, the re sults ob tained us ing dis crete choice mod els and

du ra tion mod els. Fi nally, in Section 7 we present some concluding remarks.

2. DATA

The mi cro ec o nomic dataset used in this work com prises two dis tinct datasets held by Banco de Por tu -

gal, namely, the Cen tral Credit Reg is ter and the Cen tral Bal ance Sheet Da ta base. The Cen tral Credit

Reg is ter pro vides in for ma tion on all credit ex po sures above 50 euro in Por tu gal. The in for ma tion con -

tained in this da ta base is re ported by credit in sti tu tions (re port ing is man da tory) and its main ob jec tive

is shar ing in for ma tion be tween par tic i pant in sti tu tions, in or der to im prove their credit risk as sess ment

and man age ment. This da ta base con tains monthly in for ma tion on loans granted to firms and house -

holds, in clud ing their cur rent sta tus (it is pos si ble to know whether credit has be come over due, if it was

re ne go ti ated, or if it is an off-bal ance sheet risk, such as the un used parts of credit lines or bank guar -

an tees).1 Us ing end-o f-year data for the pe riod be tween 1996 and 2002, there are 203.655 ob ser va -

tions re gard ing loans granted to non-fi nan cial cor po ra tions.2 In turn, the Cen tral Bal ance Sheet

Da ta base con tains de tailed ac count ing data on a large sam ple of Por tu guese firms, be ing used mostly

for sta tis ti cal and eco nomic anal y sis pur poses.3 Re port ing by firms in this da ta base is not com pul sory.

The sam ple of firms cov ers to an ac cept able de gree the Por tu guese uni verse, al though some bias

may ex ist to wards larger firms, which are al most to tally cov ered.4 In this dataset there are 153.581 an -

nual ob ser va tions for the period between 1996 and 2002. By merging the two datasets there are

113.119 observations, which regard 33.084 different firms.

We con structed sev eral ra tios and in di ca tors to eval u ate firms’ fi nan cial sit u a tion, namely in what con -

cerns their prof it abil ity, fi nan cial struc ture, le ver age, pro duc tiv ity, li quid ity and in vest ment. In or der to

guar an tee the qual ity of re sults, sev eral fil ters were ap plied to the data. First, ra tios for which the de -

nom i na tor equalled (or was close to) zero, as well as ra tios for which a neg a tive nu mer a tor was com -

bined with a neg a tive de nom i na tor (lead ing to ra tios with a pos i tive sign), were elim i nated from the

anal y sis, in or der to avoid mis lead ing re sults. More over, in or der to pre vent out li ers from dis tort ing the

anal y sis, ob ser va tions be low the 1st per cen tile and above the 99th percentile were replaced with the

value of the corresponding percentile.

3. CHARACTERISATION OF FIRMS IN DEFAULT

Only a small per cent age of firms in the sam ple has credit over due (around 3 per cent of firms). The

higher de fault rates are re corded in fish ing, min ing, tour ism and res tau rants and man u fac tur ing (Ta ble

1). With re gard to the size of firms, the high est de fault fre quen cies are re corded by me dium-sized

firms, closely fol lowed by larger firms, con trary to what is usu ally seen in the lit er a ture. For in stance,

Bhattacharjee et al. (2002), Bunn and Red wood (2003), Eklund et al . (2001) and Jiménez and Saurina 
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(1) The main purposes and features of the Central Credit Register of Banco de Portugal are described in
 http://www.bportugal.pt/internet/prod/publish/cadernos/responsabilidades_credito_e.pdf.

(2) Reporting credit institutions aggregate information on loans with similar status for each firm (i.e. information is not reported on a loan-by-loan basis). In order
to merge the two datasets used in this article, the CRC records were aggregated within firms. As a consequence, each observation is defined as a pair
firm-year, summing up all credit liabilities for a given firm in each year.

(3) The main purposes and features of the Central Balance Sheet Database of Banco de Portugal are described in
 http://www.bportugal.pt/internet/prod/publish/cadernos/central_balancos_e.pdf.

(4) In 2005 firms included in the Central Balance Sheet Database accounted for around 61 per cent of the gross value added of the Portuguese economy and
for around 35 per cent of the total size of the workforce in Portugal. However, while for large enterprises coverage stood at around 82 per cent of the size of
the workforce, for small and medium-sized enterprises this coverage stood at around 20 per cent. For more details on the coverage of this database,
seeTable G.1.2 of the Statistical Bulletin of Banco de Portugal.



(2004) find that smaller firms are more likely to de fault.5 In turn, Pain and Vesala (2004) and

Bernhardsen (2001) con clude that any sys temic ef fect of firm size on de fault is rel a tively small, par tic u -

larly af ter con trol ling for firm’s char ac ter is tics.6 Such re sults im ply that two firms with very sim i lar fi nan -

cial in di ca tors are not likely to pres ent sig nif i cantly dif fer ent de fault prob a bil i ties, even if they have

con sid er ably dif fer ent sizes. Fi nally, Benito et al. (2004), us ing a sam ple of Span ish firms, ob tain a re -

sult sim i lar to ours, ob serv ing a pos i tive re la tion ship be tween firm size and de fault rates. The au thors

ar gue that their da ta base may be bi ased to wards “good” com pa nies, which may also be a prob lem in

our da ta base, given that re port ing to the Cen tral Bal ance Sheet Da ta base is not man da tory (and there -

fore the re sponse rate by firms un der strong fi nan cial pres sure is ex pected to be rel a tively lower).7

Tak ing into ac count that one of the main pur poses of this ar ti cle is to un der stand what drives credit risk

at the firm-level, it may be rel e vant to com pare some fea tures of firms with and with out de fault. Ta ble 2

pres ents some of the main re sults ob tained, show ing that, in fact, there are sev eral as pects that dis tin -

guish firms in de fault. For in stance, av er age prof it abil ity levels in these firms are much lower, sales

growth is far lower, and the de pend ence on ex ter nal fund ing sources (sol vency ra tio, de fined as the ra -

tio be tween eq uity and to tal as sets) seems to be sig nif i cantly higher. More over, firms with prob lems in
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Table 1

DEFAULT FREQUENCIES BY FIRM SECTOR AND SIZE 

By sector of activity

No of obs. Default rate (%)

Fishing 277 11.19

Mining 1 084 5.17

Agriculture 3 487 2.81

Manufacturing 41 427 3.76

Utilities 355 1.97

Construction 14 020 3.25

Commerce 31 793 1.83

Tourism and restaurants 1 405 4.70

Transportation and communications 6 004 2.60

Real estate activities 2 319 2.29

Education 249 3.21

Healthcare 331 1.21

By size

No of obs. Default rate (%)

Micro 39 725 2.67

Small 42 608 2.72

Medium 16 548 4.21

Large 4 320 3.89

Note: The size of en ter prises was de fined ac cord ing to Com mis sion Rec om men da tion of 6 May 2003 (2003/631/EC), tak ing into ac count the num ber of em ploy ees and sales and ser -
vices turnover.

(5) Bhattacharjee et al. (2002) and Bunn and Red wood (2003) use sam ples of firms from the United King dom, Eklund et al. (2001) use a da ta base of Nor we gian 
firms and, fi nally, Jiménez and Saurina (2004) use Banco de España da ta bases sim i lar to those used in this ar ti cle. 5555555

(6) The above-mentioned studies use a database comprising European firms and Norwegian firms respectively.

(7) Antunes et al. (2005) con clude that de fault rates tend to be lower for firms with more credit, on the ba sis of avail able in for ma tion in Cen tral Credit Reg is ter,
which con trib utes to strengthen the hy poth e sis that small en ter prises in fi nan cial dis tress should be sub-rep re sented in the Cen tral Bal ance Sheet
Da ta base. 7777777



pay ing their debt also have, on av er age, lower in vest ment rates, as well as less fa vour able li quid ity in -

di ca tors. The Welch test makes it pos si ble to de ter mine whether mean val ues in these two groups of

firms are sig nif i cantly dif fer ent. The re sults of this sta tis ti cal test con firm that all mean val ues for firms

in de fault are statistically different from mean values for the remaining firms.

The em pir i cal dis tri bu tion of the de fault ra tio of firms in cluded in the sam ple is clearly two-peaked: ei -

ther firms re cord only small amounts of credit over due, which should re flect tran si tory ep i sodes of de -

lin quency, or they de fault on nearly all their debt, which should be a sit u a tion closer to bank ruptcy

(Chart 1). It may be in ter est ing to no tice that the for mer is par tic u larly fre quent for larger firms, whereas 

the lat ter mostly re spects to smaller firms. In this sense, al though larger firms have rel a tively higher de -

fault fre quen cies, de fault ep i sodes re corded by these firms usually have a very small magnitude.

By es ti mat ing con di tional tran si tion ma tri ces, it is pos si ble to as sess de fault prob a bil i ties for dif fer ent

time ho ri zons (t+1, t+2,…). These ma tri ces sug gest that for firms with no pre vi ous de fault ep i sodes,

de fault prob a bil i ties in crease steadily over time. In turn, for firms that have re corded some de fault ep i -

sode, de fault prob a bil i ties are al ways far higher than those of firms that have never had prob lems in

pay ing their debt com mit ments. This im plies that firms with a past re cord of credit over due are more

likely to de fault again in the future than firms that never defaulted before.
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Table 2

SUMMARY STATISTICS – COMPARISON OF FIRMS WITH AND WITHOUT DEFAULTS

Welch test - Ho: no difference

Mean values

for non-defaulting

firms in t

Mean values

for defaulting

firms in t

Ha: difference

not zero

Pr( |T| > |t| )

Significantly 

different

mean (Y/N)

ROA 0.5 -4.9 0.00 Y

Sales growth 12.9 5.7 0.00 Y

Solvency ratio 23.2 1.1 0.00 Y

Total credit as a % of assets 12.5 16.9 0.00 Y

Leverage 76.8 98.9 0.00 Y

Investment rate 2.6 -2.5 0.00 Y

Liquidity ratio 119.0 86.5 0.00 Y

Number of observations 100 117 3 084

Note: ROA (re turn on as sets) de fined as net in come as a per cent age of as sets; Sales growth de fined as the year-on-year rate of change in sales and ser vices; sol vency ra tio as sessed by
the ra tio of eq uity to as sets; to tal credit re fers to to tal debt re corded at Cen tral Credit Reg is ter for each firm; le ver age is de fined as the ra tio of the firm’s li a bil i ties to as sets; the in vest ment
rate re fers to the an nual change in net fixed as sets as a per cent age of sales and ser vices pro vided; fi nally, the li quid ity ra tio as sesses the amount re corded un der cash and de pos its,
third-party debt, in ven to ries and mar ket able securities as a percentage of third-party debt.
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Chart 1

EMPIRICAL DISTRIBUTION OF THE CREDIT OVERDUE RATIO

(Gaussian kernel density)
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4. METHODOLOGY

A de fault ep i sode of firm i in pe riod t may be mod elled as a ran dom vari able Yit, such that:

Y
i t

it =
ì
í
î

1

0

of firm defaults in

otherwise

The de fault prob a bil ity would thus be de fined as:

( ) ( )lit it it itY R c= = = £Pr Pr1

where Rit rep re sents the re turn on a firm’s as sets. Thus, a firm is likely to de fault if its re turns fall be low

a given thresh old cit.

In this ar ti cle two types of ex plan a tory vari ables are con sid ered. The first one is a set of firm-spe cific

vari ables, which shall ac count for id io syn cratic risk (Zit). The sec ond vec tor com prises a set of ag gre -

gate time-vary ing regressors, com mon to all firms, which in tend to ac count for the sys tem atic risk com -

po nent (Xt). If we con sider that the firm’s re turns may be de fined through a lin ear com bi na tion of these

vectors, the following applies:

( ) ( ) ( )l a g d a git it it it t it it itY R c X Z u c F X= = = £ = + + + £ = +Pr Pr Pr ~ ~1 ( )t itZ+
~
d

where F(.) de notes the cu mu la tive dis tri bu tion func tion of the re sid ual. This model’s pa ram e ters may

be es ti mated us ing a dis crete choice model, namely a probit or a logit. The use of this type of ec ono -

met ric model is rel a tively com mon in the lit er a ture on credit risk, and there fore this will the

 methodology ini tially used in this ar ti cle for the ec ono met ric es ti ma tion of factors driving loan default.

How ever, it may be rel e vant to un der stand not only if a firm will de fault, but also when will that de fault

even tu ally oc cur. The tim ing of loan de fault is im por tant for per form a com plete risk as sess ment, as

well as for ac cu rate loan pric ing and provisioning. Du ra tion mod els, which only re cently started to be

ap plied to credit risk mod els, di rectly model the sur vival time of a loan, tak ing as a de pend ent vari able

the time un til de fault.8

Un der the du ra tion mod el ling frame work, we de fine T as the time un til a loan de faults9. The haz ard

func tion can be de fined as the prob a bil ity of a firm de fault ing within the in fi nitely short in ter val [t, t+dt),

con di tional on not hav ing defaulted before:

( )
( )

h t
t T t dt T t

dtdt
=

£ < + ³

®
lim

Pr |

0

The du ra tion dis tri bu tion func tion can be de fined as F(t)=Pr (T < t ). The sur vival func tion is the prob a -

bil ity of sur viv ing up to t, and can be defined as: 

( ) ( ) ( ) ( ) ( )S t T t F t h s d s
t

= ³ = - = -
ì
í
î

ü
ý
þ

òPr exp1
0
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(8) For examples of studies applying this econometric estimation technique to credit risk models, see Banasik et al. (1999), Car ling et al. (2007), Couderc and
Renault (2005) or Shumway (2001). 8888888

(9) Lancaster (1990) presents a detailed and rigorous description of several issues associated with duration models.



When ever T has an ex po nen tial dis tri bu tion, the haz ard func tion h(t) is con stant. When that is not ob -

served, the un der ly ing pro cess is said to ex hibit du ra tion de pend ence. If 
( )¶

¶

h t

t
> 0, there is pos i tive

du ra tion de pend ence, which im plies that, in our frame work, the prob a bil ity of de fault in creases over

the life of the firm. Oth er wise, du ra tion de pend ence should be neg a tive, im ply ing that the lon ger the

firm has re mained with out de fault ing, the lower should be its default probability.

5. MAIN ECONOMETRIC RESULTS OBTAINED USING DISCRETE CHOICE

MODELS

Ta ble 3 pres ents some of the main re sults ob tained us ing dis crete choice mod els, based on a ran -

dom-ef fects probit model.10 The choice of vari ables to be used was based on the es ti ma tion of cor re la -

tion ma tri ces be tween the set of avail able vari ables, as well as on the abovementioned mean

com par i son sta tis ti cal tests. The first model in cludes a rel a tively di ver si fied set of vari ables, which

broadly char ac ter ises firms’ fi nan cial sit u a tion. Sales growth dis plays a neg a tive co ef fi cient, sug gest -

ing that firms with stron ger sales growth rates should have lower de fault prob a bil i ties. Prof it abil ity

seems to of fer an im por tant con tri bu tion in ex plain ing why do some firms de fault, given that higher

prof it abil ity levels should re flect a solid fi nan cial sit u a tion of the firm and, as a con se quence, im ply

lower de fault prob a bil i ties. The sol vency ra tio, which is de fined as the ra tio be tween eq uity and to tal

as sets, also sug gests that firms with health ier fi nan cial con di tions should have rel a tively low credit risk. 

More over, firms with high in vest ment rates are also likely to have lower de fault prob a bil i ties. In fact, it

seems rea son able to ad mit that firms un der strong fi nan cial pres sure are not ex pected to en gage in in -

vest ment pro jects. Fi nally, the li quid ity in di ca tor, de fined as short-term as sets as a per cent age of the

firm’s to tal debt, also dis plays a neg a tive coefficient, implying that firms facing stronger liquidity

constraints may have higher difficulties in paying their debt commitments.

Even though the firm-spe cific vari ables taken into ac count seem to play an im por tant role in pre dict ing

loan de fault for the firms in cluded in this sam ple, they should be seen as con tin gent on the firm’s size,

as well as on the sec tor in which it op er ates, given that some vari ables may be more or less im por tant

for dif fer ent types of firms. In or der to con trol for spe cific ef fects as so ci ated with such firm char ac ter is -

tics, all the re gres sions pre sented in this ar ti cle in clude eco nomic sec tor and firm size dum mies as

con trol vari ables. Re sults sug gest that there are in deed sub stan tial dif fer ences in the de ter mi nants of

de fault prob a bil i ties in var i ous sec tors (the es ti ma tion of sep a rate re gres sions for each eco nomic sec -

tor in the sam ple con firms this hy poth e sis). Es ti mated mod els con firm that fish ing and min ing firms will

tend to have higher de fault prob a bil i ties, as shown in Ta ble 1. With re gard to the in clu sion of con trol

vari ables for firm size, the re sults are not so clear. De scrip tive sta tis tics for the en tire sam ple sug -

gested that smaller firms show slightly lower de fault rates than larger firms, which is not con sis tent with 

the re sults usu ally ob tained in the lit er a ture on credit risk mod el ling.11 Es ti mated re gres sions con firm

this re sult, al though dif fer ences be tween firms with dif fer ent di men sions are not sta tis ti cally sig nif i cant. 

This re sult im plies that, al though larger firms dis play slightly higher de fault prob a bil i ties, af ter con trol -

ling for sev eral firm char ac ter is tics, firm size does not have a sta tis ti cally sig nif i cant ef fect on de fault

prob a bil i ties. As a con se quence, two firms with sim i lar fi nan cial char ac ter is tics should pres ent iden ti -

cal de fault prob a bil i ties, even if they have very dif fer ent sizes. Fi nally, given that mac ro eco nomic vari -

ables will only be in tro duced fur ther ahead, year dum mies were also in cluded as con trol vari ables, in

or der to con trol for any pos si ble sys tem atic ef fects. Most coefficients associated with these year
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(10) Results presented in this section are a brief summary of those presented in Bonfim (2007).

(11) This result may be conditioned by the sample bias towards firms with better credit quality, which should be over-represented, as discussed in Section 3.
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Table 3

PROBIT REGRESSIONS (DEPENDENT VARIABLE: DUMMY CREDIT OVERDUE)

Model 1 Model 2 Model 3 Model 4 Model 5 Model 6

Sales growth -0.001 -0.001 -0.001 -0.001 -0.001 0.000

-2.19 -2.20 -2.16 -2.52 -1.97 -0.47

ROA -0.004 -0.004 -0.004 -0.004 -0.004 -0.004

-3.96 -3.95 -3.92 -3.97 -3.66 -4.05

Solvency ratio -0.005 -0.005 -0.005 -0.006 -0.006 -0.007

-7.56 -7.35 -7.36 -11.24 -11.09 -11.87

Investment rate -0.005 -0.005 -0.005 -0.005 -0.005

-5.01 -4.99 -4.99 -4.52 -5.18

Liquidity ratio -0.001 -0.001 -0.001

-4.47 -4.48 -4.51

Firm age 0.001

0.63

Share of tangible fixed assets -0.002

-1.49

Available collateral (approx.) 0.001

1.51

Turnover ratio -0.003

-12.01

Small -0.044 -0.035 -0.035 -0.044 -0.034

-0.52 -0.41 -0.42 -0.53 -0.41

Micro -0.013 -0.001 -0.011 -0.025 -0.059

-0.15 -0.01 -0.13 -0.29 -0.69

Medium-sized -0.026 -0.022 -0.015 -0.023 -0.005

-0.30 -0.25 -0.17 -0.27 -0.06

Fishing 0.358 0.363 0.360 0.431 0.369 0.234

1.42 1.45 1.43 1.74 1.46 0.93

Mining 0.222 0.223 0.224 0.240 0.228 0.148

1.57 1.57 1.58 1.71 1.60 1.05

Agriculture -0.191 -0.195 -0.194 -0.182 -0.194 -0.306

-1.95 -1.98 -1.96 -1.85 -1.94 -3.07

Utilities -0.492 -0.500 -0.492 -0.446 -0.473 -0.622

-1.34 -1.36 -1.34 -1.26 -1.29 -1.70

Construction 0.040 0.039 0.041 0.019 0.035 -0.027

0.81 0.78 0.82 0.37 0.67 -0.54

Commerce -0.329 -0.332 -0.332 -0.356 -0.337 -0.199

-7.34 -7.26 -7.25 -7.78 -7.09 -4.34

Tourism and restaurants -0.151 -0.152 -0.154 -0.107 -0.152 -0.177

-1.03 -1.04 -1.05 -0.75 -1.02 -1.21

Transportation and communications -0.019 -0.023 -0.023 -0.027 -0.030 0.052

-0.26 -0.32 -0.32 -0.38 -0.41 0.73

Real estate activities -0.496 -0.502 -0.499 -0.535 -0.505 -0.585

-3.28 -3.32 -3.29 -3.60 -3.36 -3.91

Education 0.194 0.190 0.193 0.189 0.190 0.166

0.65 0.64 0.65 0.63 0.64 0.55

Healthcare -0.286 -0.287 -0.284 -0.266 -0.277 -0.253

-0.91 -0.92 -0.91 -0.86 -0.88 -0.81

1997 -0.303 -0.303 -0.302 -0.312 -0.313 -0.284

-5.61 -5.59 -5.56 -5.76 -5.76 -5.25

1998 -0.229 -0.230 -0.228 -0.236 -0.235 -0.206

-4.55 -4.55 -4.50 -4.68 -4.65 -4.09

1999 -0.340 -0.341 -0.339 -0.343 -0.342 -0.329

-6.38 -6.37 -6.34 -6.44 -6.39 -6.15

2000 -0.390 -0.390 -0.390 -0.391 -0.393 -0.391

-6.51 -6.51 -6.51 -6.56 -6.56 -6.50

2002 0.006 0.006 0.005 0.011 0.002 -0.013

0.12 0.12 0.11 0.21 0.05 -0.26

Constant -2.184 -2.153 -2.175 -2.048 -2.304 -1.907

-29.42 -20.17 -19.27 -11.85 -21.12 -18.61

Number of observations 71 058 71 058 71 058 71 078 71 078 71 406

Number of firms 24 668 24 668 24 668 24 589 24 589 24 731

Pseudo-R2 0.046 0.046 0.046 0.042 0.051 0.062

Wald Chi2 346.3 347.0 346.7 338.1 345.8 412.5

Prob > Chi2 0.00 0.00 0.00 0.00 0.00 0.00

rho 0.397 0.396 0.396 0.392 0.399 0.389

Prob >= chibar2
0.00 0.00 0.00 0.00 0.00 0.00

Note: z-scores in ital ics. All mod els es ti mated us ing a ran dom-ef fects probit es ti ma tor, where the de pend ent vari able is the dummy credit over due. Co ef fi cients re fer to mar ginal ef fects. In 
what con cerns size, sec tor and year dum mies, the omit ted vari ables were large en ter prises, man u fac tur ing firms and 2001 re spec tively. The pseudo-R2 is a mea sure of the good ness of
the fit. The Wald test eval u ates the over all sta tis ti cal sig nif i cance of the es ti mated co ef fi cients. Fi nally, rho as sesses the pro por tion of the to tal vari ance resulting from the panel-level
variance component.



dummies are significant, which gives support to the hypothesis that macroeconomic developments

should also be important in explaining loan default.

In ad di tion to the vari ables used in the first model (sales growth, re turn on as sets, sol vency ra tio, in -

vest ment rate and li quid ity in di ca tor), other pos si ble spec i fi ca tions were con sid ered, which are also

shown in Ta ble 3. Firm age is not a sta tis ti cally sig nif i cant vari able for de ter min ing de fault prob a bil i ties.

An other vari able con sid ered was the share of tan gi ble as sets on firms’ to tal non-fi nan cial fixed as sets.

This vari able dis plays a neg a tive co ef fi cient, im ply ing that the higher the share of tan gi ble as sets, the

lower is the de fault prob a bil ity, af ter con trol ling for the firm’s eco nomic sec tor. Nev er the less, the es ti -

mated co ef fi cient for this vari able is hardly sta tis ti cally sig nif i cant. Given that the da ta base does not

pro vide in for ma tion on the col lat eral used to guar an tee loans, we tried to build an ap prox i mate mea -

sure of to tal avail able col lat eral (tan gi ble as sets as a per cent age of to tal as sets), but it did not prove to

be sig nif i cant in the es ti mated re gres sion mod els. Turn over ra tios, de fined as sales over as sets, also

seem to have a rel a tively sig nif i cant ex plan a tory power and show a neg a tive sign. This vari able con -

firms the ev i dence pre sented by sales growth (which is not sig nif i cant in this spec i fi ca tion, given the

strong cor re la tions between the two variables), suggesting that the current buoyancy of firm activity is

an important signal of its financial soundness.

The dif fer ent model spec i fi ca tions out lined in Ta ble 3 help to iden tify some of the firm-spe cific de ter mi -

nants of loan de fault in a given mo ment of time. How ever, it should also be of in ter est to eval u ate how

the firm’s past per for mance af fects its cur rent de fault prob a bil ity. Such in for ma tion may help to im prove 

the abil ity to fore cast de fault prob a bil i ties, given that it helps to better un der stand to what ex tent the de -

te ri o ra tion of some fi nan cial in di ca tors may im ply an in crease in the firm’s credit risk in the near fu ture.

More over, un der stand ing such dy namic re la tion ships is also im por tant due to the time lag usu ally as -

so ci ated with the re lease of ac count ing data, par tic u larly for non-quoted firms, which may ham per the

mon i tor ing of credit risk de vel op ments over time. In this sense, Ta ble 4 shows the base line model de -

fined in Ta ble 3 with ex plan a tory vari ables lagged by one, two, three and four years, re spec tively. When 

all firm vari ables are lagged by one and two years, the re sults are mainly ro bust. Ob tain ing this re sult is

very im por tant, given that it im plies that vari ables iden ti fied as par tic u larly rel e vant for de ter min ing the

cur rent risk of the firm also make it pos si ble to de tect in ad vance pos si ble fi nan cial dif fi cul ties in a ho ri -

zon of up to two years. The most no ta ble ex cep tion is the in vest ment rate, which ceases to be sig nif i -

cant when lagged. More over, the es ti mated co ef fi cient for sales growth is not sta tis ti cally sig nif i cant

when more than two lags are con sid ered, sug gest ing that only the most re cent sales per for mance truly

con di tions firms’ de fault prob a bil i ties. There seems to be an in crease in the mar ginal ef fect of prof it abil -

ity on credit risk, and, con versely, a de crease in the rel a tive im por tance of the sol vency ra tio. Hence,

sus tained poor prof it abil ity ra tios over time are a strong sign of firm dis tress, yield ing pos si bly high fu -

ture de fault prob a bil i ties. When vari ables are lagged by three or four years there is a clear de crease in

the model’s qual ity (most vari ables are no lon ger sig nif i cant and the model’s good ness of fit, as sessed

by the pseudo-R2, de creases con sid er ably),12 suggesting that the firm’s recent performance is, as

expected, much more relevant to explain loan default than its historical background over a longer

horizon.

In ad di tion, we also con sid ered si mul ta neously sev eral time lags, in or der to cap ture in a more in te -

grated man ner the dy namic ef fect of the firm’s fi nan cial sit u a tion on credit risk. Over all, the re sults are

con sis tent with those pre vi ously de scribed, as in both cases only one and two year lags turn out to be

sta tis ti cally sig nif i cant. The re sults con firm that prof it abil ity seems to have the high est lagged ex plan a -
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(12)
The pseudo-R2 is a measure of the goodness of the fit, being computed as 

( )- - -

-

p p

p

0 , where p 0 is the log-likelihood of the constant-only model ( )Yit = a ,

and  p is the log-likelihood of the estimated regression. This ratio is a measure of the percentage of the variance on the dependent variable that is captured
by the model. 121212121212



tory power, though the li quid ity and sol vency ra tios also pro vide in ter est ing in for ma tion when lagged by 

one year. Again, the in vest ment rate fails to be significant when lagged.

As men tioned in the be gin ning of this ar ti cle, em pir i cal ev i dence sug gests that de vel op ments in de fault 

prob a bil i ties over time should be largely as so ci ated with cy cli cal fluc tu a tions of the eco nomic ac tiv ity.

In this sense, it may be in ter est ing to as sess the con tri bu tion of firms’ spe cific char ac ter is tics and of

mac ro eco nomic and fi nan cial con di tions, by in tro duc ing mac ro eco nomic vari ables in panel data re -

gres sions, as an al ter na tive to sim ple time ef fects con trols. The most in sight ful re sults are pre sented in 

Ta ble 5. From all the vari ables con sid ered, the most im por tant seem to be the GDP growth rate or the
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Note: z-scores in ital ics. All re gres sions in clude the con trol dum mies for size, sec tor and year pre sented in Ta ble 3. All mod els es ti mated us ing a ran dom-ef fects probit es ti ma tor, where
the de pend ent vari able is the dummy credit over due. Co ef fi cients re fer to mar ginal ef fects. The pseudo-R2 is a mea sure of the good ness of the fit. The Wald test eval u ates the over all sta -
tis ti cal sig nif i cance of the es ti mated co ef fi cients. Fi nally, rho as sesses the pro por tion of the to tal vari ance re sult ing from the panel-level variance component.

Table 4

PROBIT REGRESSIONS

Base line

spec i fi ca tion

All firm variables lagged by: Models with several

simultaneous lags

1 year 2 years 3 years 4 years

Sales growth t -0.001 -0.001 0.000 0.001 0.001 -0.003

-2.20 -2.60 0.23 1.23 0.99 -5.54

t-1

-0.001 -0.001

-2.84 -2.59

ROA t -0.004 -0.005 -0.006 -0.006 -0.003

-3.95 -3.59 -3.09 -2.22 -1.32

t-1 -0.005

-3.58

t-2 -0.003

-2.01

Solvency ratio t -0.005 -0.003 -0.003 -0.002 -0.002 -0.007

-7.35 -3.60 -3.21 -1.83 -1.68 -7.39

t-1 -0.003

-3.61

t-2 0.003

3.22

Investment rate t -0.005 0.000 0.002 0.000 0.000 -0.005

-4.99 0.17 1.40 0.22 -0.10 -3.62

Liquidity ratio t -0.001 -0.002 -0.001 -0.002 -0.001 -0.002

-4.48 -4.68 -3.25 -3.23 -2.39 -3.99

t-1 -0.002

-4.81

Constant -2.153 -2.085 -2.130 -1.951 -1.756 -2.092 -2.083

-20.17 -17.31 -14.28 -10.88 -14.92 -16.90 -17.32

Number of observations 71 058 46 608 30 924 19 831 12 139 45 335 46 608

Number of firms 24 668 17 169 12 135 8 623 7 346 16 662 17 169

Pseudo-R2 0.046 0.038 0.038 0.037 0.023 0.052 0.038

Wald Chi2 347.0 196.4 119.0 65.4 55.7 250.2 196.2

Prob > Chi2 0.00 0.00 0.00 0.00 0.00 0.00 0.00

rho 0.396 0.357 0.347 0.244 0.000 0.362 0.358

Prob >= chibar2
0.00 0.00 0.00 0.02 1.00 0.00 0.00
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Table 5

PROBIT REGRESSIONS WITH MACROECONOMIC VARIABLES

Baseline

specifica

tion

without

time

dummies 

Baseline

specifica

tion with

time

dummies 

Model1 Model 2 Model 3 Model 4 Model 5 Model 6 Model 7

Sales growth -0.001 -0.001 -0.001 -0.001 -0.001 -0.001 -0.001 -0.001 -0.001

-2.67 -2.20 -2.12 -2.14 -2.21 -2.33 -2.18 -2.21 -0.72

ROA -0.004 -0.004 -0.004 -0.004 -0.004 -0.004 -0.004 -0.004 -0.004

-4.30 -3.95 -3.93 -3.96 -3.90 -4.16 -3.94 -3.94 -1.63

Solvency ratio -0.004 -0.005 -0.005 -0.005 -0.005 -0.004 -0.005 -0.005 -0.004

-7.06 -7.35 -7.37 -7.35 -7.34 -7.23 -7.37 -7.32 -3.08

Investment rate -0.005 -0.005 -0.005 -0.005 -0.005 -0.005 -0.005 -0.005 -0.006

-5.35 -4.99 -4.99 -4.99 -4.91 -5.25 -4.97 -4.95 -2.45

Liquidity ratio -0.001 -0.001 -0.001 -0.001 -0.001 -0.001 -0.001 -0.001 -0.003

-4.52 -4.48 -4.46 -4.47 -4.50 -4.44 -4.49 -4.49 -4.28

Interest rate on loans to firms 0.026

2.26

Yield curve slope (10 y - 3 m) -0.159

-3.43

Loan growth -0.023 -0.019

-8.34 -6.02

PSI Geral variation -0.002 -0.002

-4.86 -3.48

GDP growth rate -0.087 -0.141

-7.54 -6.47

Coincident indicator of economic

activity -0.061 -0.075

-7.14 -7.07

Sales growth * GDP growth rate 0.000

-0.16

ROA* GDP growth rate 0.000

-0.16

Solvency ratio* GDP growth rate 0.000

-0.35

Investment rate * GDP growth rate 0.000

0.26

Liquidity ratio* GDP growth rate 0.001

2.81

1997 -0.303

-5.59

1998 -0.230

-4.55

1999 -0.341

-6.37

2000 -0.390

-6.51

2002 0.006

0.12

Constant -2.241 -2.153 -2.093 -2.192 -1.872 -2.274 -1.755 -2.321 -1.935

-23.26 -20.17 -20.38 -21.40 -17.64 -22.45 -14.57 -19.71 -16.78

Number of observations 71 058 71 058 71 058 71 058 71 058 71 058 71 058 71 058 71 058

Number of firms 24 668 24 668 24 668 24 668 24 668 24 668 24 668 24 668 24 668

Pseudo-R2 0.037 0.046 0.043 0.042 0.044 0.040 0.045 0.043 0.044

Wald Chi2 333.8 347.0 330.3 327.3 345.7 323.3 344.3 338.3 336.2

Prob > Chi2 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00

rho 0.336 0.396 0.393 0.392 0.384 0.371 0.395 0.383 0.395

Prob >= chibar2
0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00

Note: z-scores in ital ics. All re gres sions in clude the con trol dum mies for size and sec tor pre sented in Ta ble 3. All mod els es ti mated us ing a ran dom-ef fects probit es ti ma tor, where the de -
pend ent vari able is the dummy credit over due. Co ef fi cients re fer to mar ginal ef fects. The pseudo-R2 is a mea sure of the good ness of the fit. The Wald test eval u ates the over all sta tis ti cal
sig nif i cance of the es ti mated co ef fi cients. Fi nally, rho as sesses the pro por tion of the to tal vari ance re sult ing from the panel-level variance component.



co in ci dent eco nomic ac tiv ity in di ca tor (with a neg a tive con tem po ra ne ous im pact on de fault prob a bil i -

ties, in agree ment with what would be ex pected), loan growth (which also dis plays a neg a tive co ef fi -

cient), the in ter est rate on loans to firms (with a pos i tive co ef fi cient, as ex pected), and the change in

stock mar ket prices (im ply ing that pos i tive de vel op ments in stock mar ket prices seem to be as so ci ated 

with lower de fault prob a bil i ties). Given that firms’ fi nan cial ra tios are also sub ject to size able fluc tu a -

tions over the busi ness cy cle, we tried to ex plic itly model these co-move ments by add ing to the model

in ter ac tions be tween firm-spe cific vari ables and the GDP growth rate. Re sults sug gest that these in ter -

ac tions are not par tic u larly sig nif i cant in de ter min ing de fault prob a bil i ties (only the in ter ac tion be tween

the li quid ity in di ca tor and the GDP growth rate is sig nif i cant). In gen eral, mac ro eco nomic vari ables

shown in Ta ble 5 have a con sid er able ex plan a tory power, with rel a tively strong marginal effects on

default probabilities. Furthermore, the inclusion of control variables for time effects or macroeconomic

variables significantly improves the model’s goodness of fit.

6. MAIN ECONOMETRIC RESULTS OBTAINED USING DURATION MODELS

The ap pli ca tion of du ra tion mod els to our re search helps to un der stand not only why do firms de fault,

but also when is de fault more likely to oc cur. In or der to es ti mate that, we take into ac count in for ma tion

on the firm’s sur vival since its cre ation date. How ever, the da ta base used in this re search only in cludes 

data from 1996 on wards, orig i nat ing sig nif i cant left-cen sor ing prob lems. This prob lem can be partly

ac counted for by de clar ing that firms are con sid ered to be at risk since their cre ation date, though that

fail ure risk can be ob serv able only af ter the firm en ters the sam ple (which may even tu ally be af ter

1996). This in for ma tion is taken into ac count in the es ti ma tion of the re gres sions. Al ter na tively, in or der 

to fully elim i nate left-cen sor ing, some es ti ma tions only con sid ered firms cre ated af ter 1996. How ever,

in this case we are ana lys ing a very spe cific group of newly cre ated firms, which may show credit risk

de ter mi nants very dif fer ent from those of the re main ing firms. In gen eral, these firms have, on av er -

age, higher in vest ment rates and in debt ed ness levels, which is con sis tent with their life phase. Chart 2
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Chart 2

HAZARD FUNCTION FOR FIRMS ESTABLISHED

SINCE 1996

years
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Table 6

COX REGRESSIONS (HAZARD RATIOS)

Full sample New firms

Model 1 Model 2 Model 3 Model 4 Model 5 Model 6 Model 7 Model 8 Model 9 Model 10 Model 11 Model 12

Sales growth 0.998 1.003

-1.72 1.54

ROA 0.995 0.994 0.994 0.992 0.992 0.992 0.993 0.993 0.992 0.992 0.993 0.992

-4.33 -4.83 -4.84 -2.44 -2.31 -2.31 -2.02 -1.79 -2.36 -2.37 -2.17 -2.49

Solvency ratio 0.995 0.995 0.995 1.003 1.003 1.003 1.000 1.005 1.003 1.002 1.003

-4.59 -4.56 -4.53 0.74 0.78 0.74 -0.06 1.29 0.70 0.59 0.77

Investment rate 0.990 0.989 0.989 0.993 0.994 0.994 0.994 0.993 0.994 0.994 0.994 0.994

-3.94 -4.10 -4.12 -1.23 -1.02 -1.02 -1.00 -1.47 -1.04 -1.04 -1.08 -1.02

Liquidity ratio 0.995 0.995 0.995 0.990 0.990 0.990 0.990 0.993 0.986 0.990 0.990 0.990

-4.53 -4.51 -4.54 -3.94 -4.04 -4.04 -3.89 -2.97 -5.01 -3.99 -3.97 -3.98

Leverage 0.997

-0.78

Share of tangible fixed assets 0.994

-0.77

Turnover ratio 0.996

-2.26

Available collateral (approx.) 0.994

-1.32

Firm established since 1996 (Y/N) 0.962

-0.23

GDP growth rate 1.030

0.24

Loan growth 0.991

-0.39

PSI Geral variation 1.005

0.98

Constant - - - - - - - - - - - -

Number of observations 76 292 76 292 76 292 3 847 3 847 3 847 3 802 3 847 3 802 3 847 3 847 3 847

Number of firms 25 690 25 690 25 690 2 324 2 324 2 324 2 297 2 324 2 297 2 324 2 324 2 324

Number of failures 1 000 1 000 1 000 68 68 68 67 68 67 68 68 68

Time at risk 76 292 76 292 76 292 3 847 3 847 3 847 3 802 3 847 3 802 3 847 3 847 3 847

Wald chi
2

583.9 581.4 577.9 35.7 34.2 34.2 35.2 39.9 44.8 31.5 31.0 31.3

Prob > chi
2

0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00

Note: z-scores in italics. New firms include all firms established since 1996. Regressions for the full sample include the control dummies for size, sector and year presented in Table 3. All models estimated using a Cox regression which evaluates the time until default, using robust variance estimates. A coefficient lower than 1

should be interpreted as contributing to an increase in time until default eventually occurs. The Wald test evaluates the overall statistical significance of the estimated coefficients.



pres ents haz ard func tions for this group of firms, show ing that their de fault prob a bil i ties in crease up to

the 4th year of the firm, grad u ally de clin ing there af ter.13

Within the frame work of du ra tion mod el ling, we es ti mated sev eral re gres sion mod els, in a spirit sim i lar

to that of dis crete choice mod els. The re sults ob tained are broadly con sis tent with those ob tained with

probit mod els: firms with higher prof it abil ity, higher sol vency, higher in vest ment rates, and better li quid -

ity ra tios should take a lon ger time to even tu ally de fault on their loan com mit ments (Ta ble 6). How ever,

sales growth turns out to be clearly non-sig nif i cant in these mod els. Hence, though sales growth may

con trib ute to ex plain why some firms de fault, it does not seem to de ter mine the time un til de fault. Given 

the strong left-cen sor ing in the da ta base, we also tested whether firms cre ated from 1996 on wards

were sub stan tially dif fer ent from oth ers. In or der to achieve that, we es ti mated a model in clud ing a

dummy vari able for such firms (model 3 in Ta ble 6). This dummy vari able is far from be ing sig nif i cant,

sug gest ing that these firms do not sub stan tially dif fer from the re main ing firms in the sample, after

controlling for a set of firm’s financial characteristics.

How ever, the only way to to tally elim i nate left-cen sor ing in the sam ple is to ex clude all firms that have

not been ob served since their cre ation date, es ti mat ing re gres sions only for the sub-group of firms cre -

ated af ter 1996. The re sults of these es ti ma tions are also shown in Ta ble 6. In gen eral, the sol vency ra -

tio and the in vest ment rate are no lon ger sta tis ti cally sig nif i cant, sug gest ing that de fault prob a bil i ties

for start-up firms may have slightly dif fer ent de ter mi nants than those of more ma ture firms. Sev eral al -

ter na tive spec i fi ca tions were con sid ered, in clud ing the in tro duc tion of mac ro eco nomic vari ables. Most

of the vari ables tested do not seem to be sta tis ti cally sig nif i cant in the de ter mi na tion of the time un til

de fault of these start-up firms. The only rel e vant ex cep tion seems to be the turn over ra tio. Ac cord ing to 

the re sults ob tained with these re gres sions, firms with lower turn over ra tios should default sooner than

other firms. None of the macroeconomic variables tested is significant.

7. CONCLUDING REMARKS

The re sults ob tained in the lit er a ture sug gest that in pe ri ods of strong eco nomic growth, which are

some times ac com pa nied by strong credit growth, there may be some ten dency to wards ex ces sive

risk-tak ing, amid some mar ket op ti mism. Cu mu la tive im bal ances cre ated in such pe ri ods will tend to

be come ap par ent only when eco nomic ac tiv ity slows down mark edly. Against this back ground, this ar -

ti cle ex am ines the de ter mi nants of credit risk, tak ing into ac count firm-spe cific id io syn cratic fac tors, as

well as sys tem atic fac tors, which simultaneously affect all economic agents.

For that pur pose, an ex ten sive da ta base in clud ing fi nan cial in for ma tion for more than 30.000 Por tu -

guese firms was thor oughly ana lysed. The re sults ob tained sug gest that de fault prob a bil i ties are af -

fected by sev eral firm-spe cific char ac ter is tics, such as their fi nan cial struc ture, prof it abil ity and

li quid ity, as well as by their re cent sales per for mance or their in vest ment pol icy. Af ter con trol ling for the

most rel e vant firm char ac ter is tics, firm’s size does not seem to sig nif i cantly af fect de fault prob a bil i ties.

How ever, there are con sid er able dif fer ences across eco nomic sec tors. Lagged in for ma tion on the

firm’s fi nan cial sit u a tion over a short pe riod also seems to be important in explaining why do some

firms default on their loan commitments.

When time-ef fect con trols or mac ro eco nomic vari ables are taken into ac count to gether with the

firm-spe cific in for ma tion, the re sults of the mod els seem to im prove con sid er ably. Hence, even though

the de ter mi nants of loan de fault at the mi cro level are ul ti mately driven by the firms’ spe cific fi nan cial
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(13) For a discussion on the determinants of survival probabilities for young firms, see Farinha (2005). The results shown in Chart 2 are very similar to those
obtained in that study.



sit u a tion, there are im por tant re la tion ships be tween over all mac ro eco nomic con di tions and de fault

rates, which should be as sessed from a financial stability perspective.
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THE DISTRIBUTION OF LOSSES IN CREDIT TO
NON-FINANCIAL FIRMS*
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1. INTRODUCTION

The aim of this ar ti cle is to char ac ter ise the dis tri bu tion of losses in loans to Por tu guese non-fi nan cial

firms un der dif fer ent mac ro eco nomic sce nar ios. The topic is rel e vant for sev eral rea sons. First, pe ri odic

as sess ments by in ter na tional agen cies aimed at eval u at ing the sound ness of a coun try’s fi nan cial sys -

tem re quire the setup of credit de fault mod els for loans in sev eral mar ket seg ments, along with other so -

phis ti cated tools for eco nomic anal y sis. For in stance, in 2006 the IMF con ducted a Fi nan cial Sec tor

As sess ment Programme (FSAP) in Por tu gal. In this con text, a credit de fault model in cor po rat ing mac ro -

eco nomic fac tors was de vel oped at Banco de Por tu gal. The model was used to es ti mate both the ex -

pected loss and the dis tri bu tion of losses in loans to non-fi nan cial firms, which are ob vi ous mea sures of

in ter est for the as sess ment.1 Sec ond, from a bank ing su per vi sion per spec tive, it is use ful to gauge the

im pact of ad verse mac ro eco nomic shocks on the bank ing sys tem in terms of the Cap i tal Ad e quacy Ra tio

(CAR). For in stance, one might be in ter ested in as sess ing how much cap i tal a par tic u lar set of banks (or

a sin gle bank) would need to cover low-prob a bil ity un ex pected losses, un der a given ad verse mac ro eco -

nomic sce nario. As credit losses are ob vi ous and im por tant driv ers of banks’ prof it abil ity, reg u la tors ded i -

cate a sig nif i cant share of their ef forts in en sur ing that both ex pected and un ex pected credit losses in a

given ho ri zon un der stress ful sce nar ios are ad e quately cov ered by ei ther pro vi sions or own funds, or a

com bi na tion of both. Third, pe ri odic as sess ments of credit risk might use the dis tri bu tion of losses to iden -

tify sig nif i cant vul ner a bil i ties of the loan port fo lio to non-fi nan cial firms. For in stance, sup pose an an a lyst

con sid ers two dif fer ent mac ro eco nomic sce nar ios: one with par tic u larly high in ter est rates, the other with

a par tic u larly large up surge of un em ploy ment. If the an a lyst con cludes that under the first scenario the

distribution of losses is somewhat more adverse than under the second scenario, this might lead her to

recommend a careful focus of the assessment on interest rate-related issues.

Based on credit reg is ter and other data on Por tu guese firms, we use a bi nary re sponse model to es ti mate 

the prob a bil ity of de fault on a loan by a firm. We per form Monte Carlo sim u la tions to es ti mate the dis tri bu -

tion of losses in loans to Por tu guese non-fi nan cial firms un der a “base line” mac ro eco nomic sce nario and

two “stress” sce nar ios, la belled “dis rup tive ad just ment” and “cy cli cal asynchrony”.2 The mac ro eco nomic

sce nar ios span the pe riod 2005-2008 and con sist of com plete and con sis tent pro jec tions for the Por tu -

guese econ omy us ing a full-fledged mac ro eco nomic model.3 All sce nar ios were con structed us ing in for -

ma tion avail able by De cem ber 2005. Thus, the mac ro eco nomic sce nar ios pre sented here are not

fore casts of cur rent mac ro eco nomic con di tions, nor do they re flect Banco de Por tu gal’s as sess ment of
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(3) Details about the macroeconomic model used in the projections can be found in Castro (2005).



what a stress ful mac ro eco nomic sce nario would be un der the cur rent con di tions. Rather, these re sults

aim merely at giv ing a broad per spec tive about what an assessment of aggregate credit risk might look

like at a particular point in time.

The “base line” sce nario is an ex ten sion to 2008 of the mac ro eco nomic pro jec tions con ducted in the con -

text of the Eurosystem De cem ber 2005 Broad Mac ro eco nomic Pro jec tion Ex er cise.4 It com prises a mod -

er ate re cov ery of over all mac ro eco nomic con di tions during the 2006-2008 period.

The “dis rup tive ad just ment” sce nario as sumes an abrupt ad just ment of the global im bal ances in 2006.

US eco nomic ac tiv ity sharply de cel er ates, and world wide eco nomic ac tiv ity en sues. There is a real ap -

pre ci a tion of the euro with re spect to the dol lar and a sharp de cline in global stock prices. The ECB is as -

sumed to ad just its mon e tary pol icy by cutting intervention rates.

The “cy cli cal asynchrony” sce nario con sid ers the im pact of an un ex pected in crease in pro duc tiv ity in the

euro area, caus ing higher do mes tic de mand and im ports. This, how ever, does not spill over to Por tu -

guese ex ports. Oil prices in crease through out the sim u la tion ho ri zon. The ECB ad justs short-term in ter -

est rates up wards. Cy cli cal asynchrony be tween Por tu gal and the euro area econ omy re flects fall ing

eco nomic ac tiv ity in Por tu gal while the rest of the euro area grows briskly.

The mac ro eco nomic sce nar ios are fed into the credit de fault model. Un der sim pli fy ing as sump tions and

us ing Monte Carlo sim u la tions, we are able to study the dis tri bu tion of losses in loans to non-fi nan cial

firms, as well as changes on the Cap i tal Ad e quacy Ra tio (CAR) of the Por tu guese bank ing sec tor

 associated with each scenario.

We con clude that the dis tri bu tion of losses is right-skewed, with per cen tile 95 of the loss in 2008 equal to

184 per cent of the mean in the base line sce nario and 146 per cent in the dis rup tive ad just ment sce nario;

the fig ure for the cy cli cal asynchrony sce nario is 144 per cent. These re sults im ply that, as ex pected

losses in crease, losses tend to lie nearer to the mean in rel a tive terms. In other words, un der “base line”

con di tions, ex pected losses in 2008 are low and there is a 5 per cent chance that losses are more than 84 

per cent higher than the av er age; un der “stress” con di tions, ex pected losses are high, but with the same

prob a bil ity of 5 per cent, losses will be just 44 or 46 per cent higher than the av er age. There seems thus to 

ex ist a mech a nism that nar rows the dis tri bu tion of losses as expected losses increase.

In terms of the over all CAR, we con clude that the Por tu guese bank ing sec tor was, as of end-2005, per -

fectly ca pa ble of ab sorb ing the large mac ro eco nomic shocks pos ited in the stress sce nar ios, with the

CAR ra tio well-above the min i mum re quire ment of 8 per cent in the en tire sim u la tion pe riod. Given actual

data for 2005, our es ti mates im ply that yearly losses on the cor po rate port fo lio are com fort ably be low the

reg u la tory cap i tal buffer with probability of 99.5 per cent.

This ar ti cle is or gan ised as fol lows. The next section briefly de scribes the mac ro eco nomic sce nar ios, the

data, the model for de faulted loans, and the pro ce dure adopted in the es ti ma tion of losses. Section 3 then 

pres ents the main fea tures of the loss dis tri bu tion. Section 4 as sesses the im pact of mac ro eco nomic con -

di tions on the CAR of the en tire Por tu guese bank ing sys tem, hold ing all other risk fac tors con stant.

Section 5 concludes.
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2. MODELLING LOSSES UNDER MACROECONOMIC SCENARIOS

This Sec tion de scribes the mac ro eco nomic sce nar ios, the data and the model for de faulted loans, the

pro ce dure adopted in the es ti ma tion of losses, and is mostly a sum mary of ma te rial avail able in Antunes,

Ribeiro and Antão (2005).

2.1. The macroeconomic scenarios

We use a “base line” and two “stress” mac ro eco nomic sce nar ios. They con sist of com plete and in te grated 

pro jec tions of mac ro eco nomic con di tions for the Por tu guese econ omy us ing a full-fledged mac ro eco -

nomic an nual model.5

The base line sce nario is an ex ten sion to 2008 (with small changes) of the mac ro eco nomic pro jec tions

con ducted in the con text of the Eurosystem De cem ber 2005 Broad Mac ro eco nomic Pro jec tion Ex er cise.

It com prises a mod er ate re cov ery of mac ro eco nomic con di tions dur ing the 2006-2008 pe riod vis-à-vis

2005.

The dis rup tive ad just ment sce nario pos its an abrupt ad just ment of the global im bal ances in early 2006.

There is a sharp de celer ation of the US eco nomic ac tiv ity, which trans lates into a slow down in world wide

eco nomic ac tiv ity. In ves tors’ port fo lios shy away from the US dol lar, lead ing to a real ap pre ci a tion of the

euro vis-à-vis the dol lar. There is also a sharp de cline in global stock prices. Fi nally, the ECB is as sumed

to ad just its mon e tary pol icy and cut its in ter ven tion rates, re flect ing the down ward ad just ment in in fla tion

stem ming from the ap pre ci a tion of the euro, and the slowdown in economic activity.

As in the dis rup tive ad just ment sce nario, the cy cli cal asynchrony sce nario con sid ers the im pact of an un -

ex pected in crease in pro duc tiv ity in the euro area. The cy cli cal asynchrony sce nario in cludes neg a tive

out put growth over the sim u la tion ho ri zon. How ever, the re ces sion ob served in this sce nario is milder

than that of the dis rup tive ad just ment sce nario. Gross fixed cap i tal for ma tion and pri vate con sump tion

are most af fected by in ter est rates’ surge. The in creased ex ter nal de mand does not cause a rise of Por tu -

guese ex ports; in stead, a 3 per cent mar ket share loss in each year is as sumed vis-à-vis the base line.

This sce nario thus in volves negative GDP growth and high interest rates and inflation.

Ta ble 1 pro vides de tails about the sce nar ios in terms of the short-term in ter est rate and the GDP growth

rate.

2.2. The data and the statistical model

The data come from two sources: the credit data from the Cen tral de Responsabilidades de Crédito

(CRC), which is the Por tu guese credit reg is ter; and the Estatísticas Gerais (EG) da ta base for firm-spe -

cific in for ma tion. We used a sam ple of firms clas si fied in terms of to tal ex po sure (in a to tal of 4 classes,

with larger firms in terms of credit ex po sure hav ing higher rep re sen ta tive ness in the sam ple), which

was strat i fied by ac tiv ity sec tor (in a to tal of 15 dif fer ent ac tiv ity sec tors). We de fined the “loan” as the

sta tis ti cal unit of ob ser va tion, since this is the rel e vant con cept of in ter est when look ing at de fault

events in par tic u lar loans. A “loan” is un der stood to be the bi lat eral credit re la tion ship be tween a firm in

the sam ple and a sin gle fi nan cial in ter me di ary. The CRC monthly data were trans formed into quar terly

data. The sam ple includes almost 2 million observations and ranges from 1995q1 to 2004q4.
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We use a probit model with the “de fault e ven t” de fined as fol lows. For any given loan, we first com pute

its to tal amount and the past due amount (which is equal to or less than the pre vi ous quan tity). The “de -

fault” oc curs when pos i tive past due amounts are reg is tered in three con sec u tive months and the

amount past due three months ago was zero.

The model in cludes regressors at the loan, firm and ag gre gate levels. Ex am ples in clude, at the loan

level, an in di ca tor of the e ven t that, not in clud ing the loan un der ob ser va tion, the loan’s obligor has on

av er age de faulted on more than half of its loans dur ing the cur rent quar ter. At the firm level, we use, for

in stance, cat e gor i cal vari ables for the ac tiv ity sec tor and the firm’s to tal debt. At the mac ro eco nomic

level, we use, for ex am ple, short-term nom i nal in ter est rates and deviations of GDP from trend.

We de ter mine the dis tri bu tion of losses through Monte Carlo sim u la tions. In each sim u la tion, we use

the model to ran domly clas sify each loan as hav ing de faulted or not. Sum ming all “de faulted” loans, we 

have an ag gre gate mea sure of loan de faults for that par tic u lar ex per i ment. Re peat ing this pro ce dure

many times al lows us to ob tain a Monte Carlo es ti mate of the loan loss distribution.

In or der to per form the sim u la tions un der the three mac ro eco nomic sce nar ios, we as sume that the

char ac ter is tics of the credit port fo lio do not change in re sponse to mac ro eco nomic con di tions. There -

fore, all the vari a tion in the loss dis tri bu tion is caused by changes in the mac ro eco nomic vari ables, ei -

ther di rectly or through their in ter ac tions with firm-level vari ables. This hy poth e sis may be sub ject to

crit i cism, since it ig nores the en dog e nous port fo lio change that would oc cur as the mac ro eco nomic

con di tions evolved, firms de faulted and even tu ally ex ited ac tiv ity, and new firms and loans ar rived. We

chose to keep the port fo lio un changed, im plic itly as sum ing that the firms and loans leav ing the portfolio 

do not differ significantly from entrant firms and loans.

A num ber of crit i cisms may be cast over this ex er cise. The credit de fault model just de scribed omits im -

por tant di men sions that might help ex plain de fault. This was a con se quence of the lack of com pre hen -

sive data on the firms’ bal ance sheets. The use of more com pre hen sive in for ma tion would al low for a

better char ac teri sa tion of each firm. Some ec ono met ric is sues might also be raised (such as non-ob -

served het er o ge ne ity); other work ing hy poth e ses, in par tic u lar those as sum ing a fixed port fo lio struc -

ture, may also be in suf fi cient or in ad e quate. In view of these crit i cisms, the results should be

interpreted cautiously.

Due to com pu ta tional con straints, we used a sam ple cov er ing the en tire port fo lio of credit to Por tu -

guese non-fi nan cial firms as of end-2004. We per formed 10,000 ex per i ments for each year and sce -

nario in the sim u la tion horizon.
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Table 1

MACROECONOMIC SCENARIOS

Values in percentage

2005 2006 2007 2008

Baseline

Short-run interest rate 2.2 2.2 2.3 2.4

GDP growth rate 0.3 0.8 1.0 1.3

Disruptive adjustment

Short-run interest rate 2.2 1.0 0.8 0.9

GDP growth rate 0.3 -1.0 -0.7 -0.1

Cyclical asynchrony

Short-run interest rate 2.2 3.6 4.2 4.9

GDP growth rate 0.3 -0.2 -0.6 -0.2



3. THE DISTRIBUTION OF LOSSES

Be fore we turn to the dis tri bu tion of losses, let us first take a look at their ex pected val ues. Ta ble 2 pres -

ents ex pected losses in yearly terms for the sce nar ios as a per cent age of to tal ex po sure to non-fi nan -

cial firms, where it was as sumed that on av er age 50 per cent of a de faulted loan is effectively lost.

As ex pected, the stress sce nar ios have in 2008 more than twice the ex pected loss of the base line sce -

nario. This is mostly due to the eco nomic re ces sion em bed ded in both the dis rup tive ad just ment and

the cy cli cal asynchrony sce nar ios. The cy cli cal asynchrony sce nario in duces the high est loss as of

2008 due to the high in ter est rates. As for the dis rup tive ad just ment sce nario, lower in ter est rates (rel a -

tive to the base line) are not enough to com pen sate for the strong and neg a tive eco nomic growth ef fect. 

In both cases, GDP grows considerably below its long-run trend.

Charts 1 and 2 pres ent the dis tri bu tion of losses as a frac tion of the mean loss in the base line and each

stress sce nario.6 Ta ble 3 pres ents per cen tiles of the loss mea sured as a per cent age of mean loss, for

the three scenarios.

Con sis tent with the fact that, in the base line sce nario, mac ro eco nomic vari a tion is such that the ex -

pected loss de creases very slowly in the sim u la tion ho ri zon, the dis tri bu tion of losses shows lit tle vari a -

tion. In gen eral terms, to tal losses are skewed to the right, with the me dian at around 90 per cent of the

av er age in the whole sim u la tion ho ri zon. The dis tri bu tion is also bi modal, a char ac ter is tic com mon to

the stress sce nar ios up to 2006. For in stance, in 2005 there is a lo cal max i mum of the prob a bil ity den -

sity just above 160 per cent of the mean for the base line case. This prob a bly has to do with the con cen -

tra tion of large loans in the credit port fo lio. For rel a tively be nign out comes, only some large loans

de fault and we have losses around the me dian. How ever, if a suf fi cient num ber of large loans de faults,

the cu mu la tive ef fect is go ing to be that at some large value the den sity of prob a bil ity be comes con sid -

er able. This might hap pen 10 per cent of the time, which is approximately the probability mass above

1.5 in Chart 1 for 2005.

As doc u mented in Ta ble 3, the char ac ter is tics of the rel a tive loss dis tri bu tion un der the dis rup tive ad just -

ment sce nario do not dif fer much from the base line. At a first glance, the most strik ing dif fer ence be tween

both is the fact that the sec ond ary hump is closer to the mean by the end of the pro jec tion ho ri zon. There

is some pre lim i nary ev i dence that this hump is partly as so ci ated to port fo lio con cen tra tion in large firms,

which sug gests that ad verse shocks feed through the credit loss dis tri bu tion mostly by in creas ing the ex -

pected value of de fault prob a bil i ties in the port fo lio of smaller firms, while the un ex pected part arises es -

sen tially from larger firms. This is in line with the ra tio nale for cal i brat ing the  Basel I I risk weighted as sets
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Table 2

ESTIMATED YEARLY LOSSES IN EACH SCENARIO FOR CREDIT PORTFOLIO TO NON FINANCIAL FIRMS

All values in percentage

2005 2006 2007 2008

Baseline 1.1 1.1 1.0 1.0

Disruptive adjustment 1.1 1.5 1.7 2.1

Cyclical asynchrony 1.1 1.4 1.8 2.3

(6) All histograms in this article are kernel density estimates using the artificially generated data.
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for mu lae, whose pa ram e ters are, cet eris pa ri bus, more favourable to corporate and retail SMEs, than

large corporations.

Un der the dis rup tive ad just ment sce nario, the co ef fi cient of vari a tion (de fined as the ra tio of the stan -

dard de vi a tion to the mean) of the loss dis tri bu tion de creases by 32 per cent dur ing the sim u la tion ho ri -

zon. This de crease in the rel a tive dis per sion of losses is con sis tent with the frame work put for ward in

Basel Com mit tee on Bank ing Su per vi sion (1999). There it is shown that the co ef fi cient of vari a tion of a

par tic u lar fa cil ity is roughly pro por tional to 1 p  for small p, where p is the prob a bil ity of de fault.7 Since

un der the dis rup tive ad just ment sce nario p de te ri o rates uni formly across fa cil i ties, the co ef fi cient of

variation of the total credit loss distribution should also decrease.

The above com ments also ap ply to the cy cli cal asynchrony sce nario. There is es sen tially one dif fer -

ence be tween the two stress sce nar ios. By the end of the sim u la tion ho ri zon, ex pected losses are

higher for the cy cli cal asynchrony case, which is a con se quence of the higher interest rates.

The amount of losses rel a tive to to tal ex po sure that is lost can not be con veyed by Charts 1 and 2. In

terms of the rel e vant ex po sure, we see from Ta ble 2 that, in yearly terms, about 1 per cent of to tal ex po -

sure is lost in the base line case. Charts 3 and 4 and Ta ble 4 char ac ter ise the yearly to tal loss as a per -

cent age of the to tal ex po sure amount. This is a rel a tive Value-at-Risk (VaR) mea sure. For in stance,

the 99 per cent VaR is the thresh old above which losses lie 1 per cent of the years.8

Let us now turn to the rel a tive VaR re sults. The most prom i nent dif fer ence be tween the base line and

the stress sce nar ios is that the dis tri bu tion in the stress sce nar ios shifts to the right dur ing the sim u la -

tion pe riod (Charts 3 and 4), while that of the base line sce nario re mains roughly static. This re flects the

ad verse mac ro eco nomic en vi ron ment em bed ded in the stress scenarios.
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Table 3

PERCENTILES OF THE YEARLY LOSS AS A PERCENTAGE OF THE MEAN

2005 2006 2007 2008

Baseline p1 73 73 72 73

p5 77 77 76 76

p50 90 90 89 90

p95 177 181 183 184

p99 208 217 218 221

Disruptive adjustment p1 73 75 75 76

p5 77 78 79 79

p50 90 91 92 91

p95 177 156 152 146

p99 208 188 185 183

Cyclical asynchrony p1 73 73 75 76

p5 77 77 78 79

p50 90 90 91 92

p95 177 178 153 144

p99 208 209 193 177

(7) This is true whether Loss-Given-Default is stochastic or not.

(8) This study considers only the VaR of loans to non financial firms. It should be noted that the VaR of loans to non financial firms does not add up with the VaR
of loans, for instance, to households.
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We see in Ta ble 4 that the base line sce nario to tal loss in 2005 is es ti mated to be less than 2 per cent of

the ag gre gate ex po sure with a 95 per cent prob a bil ity. If we want to be more con ser va tive, these re -

sults sug gest that at most 2.3 per cen t of the ex po sure is lost in 2005 with a 99 per cen t con fi dence

level.9 We see that the de crease of losses in the sim u la tion ho ri zon is ac com pa nied by a de crease in

the 95 and 99 per cen t levels. For the dis rup tive ad just ment sce nario, the cor re spond ing val ues in -

crease by 1 and 1.5 per cent age points. These fig ures are, re spec tively, 1.4 and 1.8 for the cy cli cal

asynchrony case. This im plies that, in terms of credit to non-fi nan cial firms, the cy cli cal asynchrony

sce nario is more strin gent than the dis rup tive ad just ment sce nario, both on average and on the right

tail of the loss distribution.

To con vey a quan ti ta tive no tion of how much out comes dif fer un der the base line and the stress sce nar -

ios, let us give an ex am ple. For the dis rup tive ad just ment sce nario, the me dian loss in 2008 is 1.9 per

cent of to tal ex po sure. In con trast, such loss cor re sponds to the per cen tile 96 in the base line case.

There fore, if the dis rup tive ad just ment sce nario ma teri al ised, an out come with loss above 1.9 per cent

of ex po sure would be likely (50 per cent prob a bil ity), while un der the base line sce nario, such an ad -

verse out come would still be pos si ble, but much less likely (4 per cent probability).

4. IMPACT ON THE CAPITAL ADEQUACY RATIO (CAR)

This sec tion deals with the way losses af fect the Cap i tal Ad e quacy Ra tio (CAR) un der the three mac ro -

eco nomic sce nar ios.10 To this aim, we make sim pli fy ing as sump tions about the be hav iour of banks

through out the sim u la tion ho ri zon. We as sume that losses fol low the dis tri bu tion doc u mented in sec -

tion 3. We use own funds, risk-weighted ex po sure and to tal ex po sure as of end-2005, and pro ceed to

the es ti ma tion of the changes in own funds due to loss vari abil ity. We then use these es ti mates in or der 

to ob tain the im pact of losses in credit to non-fi nan cial firms on the CAR, ab stract ing from any other im -

pact. We thus make the sim pli fy ing as sump tion that vari abil ity of losses in credit to non-fi nan cial firms

is the sole source of variability during simulations.
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Table 4

PERCENTILES OF THE YEARLY LOSS AS A PERCENTAGE OF TOTAL EXPOSURE

2005 2006 2007 2008

Baseline p1 0.8 0.8 0.7 0.7

p5 0.9 0.9 0.8 0.7

p95 2.0 2.0 1.9 1.8

p99 2.3 2.4 2.2 2.2

Disruptive adjustment p1 0.8 1.1 1.3 1.6

p5 0.9 1.1 1.3 1.6

p95 2.0 2.3 2.6 3.0

p99 2.3 2.7 3.1 3.8

Cyclical asynchrony p1 0.8 1.0 1.3 1.8

p5 0.9 1.0 1.4 1.9

p95 2.0 2.4 2.7 3.4

p99 2.3 2.8 3.4 4.1

(9) In a somewhat different context (using a macroeconomic reduced-form credit risk model) and for the Finnish 2003q2 credit portfolio to non financial firms,
Virolainen (2004) reports a comparable figure of 1.81 per cent.

(10) The Capital Adequacy Ratio (CAR) is the quotient between consolidated own funds and risk-weighted exposure.



The start ing point for the CAR was cal i brated with actual data, i.e. the av er age ag gre gate fig ure for the

whole bank ing sys tem at end-2005 (11.3 per cent). This level im plied a cap i tal buffer of around 3.3

points, which re sults from the com par i son with the 8 per cent min i mum reg u la tory level. It should be

pointed out that this min i mum level of capitalisation could be un der stood un der a Basel II frame work as 

the one which is suf fi cient to cover ex treme un ex pected losses in a one year ho ri zon, af ter tak ing into

ac count the provisioning ad e quacy cov er ing ex pected losses, and as sum ing that sound risk man age -

ment sys tem con trols are in place. In other words, 8 per cent of the risk weighted ex po sure would be

the Value-at-Risk at some con ser va tively high con fi dence level, for in stance 99.5 per cent. Ac cord -

ingly, the prob a bil ity of losses in ex cess of own funds re quire ments over a one-year horizon would be

lower than 0.5 per cent.

The ex er cise that we are go ing to per form is the fol low ing: what is the dis tri bu tion of the cap i tal buffer

(the ex cess cap i tal over the min i mum) given that (i) the over all char ac ter is tics of the credit port fo lio to

non-fi nan cial firms re main un changed; (ii) ex pected own funds, risk-weighted ex po sure and to tal ex po -

sure re main at their 2005 levels; (iii) all other sources of risk are ei ther ig nored or as sumed to be cov -

ered by pro vi sions or the ex pected flow of in come; and (iv) the mac ro eco nomic en vi ron ment is

changing according to a given scenario?

Since losses im pact own cap i tal di rectly and we as sume that su per vi sory cap i tal and risk-weighted ex -

po sure are kept at their 2005 levels, the cap i tal buffer dis tri bu tion in per cent age points of the CAR is

sim i lar to those of Charts 1 and 2, ap pro pri ately in verted and rescaled. This is of course a sim pli fy ing

as sump tion. When faced with macro-eco nomic sur prises im pact ing on credit losses, banks ad just

their port fo lio (to wards or away from, and within, credit to non-fi nan cial firms). As de faults oc cur and

new firms start ac tiv ity, the char ac ter is tics of the pool of risks also changes. We thus as sume that

banks change their port fo lio and al lo cate su per vi sory cap i tal so as to keep ex pected risk-weighted

exposure and own funds requirements at their 2005 levels.

Ta ble 5 pres ents the re sults. The prob a bil ity that, in 2008, the cap i tal buffer would be lower than 2.8

per cent age points is 0.5 per cent in the base line. In the dis rup tive ad just ment sce nario, the cor re -

spond ing fig ure at the end of the sim u la tion ho ri zon is 2.1 per cent age points. For the cy cli cal

asynchrony case, the value is 1.9 per cent age points. This means that the port fo lio of credit to non-fi -
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Table 5

PERCENTILES AND AVERAGE OF THE CAPITAL BUFFER RESULTING FROM LOSSES IN CREDIT TO

NON-FINANCIAL FIRMS

All values in percentage points

2006 2007 2008

Baseline p0.5 2.6 2.7 2.8

p1 2.8 2.8 2.9

average 3.3 3.4 3.4

p50 3.4 3.4 3.4

Disruptive adjustment p0.5 2.5 2.3 2.1

p1 2.6 2.5 2.2

average 3.2 3.1 2.9

p50 3.2 3.1 3.0

Cyclical asynchrony p0.5 2.5 2.2 1.9

p1 2.6 2.4 2.0

average 3.2 3.1 2.8

p50 3.3 3.1 2.9



nan cial cor po ra tions would be re spon si ble for, at most, the ero sion of roughly one third of ex cess cap i -

tal in a three-year ho ri zon with 99.5 per cent prob a bil ity and con di tional on the ma teri ali sa tion of

particularly stressful macroeconomic scenarios.

The main con clu sion from this ex er cise is that the im pact of purely mac ro eco nomic fac tors on the CAR

via non-fi nan cial firms, though sig nif i cant, ap pears man age able, even un der very ex treme and con ser -

va tive assumptions.

5. FINAL REMARKS

This ar ti cle de scribes and pres ents re sults con cern ing the dis tri bu tion of losses in the credit port fo lio to

Por tu guese non-fi nan cial firms un der three dif fer ent mac ro eco nomic sce nar ios (the base line, the dis -

rup tive ad just ment and the cy cli cal asynchrony sce nar ios), for Por tu guese banks as a whole. The

main con clu sions are: (i) mac ro eco nomic fac tors af fect the dis tri bu tion of losses both in terms of lo ca -

tion (mean, me dian) and shape (skew ness, dis per sion and rel a tive place ment of modes); (ii) the stress 

sce nar ios in duce a be hav iour of losses that is much more ad verse than un der the base line sce nario;

(iii) the cy cli cal asynchrony sce nario is more stress ful than the dis rup tive ad just ment sce nario due es -

sen tially to higher in ter est rates; (iv) even though other risk sources were ig nored in the anal y sis and

should be taken into ac count to de liver a more com plete pic ture, the cap i tal buffer of the bank ing sys -

tem as a whole looks ad e quate to ab sorb swiftly very un likely credit events in the cor po rate port fo lio,

leaving the capital adequacy ratio comfortably above the minimum regulatory level.
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Notes: y-o-y year-on-year. n.a. not available.

Table A.1

MAIN INDICATORS (continued)

Per cent; end-of-period figures

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

Macroeconomic and financial indicators

Real GDP (rate of change)

US 2.5 3.7 4.5 4.2 4.4 3.7 0.8 1.6 2.5 3.9 3.2 3.3

Euro area 2.6 1.5 2.6 2.8 3.0 3.9 1.9 0.9 0.8 2.0 1.4 2.6

Portugal 2.3 3.6 4.2 4.7 3.9 3.9 2.0 0.8 -0.8 1.3 0.5 1.3

Fiscal balance (as a percentage of GDP)

US -3.1 -2.2 -0.8 0.4 0.9 1.6 -0.4 -3.8 -4.8 -4.6 -3.7 -2.6

Euro area -5.1 -4.3 -2.6 -2.3 -1.4 -1.0 -1.9 -2.6 -3.1 -2.8 -2.4 -1.6

Portugal -4.2 -3.8 -2.8 -2.4 -2.7 -2.9 -4.3 -2.9 -2.9 -3.3 -6.1 -3.9

Current account balance (as a percentage of GDP)

US -1.5 -1.6 -1.7 -2.4 -3.2 -4.2 -3.8 -4.5 -4.8 -5.7 -6.4 -6.5

Euro area n.a. n.a. 1.4 0.7 0.3 -0.7 0.0 0.6 0.4 1.0 0.1 -0.3

Portugal -2.8 -4.2 -5.9 -7.0 -8.5 -10.2 -9.9 -8.1 -6.1 -7.7 -9.7 -9.5

Oil price (USD brent; y-o-y rate of change) 11.7 28.9 -29.4 -37.2 142.7 -6.7 -13.6 46.6 -1.2 34.0 44.4 5.5

Key interest rates - Monetary policy

US 5.50 5.25 5.50 4.75 5.50 6.50 1.75 1.25 1.00 2.25 4.25 5.25

Euro area n.a. n.a. n.a. n.a. 4.00 5.75 4.25 3.75 3.00 3.00 3.25 4.50

3-month Euribor n.a. n.a. n.a. n.a. 3.34 4.86 3.29 2.87 2.12 2.16 2.49 3.73

Yields on (10-year) Government bonds

US 5.57 6.42 5.74 4.65 6.44 5.11 5.05 3.82 4.25 4.22 4.39 4.70

Euro area 7.67 6.30 5.42 3.93 5.49 5.02 5.13 4.26 4.33 3.72 3.36 4.06

Stock markets (annual rate of change)

S&P 500 34.1 20.3 31.0 26.7 19.5 -10.1 -13.0 -23.4 26.4 9.0 3.0 13.6

Dow Jones Euro Stoxx 8.7 21.2 37.0 29.8 39.5 -5.9 -19.7 -34.5 18.1 10.0 23.0 20.3

PSI Geral -4.6 32.6 65.2 26.2 12.6 -8.2 -19.0 -20.7 17.4 18.0 17.2 33.3

PSI Financial Services n.a. n.a. n.a. n.a. n.a. n.a. -14.6 -24.8 4.0 12.0 24.4 34.8

(to be continued)
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Notes: (a) Loans granted by monetary financial institutions and other financial intermediaries adjusted for securitisations conducted through non-resident special purpose vehicles. (b) Net lending / borrowing, savings and investment ratios to GDP use National Accounts base 1995 until 1999. Afterwards (in parentheses for 1999)

those ratios correspond to Banco de Portugal estimates. Investment comprises gross fixed capital formation and the net acquisition of land and intangibles.

Table A.1

MAIN INDICATORS (continued)

Per cent; end-of-period figures

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

Financial situation of the non-financial private sector

Households

Indebtedness

As a percentage of GDP 27 32 37 45 54 60 64 68 73 78 83 88

As a percentage of disposable income 37 43 53 63 77 86 91 97 103 110 117 124

Total loans

Annual rate of change n.a. 25.3 25.4 29.4 27.0 19.4 12.6 11.2 10.6 9.8 10.3 9.8

Loans granted by resident financial institutions
(a)

Annual rate of change n.a. 25.4 25.6 30.9 29.6 19.9 12.7 11.3 11.0 9.8 10.1 9.8

of which:

Housing purposes n.a. 25.9 27.3 34.6 30.0 20.2 14.9 16.0 11.8 10.5 11.1 9.9

Consumption and other purposes n.a. 24.2 22.3 23.2 28.8 19.1 7.5 -0.1 8.7 7.4 6.8 9.7

Net lending (+) / borrowing (-)
(b)

As a percentage of GDP 5.0 2.8 1.1 0.7 -0.4(0.8) 1.1 2.6 2.9 3.4 2.9 3.4 1.8

As a percentage of disposable income 6.9 4.0 1.6 1.1 -0.6(1.1) 1.6 3.7 4.2 4.8 4.1 4.7 2.5

Current savings
(b)

As a percentage of GDP 10.0 8.4 7.2 6.9 5.9 (6.9) 7.2 7.7 7.4 7.8 7.3 6.7 5.9

As a percentage of disposable income 13.8 11.9 10.4 10.0 8.6 (9.9) 10.2 10.9 10.5 10.9 10.3 9.5 8.3

Investment in real assets
(b)

As a percentage of GDP 6.7 6.4 6.7 7.0 7.2 (6.9) 6.6 6.4 6.0 5.1 5.1 4.9 4.7

Change in financial assets

As a percentage of GDP 11.5 10.4 10.6 18.4 15.6 13.4 14.1 8.1 11.7 8.0 9.6 7.9

Idem, excluding extraordinary contributions to pension funds n.a. 10.3 10.5 18.2 15.3 13.3 13.1 6.9 11.3 7.7 8.3 7.7

Change in financial liabilities

As a percentage of GDP 6.4 7.1 8.0 17.7 14.8 12.3 11.4 5.1 8.4 5.1 6.2 6.2
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Notes: (c) It includes loans granted by resident and non-resident credit institutions, loans/additional capital by non-resident intra-group corporations (excluding those granted to non-financial corporations having their head-office in Madeira’s off-shore), commercial paper and bonds issued by non-financial corporations held by

other sectors and trade credits received from other sectors. (d) Total debt excluding trade credits and including loans granted to non-financial corporations having their head-office in Madeira ’s off-shore. It corresponds to the financial accounts instruments “Securities other than shares” and “Loans”.

Table A.1

MAIN INDICATORS (continued)

Per cent; end-of-period figures

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

Non-financial corporations

Total debt
(c)

As a percentage of GDP 60 61 64 74 81 90 96 96 99 98 103 105

Annual rate of change n.a. 8.4 16.1 17.6 18.1 19.2 12.7 6.1 5.6 5.1 7.6 5.3

Financial debt
(d)

As a percentage of GDP 52 53 56 66 72 80 90 91 94 91 95 98

Loans granted by resident financial institutions
(a)

Annual rate of change n.a. 8.5 20.8 22.3 25.6 26.4 15.5 7.3 5.4 3.2 4.1 5.5

Net lending (+) / borrowing (-)
(b)

As a percentage of GDP 0.1 0.6 -1.1 -2.9 -3.4(-5.4) -8.2 -7.0 -6.1 -4.7 -4.3 -5.0 -6.4

Current savings
(b)

As a percentage of GDP 11.6 11.5 10.7 10.5 10.6(8.8) 7.2 7.8 7.9 8.1 8.6 7.2 5.5

Investment in real assets

As a percentage of GDP 12.7 12.4 14.1 15.7 16.0(16.2) 16.6 15.9 14.7 13.8 13.6 13.3 12.5

Change in financial assets

As a percentage of GDP 6.7 9.2 10.9 9.8 11.2 15.8 9.1 6.2 8.7 4.1 1.4 1.2

Change in financial liabilities

As a percentage of GDP 6.9 9.2 13.7 13.4 16.5 24.0 16.2 12.2 13.8 8.4 6.4 7.6
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Table A.1

MAIN INDICATORS (continued)

Per cent; end-of-period figures

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2004* 2005* 2006*

Profitability
(e)

ROE - Return on equity
(f)

13.2 13.5 20.1 19.3 18.0 18.3 17.8 14.1 16.2 14.5 13.1 19.4 20.7

ROA - Return on assets
(f)

0.82 0.81 1.18 1.16 1.12 1.11 1.01 0.78 0.91 0.87 0.65 1.03 1.30

Financial margin (as a percentage of average assets) 2.76 2.45 2.72 2.69 2.45 2.21 2.24 2.12 2.00 1.94 1.91 1.86 1.89

Income from services and commissions (net, as a percentage of average assets) 0.44 0.43 0.59 0.79 0.76 0.70 0.63 0.63 0.69 0.76 0.72 0.77 0.78

Ratio of operational costs to gross income 64.5 66.1 60.9 54.1 63.1 58.2 57.6 59.1 57.4 57.2 71.7 58.3 53.3

Capital adequacy
(e)

Overall capital adequacy ratio 11.8 11.3 11.7 11.1 10.8 9.2 9.5 9.8 10.0 10.4 10.2 11.3 10.9

Market risk

Net open position in equities to regulatory capital n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 1.8 1.3 2.7

Coverage ratio of the pension funds of bank employees (as a percentage of regulatory capital) n.a. n.a. n.a. n.a. n.a. n.a. -1.8 -0.8 0.1 -0.4 -0.4 1.2 5.3

Liquidity Risk
(e)

Credit-to-deposit ratio 62.5 65.4 72.5 90.9 104.7 116.0 122.7 129.5 129.1 128.3 130.9 137.5 145.6

Coverage ratio of interbank liabilities by highly liquid assets n.a. n.a. n.a. n.a. n.a. n.a. 85.6 80.0 100.7 99.5 110.0 98.5 99.3

Liquidity gap
(g)

Up to 3 months n.a. n.a. n.a. n.a. n.a. n.a. -2.2 -2.4 1.6 2.4 1.4 -0.9 -1.4

Up to 1 year n.a. n.a. n.a. n.a. n.a. n.a. -6.4 -7.2 -6.3 -3.6 -5.4 -8.2 -8.9

For domestic banks

Credit-to-deposit ratio n.a. n.a. n.a. 87.2 99.9 114.6 121.1 125.6 124.8 127.2 129.2 134.2 140.7

Coverage ratio of interbank liabilities by highly liquid assets n.a. n.a. n.a. n.a. n.a. n.a. 88.1 91.6 120.1 120.8 127.3 126.5 115.8

Liquidity gap
(g)

Up to 3 months n.a. n.a. n.a. n.a. n.a. n.a. -3.5 -3.4 0.5 0.7 0.6 -0.7 -0.9

Up to 1 year n.a. n.a. n.a. n.a. n.a. n.a. -7.8 -7.6 -6.5 -4.8 -5.4 -7.4 -8.8

Notes: * The break in the series in 2004 resulted from the adoption of different accounting standards, which also implied a redefinition of the group of banking institutions under analysis. This break did not apply to the indicators based on Monetary and Financial Statistics, which consider resident monetary institutions. (e) Indicators

for the period comprised between 1995 and 1997 are estimates of Banco de Portugal for a smaller set of institutions than that considered between 1998 and 2004. (f) ROE and ROA indicators are based on Income before taxes and minority interests, considering average values for the period for the stocks variables. (g) Only 2005

and 2006 figures were reported according to the valuation criteria used in IAS.

(continued)
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Table A.1

MAIN INDICATORS (continued)

Per cent; end-of-period figures

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2004* 2005* 2006*

Credit risk

Loans granted by resident financial institutions to the non-financial private sector
(a)

Annual rate of change n.a. 16.0 23.1 26.6 27.7 23.0 14.1 9.3 8.3 6.6 6.6 7.4 7.9

Credit and interest overdue (on a consolidated basis)

As a percentage of credit to customers n.a. n.a. n.a. n.a. n.a. 2.2 2.2 2.3 2.4 2.0 1.8 1.7 1.5

As a percentage of assets n.a. n.a. n.a. n.a. n.a. 1.4 1.4 1.6 1.6 1.3 1.3 1.1 1.0

Non-performing loans of households

As a percentage of loans to households n.a. n.a. 3.2 2.5 2.1 1.8 2.0 2.1 2.4 2.2 2.2 2.0 1.7

Non-performing loans of non-financial corporations

As a percentage of loans to non-financial corporations n.a. n.a. 6.4 4.7 3.2 2.5 2.4 2.4 2.2 1.7 1.7 1.7 1.5

Annual flow of new credit overdue and other credit considered to be doubtful

As a percentage of bank loans adjusted for securitisation transactions

Households n.a. n.a. n.a. n.a. 0.22 0.27 0.43 0.39 0.61 0.32 0.32 0.29 0.53

Non-financial corporations n.a. n.a. n.a. n.a. -0.01 0.34 0.74 0.76 0.57 0.52 0.52 0.60 0.42

International exposure (for domestic banks):

Share of external assets in total assets
(h)

n.a. n.a. n.a. n.a. 23.1 21.7 19.8 18.1 21.6 20.5 30.3 27.6 29.0

of which:

Local assets denominated in local currency n.a. n.a. n.a. n.a. 1.8 2.8 1.8 1.2 1.7 1.6 7.1 6.4 6.4

International assets by counterparty sector:

Banking sector n.a. n.a. n.a. n.a. 14.1 12.3 10.6 8.3 14.1 14.8 13.6 12.7 13.6

Non-banking sector n.a. n.a. n.a. n.a. 7.1 6.6 7.4 8.5 5.8 4.0 9.6 8.5 9.0

Sources: Bloomberg, IMF, INE and Banco de Portugal.

Notes: * The break in the series in 2004 resulted from the adoption of different accounting standards, which also implied a redefinition of the group of banking institutions under analysis. This break did not apply to the indicators based on Monetary and Financial Statistics, which consider resident monetary institutions. (h) The com-

parable figures for 2004, 2005 and 2006 are based on a new information report. Total assets for the whole set of domestic banks is an estimate.
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Table A.2

DEVELOPMENTS IN THE PORTUGUESE GENERAL INDEX AND IN SECTORAL INDICES

Annual rate of change, per cent

2001 2002 2003 2004 2005 2006

PSI Geral -19.0 -20.7 17.4 18.0 17.2 33.3

PSI 20 -24.7 -25.6 15.8 12.6 13.4 29.9

PSI Basic Materials -9.7 -14.2 15.1 15.6 16.7 36.5

PSI Industrials -29.1 13.4 26.4 31.1 68.3 40.9

PSI Consumer Goods -10.8 -13.1 -0.5 -6.7 21.2 31.6

PSI Consumer Services -27.8 17.0 23.7 29.3 11.6 18.0

PSI Telecommunications -17.7 -24.6 27.1 20.6 12.0 22.3

PSI Utilities -27.2 -31.4 38.0 15.5 21.7 52.4

PSI Financials -14.6 -24.8 4.0 12.0 24.4 34.8

PSI Technology -58.9 -37.9 4.5 24.0 -9.5 -15.1

Sources: Bloomberg and Euronext.
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Table A.3

BALANCE SHEET OF THE BANKING SYSTEM

On a consolidated basis

EUR millions

1998 1999 2000 2001 2002 2003 2004

Cash and claims on central banks 8 867 10 829 9 642 10 063 8 762 15 430 8 637

of which: cash and claims on Banco de Portugal 8 608 10 026 8 592 8 987 7 857 14 327 7 657

Investment in other credit institutions 30 984 27 254 28 596 33 887 30 293 32 837 36 119

In the country n.a. n.a. 10 952 12 768 9 570 7 968 9 232

Abroad n.a. n.a. 17 644 21 119 20 723 24 868 26 887

Claims on customers (net of provisions) 103 523 131 213 160 235 181 468 194 219 199 477 206 631

Credit overdue n.a. n.a. 3 553 3 903 4 462 4 881 4 164

Provisions 2 577 2 377 2 406 2 609 2 802 3 561 3 471

Provisions and financial fixed assets (net of provisions) 33 594 31 843 36 984 35 951 32 149 37 485 44 349

of which: securities of public issuers (gross) n.a. n.a. 10 793 10 742 9 697 9 853 10 636

Non-financial fixed assets 4 468 4 631 4 600 4 735 4 578 4 551 4 315

Other assets 9 092 13 249 10 661 12 361 12 995 14 288 15 499

Total assets 190 527 219 019 250 719 278 464 282 996 304 067 315 550

Central bank resources 1 690 3 158 3 462 2 766 1 284 3 147 3 899

of which: Banco de Portugal 1 383 2 658 3 300 2 258 1 031 2 766 3 195

Other credit institutions resources 41 748 44 920 51 834 57 017 54 503 54 546 49 184

In the country n.a. n.a. 10 024 11 099 7 767 5 569 7 129

Abroad n.a. n.a. 41 810 45 918 46 736 48 977 42 055

Customer resources 116 729 127 606 140 205 150 033 152 136 157 236 163 761

By residence of customer:

Deposits of resident customers n.a. n.a. 109 976 113 870 116 485 117 673 122 667

Deposits of non-resident customers n.a. n.a. 30 181 36 101 35 538 39 440 41 006

By type of deposit:

Demand deposits 37 659 44 363 47 188 53 033 54 649 55 709 57 350

Time and savings deposits 78 975 83 195 92 969 96 938 97 374 101 404 106 323

Liabilities represented by securities 6 606 13 225 23 106 32 973 38 686 49 814 56 206

of which: bonds 5 239 10 072 18 214 27 309 30 921 37 444 42 307

Subordinated liabilities 3 892 4 521 5 392 8 076 8 721 8 883 9 207

Provisions 1 847 2 263 3 119 3 354 3 510 3 365 3 484

Other liabilities 6 217 9 487 9 015 8 810 8 326 9 490 10 409

Equity capital 11 798 13 840 14 587 15 436 15 830 17 586 19 398

Net profit/loss for the year 1 241 1 431 1 672 1 829 1 488 1 914 1 910

Total liabilities and own funds 190 527 219 019 250 719 278 464 282 996 304 067 315 550

Source: Banco de Portugal.

Notes: n.a. - not available. Prepared in accordance with the accounting standards in force until December 2004.
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Table A.4

PROFIT AND LOSS ACCOUNT OF THE BANKING SYSTEM

On a consolidated basis

EUR millions

1998 1999 2000 2001 2002 2003 2004

1. Interest income 12 974 12 629 14 633 17 181 15 026 14 508 14 477

2. Interest expenses 8 164 7 622 9 401 11 246 9 077 8 606 8538

3. Financial margin (1-2) 4 809 5 007 5 231 5 935 5 949 5 902 5 939

4. Income from securities 140 113 166 213 191 160 176

5. Net commissions 1 414 1 548 1 662 1 670 1 758 2 037 2 320

6. Income from financial operations 610 549 625 417 437 529 481

7. Income from affiliated companies and branches excluded from consolidation (net)
(a)

102 62 228 147 112 370 361

8. Other operating profits (net) 425 442 408 641 707 842 945

9. Other current income (4+5+6+7+8) 2 691 2 714 3 090 3 089 3 206 3 937 4 283

10. Gross income (3+9) 7 500 7 721 8 321 9 024 9 154 9 839 10 222

11. Staff costs 2 525 2 608 2 626 2 722 2 812 2 949 3 025

12. Other administrative costs 1 531 1 626 1 625 1 849 1 929 2 021 2 135

13. Administrative costs (11+12) 4 056 4 234 4 251 4 571 4 740 4 970 5 160

14. Overall gross income (10-13) 3 444 3 487 4 070 4 453 4 414 4 869 5 062

15. Extraordinary gains 327 813 643 30 163 184 -20

16. Depreciation for the year 613 640 590 625 667 677 685

17. Net provisions 1 081 1 356 1 501 1 191 1 713 1 683 1 699

18. Income before taxes and minority interests (14+15-16-17) 2 078 2 303 2 623 2 666 2 197 2 693 2 657

19. Taxes on profit for the year 473 418 457 427 369 389 321

20. Income before minority interest
(b)

(18-19) 1 605 1 885 2 166 2 240 1 828 2 304 2 336

21. Minority interests (net) 364 454 494 410 340 390 426

22. Profit/loss for the year (20-21) 1 241 1 431 1 672 1 829 1 488 1 914 1 910

Memo:

Average assets 190 527 204 773 237 223 264 753 280 795 294 640 306 275

Source: Banco de Portugal.

Notes: Prepared in accordance with the accounting standards in force until December 2004. (a) The item “Income from affiliated companies and subsidiaries excluded from consolidation” registers income generated by affiliated companies excluded from the consolidation of the banking groups considered, which is attributable to

the group according to the percentage of shares held in these companies. Affiliated companies are companies whose management is under a significant influence, assuming that this situation occurs when the shares held correspond to at least 20 per cent of the voting rights. In turn, subsidiaries excluded from the consolidation

are those whose management is under a relevant influence, carries on activities which are incompatible with the objective of consolidated accounts, namely commercial, industrial, agricultural and insurance corporations. (b) Income before minority interests enables a more accurate measure of income generated by all

consolidated assets and, therefore, it should be used in order to compare income with profitability on an individual basis.
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Table A.5

BALANCE SHEET OF THE DOMESTIC INSTITUTIONS

On a consolidated basis

EUR millions

1998 1999 2000 2001 2002 2003 2004

Cash and claims on central banks 8 090 10 127 7 996 8 911 7 795 14 651 7 803

of which: cash and claims on Banco de Portugal 7 903 9 378 7 270 7 899 6 957 13 613 6 853

Investment in other credit institutions 24 436 21 464 20 470 21 495 22 020 23 029 25 401

In the country n.a. n.a. 8 539 10 013 7 583 6 246 7 528

Abroad n.a. n.a. 11 931 11 482 14 437 16 783 17 873

Claims on customers (net of provisions) 95 878 120 529 134 819 150 840 160 391 164 170 172 314

Credit overdue n.a. n.a. 2 933 3 268 3 835 4 247 3 564

Provisions 2 451 2 241 2 038 2 252 2 451 2 994 2 815

Provisions and financial fixed assets (net of provisions) 31 320 29 870 33 778 32 895 28 573 29 992 32 408

of which: securities of public issuers (gross) n.a. n.a. 9 185 9 471 8 393 8 340 9 124

Non-financial fixed assets 4 252 4 401 3 976 4 105 3 961 3 839 3 571

Other assets 8 403 9 317 9 475 10 772 11 140 12 417 12 763

Total assets 172 379 195 708 210 514 229 019 233 880 248 099 254 258

Central bank resources 1 596 2 979 3 133 2 611 1 272 2 923 1 326

of which: Banco de Portugal 1 383 2 658 3 300 2 258 1 031 2 766 3 195

Other credit institutions resources 32 756 35 502 40 223 40 107 37 360 34 233 29 725

In the country n.a. n.a. 7 812 9 857 6 564 4 660 6 248

Abroad n.a. n.a. 32 411 30 250 30 796 29 574 23 477

Customer resources 110 268 120 976 119 381 126 449 129 669 133 938 137 732

By residence of customer:

Deposits of resident customers n.a. n.a. 95 144 98 779 101 630 102 175 106 339

Deposits of non-resident customers n.a. n.a. 24 237 27 670 28 038 31 762 31 392

By type of deposit:

Demand deposits 35 655 42 062 41 040 44 603 47 708 47 931 49 753

Time and savings deposits 74 561 78 911 78 341 81 845 81 960 86 006 87 978

Liabilities represented by securities 5 970 11 589 20 632 29 635 34 608 43 629 49 764

of which: bonds 4 808 9 370 16 746 25 611 28 952 35 676 40 198

Subordinated liabilities 3 625 4 233 4 808 7 126 7 835 8 042 8 422

Provisions 1 740 2 153 2 412 2 601 2 751 2 685 2 940

Other liabilities 5 429 5 302 7 417 7 048 6 730 7 731 7 942

Equity capital 10 996 12 975 12 508 13 442 13 654 14 917 16 409

Net profit/loss for the year 1 241 1 431 1 672 1 829 1 488 1 914 1 910

Total liabilities and own funds 172 379 195 708 210 514 229 019 233 880 248 099 254 258

Source: Banco de Portugal.

Notes: n.a. - not available. Prepared in accordance with the accounting standards in force until December 2004.
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Table A.6

PROFIT AND LOSS ACCOUNT OF THE DOMESTIC INSTITUTIONS

On a consolidated basis

EUR millions

1998 1999 2000 2001 2002 2003 2004

1. Interest income 11 761 11 414 12 336 14 101 12 275 11 322 11 225

2. Interest expenses 7 196 6 691 7 815 9 035 7 172 6 383 6 283

3. Financial margin (1-2) 4 565 4 722 4 521 5 066 5 103 4 939 4 942

4. Income from securities 132 98 161 180 159 127 141

5. Net commissions 1 312 1 443 1 479 1 427 1 494 1 691 1 918

6. Income from financial operations 595 534 573 338 363 488 434

7. Income from affiliated companies and branches excluded from consolidation (net)
(a)

88 48 205 123 97 336 318

8. Other operating profits (net) 408 422 359 558 618 742 847

9. Other current income (4+5+6+7+8) 2 536 2 545 2 777 2 626 2 731 3 384 3 657

10. Gross income (3+9) 7 101 7 268 7 298 7 692 7 834 8 323 8 600

11. Staff costs 2 385 2 456 2 264 2 292 2 430 2 527 2 596

12. Other administrative costs 1 419 1 501 1 392 1 584 1 659 1 717 1 812

13. Administrative costs (11+12) 3 804 3 957 3 656 3 877 4 089 4 244 4 408

14. Overall gross income (10-13) 3 297 3 311 3 642 3 816 3 745 4 079 4 192

15. Extraordinary gains 335 744 384 65 188 202 17

16. Depreciation for the year 582 611 518 538 584 589 592

17. Net provisions 1 059 1 318 1 094 1 030 1 521 1 457 1 513

18. Income before taxes and minority interests (14+15-16-17) 1 990 2 125 2 414 2 312 1 827 2 234 2 104

19. Taxes on profit for the year 454 397 421 372 311 311 227

20. Income before minority interest
(b)

(18-19) 1 537 1 728 1 993 1 940 1 516 1 923 1 877

21. Minority interests (net) 364 454 452 365 302 352 384

22. Profit/loss for the year (20-21) 1 173 1 275 1 541 1 575 1 215 1 571 1 493

Memo:

Average assets 172 379 184 044 200 744 218 879 230 577 242 094 246 779

Source: Banco de Portugal.

Notes: Prepared in accordance with the accounting standards in force until December 2004. (a) The item “Income from affiliated companies and subsidiaries excluded from consolidation” registers income generated by affiliated companies excluded from the consolidation of the banking groups considered, which is attributable to

the group according to the percentage of shares held in these companies. Affiliated companies are companies whose management is under a significant influence, assuming that this situation occurs when the shares held correspond to at least 20 per cent of the voting rights. In turn, subsidiaries excluded from the consolidation

are those whose management is under a relevant influence, carries on activities which are incompatible with the objective of consolidated accounts, namely commercial, industrial, agricultural and insurance corporations. (b) Income before minority interests enables a more accurate measure of income generated by all

consolidated assets and, therefore, it should be used in order to compare income with profitability on an individual basis.
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Table A.7

BALANCE SHEET OF THE BANKING SYSTEM (INTERNATIONAL ACCOUNTING STANDARDS)

On a consolidated basis

EUR millions

2004 2005 2006

Cash and claims on central banks 7 555 6 205 6 906

Claims and investment in other credit institutions 25 041 30 876 31 490

In the country n.a. 5 748 5 773

Abroad n.a. 25 127 25 718

Financial assets at fair value through profit or loss 12 900 18 150 20 266

Equity n.a. 853 1 305

Debt instruments n.a. 12 221 12 712

Other n.a. 5 076 6 248

Available-for-sale financial assets 14 806 14 037 17 876

Equity n.a. 4 169 6 021

Debt instruments n.a. 8 909 11 485

Other n.a. 959 371

Net credit to customers 182 717 199 873 222 942

Investment held to maturity 520 718 663

Hedging derivatives 692 816 953

Securitised non-derecognised assets 12 157 14 186 15 450

of which: credit to customers 12157 14 186 15 372

Investment in subsidiaries 2 613 3 475 4 080

Tangible and intangible assets 3 611 3 886 4 301

Other assets 9 799 13 768 12 544

Total assets 272 411 305 989 337 473

Resources from central banks 3 542 6 215 1 739

Resources from other credit institutions 33 315 38 840 42 941

In the country n.a. 5 384 4 078

Abroad n.a. 33 457 38 863

Resources from customers and other loans 142 784 149 139 156 606

Liabilities represented by securities 55 694 62 807 81 184

Subordinated liabilities 9 887 9 973 9 893

Financial liabilities held for trading 2 589 4 306 5 776

Hedging derivatives 562 956 1 471

Liabilities for non-derecognised assets in securitisation operations 0 2 363 4 130

Other liabilities 10 013 13 608 11 998

Total liabilities 258 386 288 208 315 738

Capital 14 025 17 782 21 735

Total liabilities and net wealth 272 411 305 989 337 473

Source: Banco de Portugal.

Note: n.a. - not available.
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Table A.8

PROFIT AND LOSS ACCOUNT OF THE BANKING SYSTEM (INTERNATIONAL ACCOUNTING STANDARDS)

On a consolidated basis

EUR millions

2004 2005 2006

1. Interest income 12 622 13 977 17 278

2. Interest expenses 7 504 8 601 11 291

3. Financial margin (1-2) 5 119 5 375 5 987

4. Income from capital instruments 161 217 162

5. Income from services and commissions (net) 1 923 2 212 2 478

6. Income from financial assets and liabilities measured at fair value 346 505 -9

7. Income from available-for-sale financial assets 104 663 455

8. Income from foreign exchange revaluation 208 53 496

9. Income from the sale of other financial assets 72 366 743

10. Other operating profit and loss 602 417 624

11. Gross income (3+4+5+6+7+8+9+10) 8 535 9 809 10 936

12. Staff costs 3 667 3 300 3 349

13. General administrative costs 1 891 1 956 2 026

14. Depreciation and amortisation 562 465 449

15. Provisions net of restitutions and annulments 279 187 133

16. Impairment losses and other net value adjustments 1 012 1 138 1 091

17. Appropriation of income from associates and joint ventures (equity method) 624 217 233

18. Income before taxes and minority interests (11-12-13-14-15-16+17) 1 749 2 981 4121

19. Taxes on profit 228 401 724

20. Income before minority interests (18-19) 1 521 2 580 3 398

21. Minority interests (net) 236 383 576

22. Net profit and loss (20-21) 1 284 2 197 2 822

Source: Banco de Portugal.
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Table A.9

BALANCE SHEET OF THE DOMESTIC INSTITUTIONS (INTERNATIONAL ACCOUNTING STANDARDS)

On a consolidated basis

EUR million

2004 2005 2006

Cash and claims on central banks 6 955 5 548 6 200

Claims and investment in other credit institutions 21 629 25 780 27 085

In the country n.a. 4 795 4 709

Abroad n.a. 20 985 22 376

Financial assets at fair value through profit or loss 12 038 16 302 17 806

Equity n.a. 622 1 131

Debt instruments n.a. 11 720 12 190

Other n.a. 3 960 4 485

Available-for-sale financial assets 13 206 13 117 17 051

Equity n.a. 3 775 5 761

Debt instruments n.a. 8 383 10 919

Other n.a. 959 371

Net credit to customers 157 128 171 226 190 964

Investment held to maturity 495 693 663

Hedging derivatives 669 680 886

Securitised non-derecognised assets 5 214 5 316 7 392

of which: credit to customers 5214 5 316 7 314

Investment in subsidiaries 2 396 3 204 3 721

Tangible and intangible assets 2 962 3 220 3 593

Other assets 9 006 12 983 11 763

Total assets 231 697 258 068 287 125

Resources from central banks 1 010 851 1 736

Resources from other credit institutions 24 751 27 441 31 258

In the country n.a. 4 610 3 570

Abroad n.a. 22 833 27 688

Resources from customers and other loans 124 770 130 933 139 028

Liabilities represented by securities 49 509 56 715 67 919

Subordinated liabilities 8 959 8 702 8 853

Financial liabilities held for trading 1 921 3 150 3 670

Hedging derivatives 539 822 1 369

Liabilities for non-derecognised assets in securitisation operations 0 2 363 4 130

Other liabilities 8 693 12 439 11 204

Total liabilities 220 151 243 415 269 168

Capital 11 546 14 654 17 957

Total liabilities and net wealth 231 697 258 068 287 125

Source: Banco de Portugal.

Note: n.a.- not available.
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Table A.10

PROFIT AND LOSS ACCOUNT OF THE DOMESTIC INSTITUTIONS (INTERNATIONAL ACCOUNTING STANDARDS)

On a consolidated basis

EUR millions

2004 2005 2006

1. Interest income 10 255 11 192 13 662

2. Interest expenses 5 959 6 669 8 569

3. Financial margin (1-2) 4 297 4 523 5 093

4. Income from capital instruments 141 198 153

5. Income from services and commissions (net) 1 610 1 835 2 033

6. Income from financial assets and liabilities measured at fair value 280 470 -14

7. Income from available-for-sale financial assets 120 643 412

8. Income from foreign exchange revaluation 213 29 487

9. Income from the sale of other financial assets 66 364 695

10. Other operating profit and loss 540 356 569

11. Gross income (3+4+5+6+7+8+9+10) 7 267 8 419 9 427

12. Staff costs 3 178 2 917 2 915

13. General administrative costs 1 667 1 717 1 785

14. Depreciation and amortisation 482 386 365

15. Provisions net of restitutions and annulments 197 180 142

16. Impairment losses and other net value adjustments 835 993 940

17. Appropriation of income from associates and joint ventures (equity method) 587 164 162

18. Income before taxes and minority interests (11-12-13-14-15-16+17) 1 498 2 390 3 443

19. Taxes on profit 196 296 587

20. Income before minority interests (18-19) 1 302 2 094 2 856

21. Minority interests (net) 197 362 547

22. Net profit and loss (20-21) 1 105 1 732 2 308

Source: Banco de Portugal.
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Table A.11

CAPITAL ADEQUACY

On a consolidated basis

Banking system For the sets of institutions

which adopted IAS/AAS

EUR millions 1998 1999 2000 2001 2002 2003 2004 2004 2005 2006

1. Own funds

1.1. Original own funds 9 715 11 026 12 991 13 238 13 351 13 966 14 950 13 729 14 891 17 874

1.2. Additional own funds 3 834 4 269 5 026 7 030 7 809 8 313 8 567 8 337 10 776 9 942

1.3. Deductions 821 513 2 273 2 999 2 829 2 617 2 319 2 092 1 948 2 405

1.4. Supplementary own fund 13 27 0 1 0 2 2 1 0 0

Total own funds 12 740 14 809 15 745 17 270 18 331 19 664 21 200 19 975 23 719 25 411

2. Own funds requirements

2.1. Solvency ratio 8 748 10 652 13 184 14 094 14 687 15 304 15 747 15 096 16 213 17 960

2.2. Position risks 234 181 284 289 220 365 531 488 493 468

2.3. Settlement and counterparty risks 38 48 31 41 41 45 53 53 67 70

2.4. Foreign exchange rate risks 135 79 135 87 87 87 44 41 57 92

2.5. Other requirements 0 0 21 1 0 0 1 1 1 2

Total own funds requirements 9 154 10 959 13 655 14 513 15 035 15 802 16 377 15 679 16 830 18 591

Per cent

3. Ratios

3.1. Own funds / Total requirements 139.2 135.1 115.3 119.0 121.9 124.4 129.5 127.4 140.9 136.7

3.2. Own funds / (Total requirements x 12.5) 11.1 10.8 9.2 9.5 9.8 10.0 10.4 10.2 11.3 10.9

3.3. Original own funds / (Total requirements x 12.5) 8.5 8.0 7.6 7.3 7.1 7.1 7.3 7.0 7.1 7.7

Source: Banco de Portugal.




