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1. OVERALL ASSESSMENT

The po ten tial for an abrupt cor rec tion of the im bal ances iden ti fied in pre vi ous years, which were mainly 

re flected in the per sis tence of his tor i cally low and poorly dif fer en ti ated risk premia across most credit

risk classes, has been a key vul ner a bil ity of the global fi nan cial sys tems over the past few years. Since

the be gin ning of the sum mer of 2007, the de te ri o ra tion of credit qual ity in the risk ier seg ment of the US

mort gage mar ket (sub-prime) – still sur rounded by sig nif i cant un cer tainty re gard ing the mag ni tude and 

dis tri bu tion of losses amongst the large in ter na tion ally ac tive bank ing groups – has trans mit ted strong

in sta bil ity to the in ter na tional fi nan cial sys tem. The on go ing tur bu lence in in ter na tional fi nan cial mar -

kets, due to its ex tent and du ra tion, is one of the most se ri ous ep i sodes of re cent fi nan cial his tory. In

fact, this is an un prec e dented sit u a tion, con sid er ing the dif fi cul ties wit nessed in most seg ments of the

debt mar kets in which the fi nan cial in sti tu tions of ad vanced econ o mies par tic i pate as funds rais ers, in -

clud ing the money mar kets. These events are il lus tra tive of the in ter con nec tion be tween li quid ity risk

and mar ket risk. In this con text, cen tral banks in ma jor ad vanced econ o mies have paid par tic u lar at ten -

tion to the normalisation of money markets in a wide range of maturities, as they are essential for the

monetary policy transmission mechanism.

In sta bil ity in in ter na tional mar kets, which in the ini tial phase was more ev i dent in debt mar kets, but was

sub se quently re flected in stock price falls and higher vol a til ity in eq uity mar kets, has al ready af fected in 

2007 the prof its and the own funds of Por tu guese banks. With re gard to prof its, there was a re duc tion

in the value of bank port fo lios, on the in come from ser vices more di rectly as so ci ated with cap i tal mar -

ket ac tiv i ties, as well as on a lower fi nan cial mar gin growth, the lat ter re flect ing, in part, the rise in fi -

nanc ing costs. Nev er the less, the in di ca tors of re turn on as sets (ROA) and re turn on eq uity (ROE)

ad justed for non-re cur rent op er a tions re corded a vir tual sta bili sa tion com pared to the pre vi ous year. In

ad di tion, in the sec ond half of 2007, the neg a tive im pact on banks’ se cu ri ties port fo lios re cog nised at

fair value, but not di rectly re flected in the profit and loss ac count (e.g. port fo lio of avail able-for-sale as -

sets), had a di rect im pact on reg u la tory own funds, through a re duc tion in re serves. Still re gard ing de -

vel op ments in own funds, the high pace of ex pan sion of credit ac tiv ity, to gether with the re duced

will ing ness of in ves tors to par tic i pate in the pri mary mar ket for com mon stock over the sec ond half of

2007, ex erted ad di tional pres sure on sol vency ra tios, which de creased sig nif i cantly in most in sti tu -

tions. Nev er the less, they re mained above the reg u la tory min i mum lev els. In turn, de fault in di ca tors

based on the out stand ing amount of credit over due (and other non-per form ing loans) re mained at very

low lev els, sim i lar to those re corded in the pre vi ous year. The anal y sis of the ma teri ali sa tion of credit

risk in terms of flows of credit that be came non-per form ing in 2007, shows a sig nif i cant increase in the

figures concerning loans to companies and in the case of households, a stabilisation around the level

recorded in 2006 and close to that of 2003.

In the cur rent en vi ron ment, the main risks to fi nan cial sta bil ity in Por tu gal are in trin si cally as so ci ated

with un cer tainty about the du ra tion, ex tent and im pli ca tions of fi nan cial mar ket tur bu lence, in par tic u lar

as re gards their in ter ac tion with de vel op ments in eco nomic ac tiv ity. In this con text, Por tu guese banks

that are the main pro vid ers of fi nanc ing to the non-fi nan cial pri vate sec tor, started to op er ate in a far

less fa vour able en vi ron ment, re gard ing their funding in wholesale international markets. 

As the share of credit ob tained through fund ing in these mar kets ac counts for more than half of the re -

sources taken from cus tom ers, the per sis tence of in sta bil ity in debt mar kets may im ply re stric tions on

banks’ ca pac ity or a re duced will ing ness to con tinue ac com mo dat ing a de mand for credit at the pace

posted over the last years. Ac cord ing to the re plies to the Bank Lend ing Sur vey, con ducted by the

Eurosystem, Por tu guese banks started to tighten the credit stan dards ap plied to the ap proval of loans,
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al though it is not pos si ble to con clude through avail able ev i dence that there was a re duc tion in loans to

the non-fi nan cial pri vate sec tor of a quan ti ta tive na ture and driven by sup ply. Con versely, per sist ing

pres sure in the money mar ket, mir rored in in creases in the ref er ence rates more com monly used in

credit in dex ation in Por tu gal, seems to be already reflected in higher bank lending rates. 

Like wise, the rise in fi nanc ing costs in whole sale mar kets in creased the in cen tives that bank ing groups 

have to com pete more ac tively in at tract ing sav ings from the pub lic, and to tai lor their mar ket ing strat e -

gies in or der to at tract to their own bal ance sheet sub stan tial amounts of funds placed in mu tual funds

or in other banks’ off-bal ance sheet sav ing in stru ments. As a re sult of mar ket tur bu lence, there were

changes in the be hav iour of eco nomic agents, who started to pre fer in vest ment in in stru ments not im -

pacted by mar ket con di tions. The most im me di ate re sults of these changes were the gen er al ised rise

in the in ter est rate of time de pos its, the ac cel er a tion of re sources from re tail cus tom ers, as well as the

strong mu tual fund re demp tions, in the risk cat e go ries tra di tion ally as sessed as more sim i lar to bank

de pos its (money mar ket funds, cash funds and in dexed bonds). In addition, maturities of banks’

market financing were shortened. 

As dis cussed ear lier, the ca pac ity of Por tu guese banks to with stand the un fa vour able con di tions in

fund ing mar kets is re mark able, in par tic u lar, if ac count is taken of the mag ni tude, ex tent and per sis -

tence of in sta bil ity in these mar kets that largely re flected a broadly based de cline in counterparties’

con fi dence. In deed, the pres sure faced by Por tu guese banks in their li quid ity po si tion as from the sec -

ond half of 2007 has trans lated into a de te ri o ra tion of li quid ity in di ca tors, which mir ror the use of as sets

and the re fi nanc ing at the shorter ma tu ri ties. This has oc curred against a back ground of un changed

pace of growth of credit to the non-fi nan cial pri vate sec tor. In line with the above, these events

strengthen the im por tance of banks hav ing in place li quid ity man age ment sys tems that take into ac -

count sud den changes in mar ket con di tions, namely by es tab lish ing and main tain ing counterparty re -

la tion ships in sev eral fi nan cial mar ket seg ments. In this con text, it is de sir able that fi nanc ing sources

are di ver si fied by type of in stru ment, in ves tor, and geo graph ical mar ket of debt place ment, in or der to

cre ate ad di tional buff ers to accommodate shocks of this nature, without the financial intermediation

functions of banks being affected. 

The ev i dence al ready avail able for first quar ter of 2008 points to a sig nif i cant re duc tion in earn ings of

the main listed bank ing groups, re sult ing chiefly from un fa vour able de vel op ments in stock prices. It

should be noted that per sis tent vol a til ity in stock prices re mains one of the ma jor risk fac tors con di tion -

ing the prof it abil ity and sol vency of Por tu guese banks in 2008, ei ther via the di rect im pact on their own

port fo lio of shares or in di rectly through the pen sion funds of their em ploy ees, or via the im pact on those 

fees re lated to in ter me di a tion of cap i tal mar ket op er a tions or as set man age ment. With re spect to sol -

vency, still in 2007, some of the ma jor bank ing groups started to plan cap i tal in creases through the is -

su ance of com mon stock. These op er a tions have al ready been con cluded by the two larg est banks.

Al ready in the sec ond quar ter of 2008 fi nanc ing con di tions in debt mar kets have been eased. This fol -

lowed a rel a tively pro tracted pe riod of un fa vour able mar ket con di tions to the con duct of op er a tions and 

en abled Por tu guese banks to issue significant amounts of debt in May, albeit with shorter maturities

than in previous years. 

Nev er the less, in the cur rent en vi ron ment, a large de gree of un cer tainty re mains around the re per cus -

sions of in sta bil ity in the whole sale fund ing mar kets of banks in ad vanced econ o mies and, in par tic u lar

in what con cerns the out look for global eco nomic growth. In this con text, one of the vul ner a bil i ties of

the global econ omy re lates to the how the hous ing mar ket will con tinue to ad just ment, in par tic u lar in

the econ o mies that had re corded con tin ued high growth in hous ing prices and, more gen er ally, from

the en su ing con se quences for the func tion ing of the mort gage mar ket. In turn, there are some signs

that credit risk may be ma teri al is ing more in tensely in a wider range of credit mar ket seg ments in the
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United States, namely a re duc tion of cor po rate earn ings growth in cy cli cal sec tors and in the de te ri o -

rat ing pros pects for con cern ing de mand faced by com pa nies. Po ten tial ex change rate in sta bil ity and

its im pli ca tions for the global econ omy, as so ci ated with a pos si ble abrupt cor rec tion of the global mac -

ro eco nomic im bal ances, re main risk fac tors for fi nan cial sta bil ity. More over, the con duct of mon e tary

pol icy is fac ing chal lenges, as a re sult of the strong rise in en ergy and food prices, which may exert

inflationary pressures, against a background of foreseeable slowdown in economic activity.

Look ing ahead, in the cur rent con text of in creased dif fi cul ties in whole sale mar ket fund ing by banks, it

is im por tant to un der stand the fac tors be hind the main te nance of his tor i cally low de fault lev els in the

credit port fo lios of Por tu guese banks, in line with what has been wit nessed in most bank ing sys tems in

the ad vanced econ o mies. In fact, the ag gre gate in debt ed ness of the non-fi nan cial pri vate sec tor is

among the high est within the Eu ro pean Un ion and its growth re mains ro bust. This has raised ques -

tions about its sustainability in the most vul ner a ble seg ments of the house hold and cor po rate sec tors.

Turn ing to com pa nies, it should be noted that the prof it abil ity of a panel of large com pa nies, for which

more ac cu rate and timely data are avail able, which rep re sent a very sig nif i cant share of the port fo lio of

credit granted by banks to com pa nies, re mained fa vour able in 2007, de spite the rise in in ter est rates.

By con trast, data on the re main ing smaller com pa nies con tinue to point, al beit more in di rectly and with

a higher de gree of un cer tainty, to a re duc tion in earn ings in 2007, largely as so ci ated with an in crease in 

ex pen di ture on debt in ter est. With re gard to house holds, ac cord ing to the lat est mi cro ec o nomic data

avail able, be tween 2000 and 2006 the house hold par tic i pa tion rate in the credit mar ket con tin ued to in -

crease as well as av er age in debt ed ness. Some more vul ner a ble sit u a tions have also been de tected,

in par tic u lar among young sters and in the seg ments of the pop u la tion with lower in come. How ever,

more in tense de fault in these seg ments are not as sessed as putt ing fi nan cial sta bil ity at stake, as

these house holds ac count for a rel a tively small share of banks’ port fo lios. Nev er the less, the per sis -

tence of in sta bil ity in whole sale fund ing mar kets may re strict the adop tion of strat e gies by banks en -

abling the ad just ment of con trac tual con di tions to the abil ity of debt ors to ser vice debt. In pre vi ous

years, this in volved, inter alia, the length en ing of loan ma tu ri ties and the post pone ment of prin ci pal re -

pay ments in loans to the pri vate sec tor. This sce nario is a good ex am ple of the close con nec tion be -

tween banks’ liquidity risk and credit risk, as households and companies that are expected to be more

intensively constrained in the rescheduling and/or restructuring of their debt, also have higher default

probabilities.

In turn, the dis tur bances seen in the past few months made it clear that the func tion ing and reg u la tion

of the global fi nan cial sys tem needs to be re vis ited. Al though Por tu guese banks are not ex posed to the 

sub-prime mar ket, its de vel op ments are rel e vant for Por tu guese bank ing groups, as they are fi nan -

cially in te grated at the global level, ei ther through the trans ac tion of other fi nan cial in stru ments (for

their own ac count or for the ac count of cus tom ers), or through the way they ac cess whole sale fund ing

mar kets. Thus, al though it may be too early to draw a con clu sion on the im pact and con se quences of

the events oc curred in this pe riod, it is al ready pos si ble to enu mer ate sev eral is sues that should be dis -

cussed in greater de tail at in ter na tional level. At a first glance, re cent events il lus trate that un der the

cur rent frame work, the fi nan cial in ter me di a tion model based upon the “orig i nate and dis trib ute” con -

cept, in many cases, im plied a mis align ment of the in cen tives be tween sev eral play ers in the pro cess.

These play ers in clude not only the par ties di rectly in ter ven ing in the trans ac tion of as sets in

securitisations, but also the rat ing agen cies, whose role should be re as sessed, in par tic u lar tak ing into

ac count the con flicts of in ter est in the rat ing of the se cu ri ties re sult ing from these trans ac tions. An other 

les son to be drawn re lates to the stra te gic role of li quid ity as sess ment and man age ment in banks’ and

other fi nan cial in sti tu tions over all man age ment. This pro cess should not only en com pass clearly iden -

ti fied on-bal ance sheet li a bil i ties, but also con tin gent and/or reputational liabilities, namely those

associated with the issuance of financial instruments related to these institutions (e.g. conduits).
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Hence, it may re quire a re vi sion of the reg u la tory frame work, as well as of the co op er a tion and co or di -

na tion mech a nisms be tween au thor i ties with re spon si bil i ties in this field, namely, su per vi sory au thor i -

ties, cen tral banks and su pra-na tional in sti tu tions in charge of mon i tor ing na tional econ o mies and

fi nan cial sys tems. In this sense, the great est chal lenge ahead con sists in the de sign of reg u la tory

frame works, su per vi sory in stru ments, trans par ency and in for ma tion dis sem i na tion re quire ments com -

pat i ble with the cur rent level of de vel op ment and so phis ti ca tion of the global financial system, while

avoiding the assumption of disproportionate risks. 

The cut-off date for data was mid-May 2008, ex cept the IMF World Eco nomic Out look and Mon e tary

and Fi nan cial Sta tis tics.
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MAIN INDICATORS (to be continued)

Per cent; end-of-period figures

2001 2002 2003 2004 2005 2006 2007

Macroeconomic and financial indicators

Real GDP (rate of change)

US 0.8 1.6 2.5 3.6 3.1 2.9 2.2

Euro area 1.9 0.9 0.8 2.1 1.6 2.8 2.6

Portugal 2.0 0.8 -0.8 1.5 0.9 1.3 1.9

Fiscal Balance (as a percentage of GDP)

US -0.4 -3.8 -4.8 -4.4 -3.6 -2.6 -2.5

Euro area -1.9 -2.6 -3.1 -2.9 -2.6 -1.4 -0.6

Portugal -4.3 -2.9 -2.9 -3.4 -6.1 -3.9 -2.6

Current account balance (as a percentage of GDP)

US -3.8 -4.4 -4.8 -5.5 -6.1 -6.2 -5.3

Euro area 0.1 0.7 0.5 1.1 0.2 -0.1 -0.2

Portugal -9.9 -8.1 -6.1 -7.6 -9.5 -10.1 -9.9

Oil price (USD brent; y-o-y rate of change) -13.6 46.6 -1.2 34.0 44.4 5.5 56.1

Key interest rates - Monetary policy

US 1.75 1.25 1.00 2.25 4.25 5.25 4.25

Euro area 4.25 3.75 3.00 3.00 3.25 4.50 4.00

3-month Euribor 3.3 2.9 2.1 2.2 2.5 3.7 4.7

Yields on (10-year) Government bonds

US 5.0 3.8 4.3 4.2 4.4 4.7 4.0

Euro area 5.0 4.2 4.3 3.7 3.3 4.0 4.3

Stock markets (annual rate of change)

S&P 500 -13.0 -23.4 26.4 9.0 3.0 13.6 3.5

Dow Jones Euro Stoxx -19.7 -34.5 18.1 10.0 23.0 20.3 4.9

PSI Geral -19.0 -20.7 17.4 18.0 17.2 33.3 18.3

PSI Financial Services -14.6 -24.8 4.0 12.0 24.4 34.8 4.9

Financial situation of the non-financial private sector

Households

Indebtedness

As a percentage of GDP 64 68 73 78 83 88 91

As a percentage of disposable income 90 97 103 110 116 123 129

Loans granted by resident financial institutions (a) 

Annual rate of change 12.7 11.3 11.0 9.8 10.1 9.8 9.2

of which:

Housing purposes 14.9 16.0 11.8 10.5 11.1 9.9 8.5

Consumption and other purposes 7.5 -0.1 8.7 7.4 6.8 9.4 11.7

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

As a percentage of GDP 2.7 3.0 3.1 2.8 3.2 1.8 1.3

As a percentage of disposable income 3.8 4.3 4.4 4.0 4.5 2.5 1.8

Currents savings (b) 

As a percentage of GDP 7.8 7.5 7.5 6.9 6.6 6.0 5.5

As a percentage of disposable income 10.9 10.6 10.5 9.7 9.2 8.4 7.9

Investment in real assets (b)

As a percentage of GDP 6.5 6.1 5.1 5.1 5.1 4.9 4.7

Non-financial corporations

Total debt (c)

As a percentage of GDP 95 95 100 99 104 107 114

Annual rate of change 12.6 5.2 7.1 5.6 7.8 7.0 12.4

Financial debt (d)

As a percentage of GDP 90 91 94 91 96 99 107

Loans granted by resident financial institutions (a) 

Annual rate of change 15.5 7.3 5.4 3.2 4.1 6.2 12.5

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

As a percentage of GDP -7.2 -6.4 -4.7 -4.5 -5.9 -7.8 -8.8

Currents savings (b) 

As a percentage of GDP 7.6 7.6 8.2 8.1 6.6 5.0 4.3

Investment in real assets (b)

As a percentage of GDP 15.9 14.9 13.8 13.6 13.7 13.0 14.2

Notes: y-o-y year-on-year. n.a. not avail able. (a) Loans granted by mon e tary fi nan cial in sti tu tions and other fi nan cial in ter me di ar ies ad justed for securitisations con ducted through
non-res i dent spe cial pur pose ve hi cles. (b) Net lend ing / bor row ing, sav ings and in vest ment ra tios to GDP up to 2005 use Na tional Ac counts base 2000; 2006 and 2007 ra tios cor re spond
to Banco de Por tu gal es ti mates. (c) It in cludes loans granted by res i dent and non-res i dent credit in sti tu tions, loans/ad di tional cap i tal by non-res i dent intra-group cor po ra tions (ex clud ing
those granted to non-fi nan cial cor po ra tions hav ing their head-of fice in Ma deira’s off-shore), com mer cial pa per and bonds is sued by non-fi nan cial cor po ra tions held by other sec tors and
trade cred its re ceived from other sec tors. (d) To tal debt ex clud ing trade cred its and in clud ing loans granted to non-fi nan cial cor po ra tions hav ing their head-of fice in Ma deira’s off-shore. It
cor re sponds to the financial accounts instruments “Securities other than shares” and “Loans”.
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MAIN INDICATORS (continued)

Per cent; end-of-period figures

2001 2002 2003 2004 2004* 2005* 2006* 2006** 2007**

Profitability

ROE - Return on equity (e) 17.8 14.1 16.2 14.5 13.1 19.4 20.6 20.6 18.0

ROE - Return on equity - ajusted (e), (f) 18.9 18.8

ROA - Return on assets (e) 1.01 0.78 0.91 0.87 0.65 1.03 1.30 1.25 1.13

ROA - Return on assets - ajusted (e), (f) 1.18 1.15

Financial margin (as a percentage of average assets) 2.24 2.12 2.00 1.94 1.91 1.86 1.89 1.87 1.86

Income from services and commissions (net, as a

percentage of average assets) 0.63 0.63 0.69 0.76 0.72 0.77 0.78 0.75 0.74

Cost to income ratio 57.6 59.1 57.4 57.2 71.7 58.3 53.4 53.5 53.2

Capital adequacy

Overall capital adequacy ratio 9.5 9.8 10.0 10.4 10.2 11.3 10.9 11.0 10.2

Market risk

Net open position in equities to regulatory capital n.a. n.a. n.a. n.a. 1.8 1.3 2.6 2.6 2.3

Coverage ratio of the pension funds of bank employees

(as a percentage of regulatory capital) -1.8 -0.8 0.1 -0.4 -0.4 1.2 5.3 5.1 4.9

Liquidity risk

Credit-to-deposit ratio 122.7 129.5 129.1 128.3 130.9 137.5 145.6 146.7 154.9

Coverage ratio of interbank liabilities by highly liquid

assets 85.6 80.0 100.7 99.5 110.0 98.5 99.2 87.6 77.1

Liquidity gap (g)

Up to 3 months -2.2 -2.4 1.6 2.4 1.4 -0.9 -1.5 -0.6 -1.9

Up to 1 year -6.4 -7.2 -6.3 -3.6 -5.4 -8.2 -8.9 -7.1 -9.7

For domestic banks

Credit-to-deposit ratio 121.1 125.6 124.8 127.2 129.2 134.2 140.6 139.3 149.0

Coverage ratio of interbank liabilities by highly liquid

assets 88.1 91.6 120.1 120.8 127.3 126.5 115.7 118.1 107.2

Liquidity gap (g)

Up to 3 months -3.5 -3.4 0.5 0.7 0.6 -0.7 -0.9 -0.8 -2.1

Up to 1 year -7.8 -7.6 -6.5 -4.8 -5.4 -7.4 -8.9 -8.5 -9.9

Credit risk

Loans granted by resident financial institutions to the

non-financial private sector (a)

Annual rate of change 14.1 9.3 8.3 6.6 6.6 7.4 8.2 8.2 10.7

Credit and interest overdue (on a consolidated basis)

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

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

Non-performing loans of households

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

Non-performing loans of non-financial corporations

As a percentage of loans to non-financial corporations 2.4 2.4 2.1 1.7 1.7 1.7 1.5 1.5 1.5

Annual flow of new credit overdue and other credit

considered to be doubtful (h)

As a percentage of bank loans adjusted for

securitisation transactions

Households 0.43 0.38 0.58 0.21 0.21 0.22 0.36 0.36 0.44

Adjusted for sales outside the banking system 0.28 0.47 0.47 0.47

Non-financial corporations 0.74 0.76 0.56 0.52 0.52 0.60 0.42 0.42 0.56

Adjusted for sales outside the banking system 0.62 0.47 0.47 0.61

International exposure (for domestic banks):

Share of external assets in total assets (i) 19.8 18.1 21.6 20.5 30.3 27.6 29.0 31.7 26.0

of which:

Local assets denominated in local currency 1.8 1.2 1.7 1.6 7.1 6.4 6.4 7.0 7.8

International assets by counterparty sector:

Banking sector 10.6 8.3 14.1 14.8 13.6 12.7 13.6 14.8 8.2

Non-banking sector 7.4 8.5 5.8 4.0 9.6 8.5 9.0 9.8 10.0

Sources: Bloomberg, IMF, INE, Reuteurs, Thomson Fi nan cial Datastream and Banco de Por tu gal.
Notes: y-o-y year-on-year; n.a. not avail able. *The break in the se ries re sults from the im ple men ta tion of the In ter na tional Ac count ing Stan dards (IAS), 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. ** Break in the se ries re lated to the wid en ing of the group of bank ing in sti tu tions un der anal y sis, due to the in clu sion of in sti tu tions that only
started pre par ing their fi nan cial state ments ac cord ing to the IAS in 2006. Breaks in the se ries do not ap ply to in di ca tors based on Mon e tary and Fi nan cial Sta tis tics, which con sider res i -
dent bank ing in sti tu tions. (e) ROE and ROA in di ca tors are based on In come be fore taxes and mi nor ity in ter ests, con sid er ing av er age val ues for the pe riod for the stocks vari ables. (f) The
ad justed prof it abil ity in di ca tors are ob tained af ter 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 ma jor bank ing groups con sid ered in the anal y sis. (g) 2005, 2006 and 2007 fig ures were re ported ac cord ing to the val u a tion cri te ria used in the IAS. (h) Change in amounts 
out stand ing of credit over due and other non-per form ing loans re corded in the bal ance sheet of res i dent MFIs plus write-offs/write-downs as a per cent age of bank loans ad justed for
securitisations. Sales out side the bank ing sys tem in cluded in the ad justed flow cor re spond to credit over due and other non-per form ing loans not writ ten-off, in ac cor dance with the quar -
terly re port de fined in In struc tion of Banco de Por tu gal No 2/2007. (i) From 2004 on wards, fig ures on ex ter nal as sets are based on a new in for ma tion re port. Com pa ra ble fig ures for 2004,
2005 and 2006 are based on estimates on total assets for the whole set of domestic banks. Comparable figures for 2006 and 2007 are based on assets for domestic institutions.



O
verall A

ssessm
en

t
|

C
hap ter 1 

F
in

an
cial Stab

ility R
ep

o
rt 2007

|
B

an co de P
or tu gal

15

BALANCE SHEET OF THE BANKING SYSTEM

On a consolidated basis

EUR millions As a percentage of total assets Year-on-year rate of change (per cent) (a)

2006 2007 2006 2007 2006 2007

Dec. Jun. Dec. Dec. Mar. Jun. Sep. Dec. Dec. Mar. Jun. Sep. Dec.

Cash and claims on central banks 7 156 5 144 8 105 1.9 1.6 1.3 1.5 1.9 11.3 19.3 -9.8 6.3 13.3

Claims on other credit institutions 3 991 3 314 4 022 1.1 0.8 0.8 1.0 1.0 11.5 2.1 -17.2 22.1 0.8

Investment in credit institutions 37 850 38 730 36 981 10.2 8.8 9.7 9.5 8.8 0.7 4.0 18.7 13.2 -2.3

Portfolio of financial asset securities 49 607 57 372 55 264 13.3 14.3 14.4 13.6 13.2 18.1 15.9 21.5 12.7 11.4

Financial assets at fair value through profit or loss 22 635 26 644 22 742 6.1 6.5 6.7 6.2 5.4 11.0 11.3 18.8 5.8 0.5

Equity 1 684 1 544 1 691 0.5 0.5 0.4 0.3 0.4 52.6 6.7 26.9 -28.4 0.4

Debt instruments 14 500 17 261 13 173 3.9 4.3 4.3 3.9 3.1 4.2 7.7 13.0 1.1 -9.1

Other 6 451 7 839 7 877 1.7 1.7 2.0 1.9 1.9 20.2 23.4 32.2 27.3 22.1

Available-for-sale financial assets 20 323 24 244 26 566 5.5 6.1 6.1 5.9 6.3 28.0 21.7 29.7 25.6 30.7

Equity 6 153 7 903 7 766 1.7 1.8 2.0 1.8 1.9 45.8 43.1 68.0 29.6 26.2

Debt instruments 13 724 15 865 18 100 3.7 4.0 4.0 4.0 4.3 28.7 18.5 22.9 23.6 31.9

Other 446 475 700 0.1 0.2 0.1 0.2 0.2 -56.2 -40.1 -55.6 35.3 57.0

Investment held to maturity 1 060 1 090 1 116 0.3 0.3 0.3 0.3 0.3 -7.6 9.6 20.9 26.5 5.3

Hedging derivatives 1 501 2 058 1 376 0.4 0.4 0.5 0.3 0.3 34.3 48.9 44.4 -0.4 -8.3

Investment in subsidiaries 4 089 3 335 3 465 1.1 1.1 0.8 0.9 0.8 17.1 6.0 -11.6 -6.4 -15.3

Net credit to customers 239 028 254 727 275 676 64.1 64.7 64.0 65.1 65.8 11.5 13.0 14.0 16.9 15.3

Gross credit 244 434 260 493 281 666 65.6 66.2 65.4 66.6 67.3 11.2 12.6 13.8 16.4 15.2

of which: overdue credit to customers 3 604 4 068 4 252 1.0 1.1 1.0 1.0 1.0 -4.7 5.3 8.1 5.9 18.0

Impairment and value adjustments in credit to customers -5 405 -5 766 -5 990 -1.5 -1.5 -1.4 -1.4 -1.4 -1.2 0.0 3.5 -0.8 10.8

Securitised non-derecognised assets 16 199 18 541 19 317 4.3 5.0 4.7 4.7 4.6 8.5 28.4 26.3 3.9 19.2

of which: credit to customers 16 181 18 541 19 320 4.3 5.0 4.7 4.7 4.6 8.4 28.1 26.3 3.9 19.4

Tangible and intangible assets 4 401 4 627 4 880 1.2 1.2 1.2 1.1 1.2 8.9 13.0 12.5 9.8 10.9

Other assets 14 441 15 784 14 415 3.9 3.6 4.0 3.5 3.4 -3.6 0.3 14.5 7.3 -0.2

Total assets 372 674 398 238 418 660 100.0 100.0 100.0 100.0 100.0 10.5 12.7 15.3 14.7 12.3

Resources from central banks 1 901 2 213 5 550 0.5 0.5 0.6 1.0 1.3 -72.0 -75.3 -74.2 139.8 191.9

Resources from other credit institutions 60 862 67 496 66 671 16.3 16.7 16.9 16.1 15.9 10.5 14.7 14.1 5.1 9.5

Resources from customers and other loans 166 678 165 971 181 815 44.7 42.8 41.7 42.5 43.4 5.0 6.6 6.4 11.8 9.1

Liabilities represented by securities 82 774 95 502 96 875 22.2 23.4 24.0 23.8 23.1 29.4 32.0 43.5 23.0 17.0

Subordinated liabilities 10 112 10 099 11 142 2.7 2.7 2.5 2.5 2.7 -0.8 1.4 1.2 5.1 10.2

Financial liabilities held for trading 7 277 9 848 9 985 2.0 2.1 2.5 2.5 2.4 25.3 36.5 40.8 46.3 37.2

Hedging derivatives 1 881 2 777 2 002 0.5 0.5 0.7 0.5 0.5 82.4 62.9 81.1 5.0 6.4

Liabilities for non-derecognised assets in securitisation operations 4 226 4 941 4 592 1.1 1.3 1.2 1.5 1.1 74.8 73.7 77.5 45.9 8.7

Other liabilities 13 831 14 242 14 053 3.7 3.5 3.6 3.5 3.4 -7.1 -2.3 12.5 14.2 1.6

Total liabilities 349 543 373 089 392 685 93.8 93.5 93.7 93.8 93.8 9.8 12.1 15.1 14.9 12.3

Capital 23 131 25 149 25 974 6.2 6.5 6.3 6.2 6.2 22.2 22.1 17.9 12.5 12.3

Total liabilities and net wealth 372 674 398 238 418 660 100.0 100.0 100.0 100.0 100.0 10.5 12.7 15.3 14.7 12.3

Source: Banco de Por tu gal.
Note: (a) In 2006 year-on-year rates of change were based on the thir teen bank ing groups con sid ered in the Banco de Por tu gal Financial Stability Report-2006, due to lack of com pa ra ble fi nan cial state ments for the bank ing sec tor as a whole in 2005 and 2006.



16

 P
ar t I

|
F

in
an

cial System
 Sta b

i lity

B
an co de P

or tu gal
|

F
in

an
cial Sta b

i lity R
e p

o
rt 2007

PROFIT AND LOSS ACCOUNT

On a consolidated basis

EUR millions
As a percentage 

of average assets (a)

Year-on-year rate of change

(per cent) (b)

2006 2007 2006 2007 2006 2007

Year S1 S2 Year Year S1 S2 Year Year S1 S2 Year

1. Interest income 18790 11294 13194 24488 5.43 5.94 6.48 6.21 23.5 28.7 31.7 30.3

2. Interest expenses 12322 7715 9434 17149 3.56 4.06 4.63 4.35 31.1 36.8 41.1 39.2

3. Financial margin (1-2) 6468 3579 3760 7339 1.87 1.88 1.85 1.86 11.3 14.2 12.8 13.5

4. Income from capital instruments 168 158 46 203 0.05 0.08 0.02 0.05 -24.2 12.1 68.1 21.1

5. Income from services and commissions (net) 2602 1333 1600 2933 0.75 0.70 0.79 0.74 11.8 7.1 17.8 12.7

6. Income from financial assets and liabilities measured at fair value -54 303 -473 -170 -0.02 0.16 -0.23 -0.04 - - - 213.4

7. Income from available-for-sale financial assets 445 400 683 1083 0.13 0.21 0.34 0.27 -31.4 77.5 210.5 143.2

8. Income from foreign exchange revaluation 563 110 293 403 0.16 0.06 0.14 0.10 837.8 -64.9 17.4 -28.4

9. Income from the sale of other financial assets 777 194 112 306 0.22 0.10 0.06 0.08 107.3 -61.4 -59.3 -60.6

9.a) Income from the sale of other financial assets - adjusted 468 194 112 306 0.14 0.10 0.06 0.08 22.7 0.8 -59.3 -34.6

10. Other operating profit and loss 643 265 355 619 0.19 0.14 0.17 0.16 42.8 -13.6 5.2 -3.7

10.a) Other operating profit and loss – adjusted 624 265 355 619 0.18 0.14 0.17 0.16 38.1 -7.6 5.2 -0.7

11. Gross income (3+4+5+6+7+8+9+10) 11612 6341 6375 12716 3.35 3.34 3.13 3.23 11.0 10.6 8.4 9.5

11.a)  Gross income - adjusted (3+4+5+6+7+8+9.a+10.a) 11283 6341 6375 12716 3.26 3.34 3.13 3.23 7.7 17.4 8.4 12.7

12. Staff costs 3530 1719 2000 3719 1.02 0.90 0.98 0.94 1.5 1.1 9.3 5.4

13. General administrative costs 2226 1165 1363 2528 0.64 0.61 0.67 0.64 3.3 11.1 15.8 13.6

14. Depreciation and amortisation 462 239 276 515 0.13 0.13 0.14 0.13 -4.2 7.0 15.5 11.4

15. Provisions net of restitutions and annulments 149 125 67 192 0.04 0.07 0.03 0.05 -30.7 98.0 -22.2 28.8

16. Impairment losses and other net value adjustments 1135 736 870 1606 0.33 0.39 0.43 0.41 -6.0 43.4 39.8 41.4

17. Negative consolidation differences 0 -4 -9 -12 0.00 0.00 0.00 0.00 - - - -

18. Appropriation of income  from associates and joint ventures (equity method) 231 190 108 298 0.07 0.10 0.05 0.08 6.4 24.7 36.7 28.8

18. a) Appropriation of income  from associates and joint ventures (equity method) - adjusted 189 190 108 298 0.05 0.10 0.05 0.08 -13.0 72.3 36.7 57.5

19. Income before taxes and minority interests (11-12-13-14-15-16-17+18) 4341 2552 1915 4467 1.25 1.34 0.94 1.13 37.8 9.2 -4.5 2.9

19a) Income before taxes and minority interests - adjusted (11.a-12-13-14-15-16-17+18.a) 3970 2552 1915 4467 1.15 1.34 0.94 1.13 25.4 29.8 -4.5 12.5

20. Taxes on profit 776 434 276 710 0.22 0.23 0.14 0.18 80.0 25.6 -35.9 -8.5

21. Income before minority interests (19-20) 3565 2118 1639 3757 1.03 1.11 0.80 0.95 31.2 6.4 4.1 5.4

21.a) Income before minority interests - adjusted (19.a-20) 3194 2118 1639 3757 0.92 1.11 0.80 0.95 16.9 30.7 4.1 17.6

22. Minority interests 607 388 295 683 0.18 0.20 0.14 0.17 51.2 8.4 18.6 12.6

23. Net profit and loss (21-22) 2958 1729 1344 3074 0.85 0.91 0.66 0.78 27.8 5.9 1.4 3.9

23.a) Net profit and loss - adjusted (21.a-22) 2587 1729 1344 3074 0.75 0.91 0.66 0.78 10.9 37.1 1.4 18.8

Source: Banco de Por tu gal.
Note: The ad just ment in some of the items in 2006 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) mi nor ity in ter ests (20 and 22). (a) Half-year data are annualised. (b) In 2006 year-on-year rates of change were based on the thir teen bank ing groups con sid ered in Banco de Por tu gal, Financial Stability Report-2006 due to lack of com pa ra ble fi nan cial state ments for the banking sector as a whole in 2005 and 2006.
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CAPITAL ADEQUACY OF THE BANKING SYSTEM

On a consolidated basis

EUR millions Year-on-year rate

of change

2004 2005 2006 2006 2007 2005 2006

Dec. Dec. Dec. Dec. Jun. Dec. Dec. Dec.

Per cent

1. Own funds 19 975 23 719 25 360 26 582 27 346 28 680 7.1 7.9

1.1. Original own funds 13 729 14 891 17 851 18 917 18 495 18 806 20.0 -

1.2. Additional own funds 8 337 10 776 9 914 10 076 9 932 10 603 -7.7 -

1.3. Deductions 2 092 1 948 2 405 2 415 1 102 745 23.4 -

1.4. Supplementary own fund 1 0 0 4 20 17

2. Own funds requirements 15 679 16 830 18 599 19 292 21 055 22 431 10.5 16.3

Percentage points

3. Ratios (per cent)

3.1. Own funds / Total requirements 127.4 140.9 136.4 137.8 129.9 127.9 -4.2 -9.9

3.2. Own funds / (Total requirements x 12.5) 10.2 11.3 10.9 11.0 10.4 10.2 -0.3 -0.8

3.3. Original own funds / (Total

requirements x 12.5) 7.0 7.1 7.7 7.8 7.0 6.7 0.6 -1.1

Source: Banco de Por tu gal.
Note: The break in the se ries cor re sponds to a wid en ing of the group of in sti tu tions un der anal y sis in this Re port to in clude in sti tu tions that adopted the IAS in 2006. In 2007 it is not pos si -
ble to cal cu late the rates of change for own funds items, since some items pre vi ously be long ing to “De duc tions” are now di rectly de ducted from orig i nal and additional own funds.



2. MACROECONOMIC AND FINANCIAL RISKS 

2.1. Overview 

The 2006 is sue of Banco de Por tu gal’s Fi nan cial Sta bil ity Re port iden ti fied a num ber of risks and vul -

ner a bil i ties for global fi nan cial sta bil ity, which were closely inter linked. The fi nan cial mar ket tur moil ob -

served since the sum mer of 2007 showed that some of these vul ner a bil i ties did pose im por tant

chal lenges to global fi nan cial sta bil ity. In the pres ent junc ture, the main risk to fi nan cial sta bil ity at a

global level is re lated to the un cer tainty sur round ing the du ra tion, ex tent and im pli ca tions of fi nan cial

mar ket tur bu lence. Risk dis sem i na tion across the fi nan cial sys tem and the econ omy world wide has

been giv ing rise to in creased dif fi cul ties in its iden ti fi ca tion and eval u a tion. More over, the man age ment 

and align ment of the in cen tives of agents in volved in this pro cess has also been orig i nat ing some

moral haz ard prob lems. Against this back ground, some un cer tainty per sists as to the mag ni tude and

dis tri bu tion of losses of large in ter na tion ally-ac tive bank ing groups, due to their exposure, either direct

or indirect, to the US subprime market and to related structured products.

Fi nan cial mar ket in sta bil ity has more mark edly af fected fi nan cial sec tor firms, which have ex pe ri enced

some dif fi cul ties in ac cess to whole sale mar ket fund ing. The over all in crease in bank fi nanc ing costs

has spilled over into a tight en ing of credit stan dards ap plied in loans in the United States, the United

King dom and the euro area. In gen eral, the fi nan cial mar ket tur moil is con trib ut ing to a de cline in the

prof it abil ity of the bank ing sys tem world wide, ex ert ing some pres sure on its li quid ity and cap i tal base.

The tight en ing of credit stan dards for loans and the in crease in fi nanc ing costs are ex pected to have an 

ef fect on con sump tion and in vest ment de ci sions of the non-fi nan cial pri vate sec tor. The pre vail ing un -

cer tainty, the fall in con fi dence among eco nomic agents and the neg a tive shocks on wealth shall con -

trib ute to worsen this sit u a tion. Pro jec tions for eco nomic growth world wide have there fore been

re vised down wards, with risks strongly bi ased to the down side. The de cel er a tion of eco nomic ac tiv ity

should be par tic u larly sig nif i cant in the United States, in the con text of a de te ri o ra tion of the sit u a tion in

the real es tate mar ket. How ever, the con se quences of the cur rent fi nan cial mar ket tur moil and the

slow down in the US econ omy may also negatively affect economic growth in other advanced

economies (including the euro area) and emerging market economies.

Against this back ground, in ter ac tions be tween the fi nan cial sys tem and the real econ omy gain par tic u -

lar rel e vance. In ef fect, a strong slow down in the econ omy would give rise to ad di tional pres sures on

the in ter na tional fi nan cial sys tem. In turn, this may raise re stric tions on credit, and lead to an ad di tional

de te ri o ra tion of eco nomic growth pros pects. The am pli fy ing ef fect of these in ter ac tion mech a nisms

be tween the real econ omy and the fi nan cial sys tem is one of the ma jor risks to global financial stability

and economic growth.

In the cur rent in sta bil ity and un cer tainty sit u a tion, there are some in ter twined el e ments of risk and vul -

ner a bil ity at a global level, which may be crit i cal to fi nan cial sta bil ity in the near fu ture. First, the on go -

ing ad just ment pro cess in real es tate mar kets in the US and in other coun tries with re cent ep i sodes of

buoy ant growth in real es tate prices is crit i cal to global fi nan cial sta bil ity. In turn, the dif fi cul ties in ac -

cess to fi nanc ing and the de te ri o ra tion of mac ro eco nomic con di tions may give rise to sig nif i cant down -

ward pres sures on the prof it abil ity of non-fi nan cial cor po ra tions world wide, which may trig ger

ad di tional dis tur bances in fi nan cial mar kets, in par tic u lar in stock mar kets. The in crease in credit risk,

which has been spill ing over into dif fer ent credit mar ket seg ments in the United States, is also an im -

por tant risk to over all fi nan cial sta bil ity. In ad di tion, the per sis tence of global mac ro eco nomic im bal -

ances and the im pli ca tions for the world econ omy of a pos si ble abrupt cor rec tion of such im bal ances
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Table 2.1.1

MAIN MACROECONOMIC INDICATORS

2003 2004 2005 2006 2007

Rate of change in real GDP

United States 2.5 3.6 3.1 2.9 2.2

Euro area 0.8 2.1 1.6 2.8 2.6

Portugal -0.8 1.5 0.9 1.3 1.9

Year-on-year rate of change in the Consumer Price Index

United States 2.3 2.7 3.4 3.2 2.9

Euro area (harmonised index) 2.1 2.1 2.2 2.2 2.1

Portugal (harmonised index) 3.3 2.5 2.1 3.0 2.4

Current account balance (as a percentage of GDP)

United States -4.8 -5.5 -6.1 -6.2 -5.3

Euro area 0.5 1.1 0.2 -0.1 -0.2

Portugal -6.1 -7.6 -9.5 -10.1 -9.9

Fiscal balance (as a percentage of GDP)

United States -4.8 -4.4 -3.6 -2.6 -2.5

Euro area -3.1 -2.9 -2.6 -1.4 -0.6

Portugal -2.9 -3.4 -6.1 -3.9 -2.6

MAIN FINANCIAL INDICATORS

Change between:

31-12-2005

and

31-12-2006

31-12-2006 

and

31-12-2007

31-12-2006

and

23-07-2007

23-07-2007

and

31-12-2007

31-12-2007

and

30-04-2008

Equity market

(per cent change)

General indices

S&P 500 13.6 3.5 8.7 -4.7 -5.6

Dow Jones Euro Stoxx 20.3 4.9 9.8 -4.5 -11.7

PSI Geral 33.3 18.3 26.7 -6.6 -14.2

Financial sector

S&P Banks 12.3 -32.5 -7.4 -27.2 -10.1

Dow Jones Euro Stoxx Banks 22.6 -9.0 3.2 -11.8 -11.2

PSI Financial 34.8 4.9 32.4 -20.8 -25.1

Bond market

(change in levels, basis points)

United States

Industrial corporations spreads

Rating AAA -14 86 12 74 46

Rating AA 7 85 15 70 39

Rating A -5 100 15 85 51

Rating BBB -2 125 17 108 84

Financial corporations spreads

Rating AAA -2 71 20 51 52

Rating AA -5 126 26 99 61

Rating A 1 171 31 139 123

Rating BBB -10 328 47 281 34

Banks’ spreads  2 175 19 156 80

Euro area

Non-financial corporations spreads

Rating AAA 22 45 10 34 -8

Rating AA 8 32 7 25 -3

Rating A 8 43 5 38 6

Rating BBB 12 56 -2 58 36

Financial corporations spreads

Rating AAA 5 47 16 31 -2

Rating AA 12 61 14 47 50

Rating A 16 119 20 99 75

Rating BBB 25 149 27 122 115

Banks’ spreads 13 82 10 72 41

Credit default swaps, 5 years, euro area 

DJ iTraxx - 27 13 14 23

DJ iTraxx financial sector (senior) - 38 14 24 19

Exchange rate

(per cent change)

EUR/USD 11.6 11.8 4.9 6.5 5.6

Oil price

(per cent change in USD)

Spot price (Brent) 5.5 56.1 27.9 22.1 20.9

Sources: Bloomberg, Eurostat, IMF, iBoxx, iTraxx, Merrill Lynch, Thomson Fi nan cial Datastream and Banco de Por tu gal.



also pose an im por tant chal lenge for fi nan cial sta bil ity. Fi nally, height ened in fla tion ary pres sures as a

re sult of the strong growth in en ergy and food prices have raised important challenges to the conduct

of monetary policy, against a background of some slowdown in economic activity.

Strong eco nomic and fi nan cial in te gra tion in Por tu gal im plies that these global el e ments of risk may

neg a tively af fect its eco nomic growth and fi nan cial sta bil ity. As a small open econ omy, the eco nomic

ac tiv ity in Por tu gal is par tic u larly vul ner a ble to a sharp slow down in ex ter nal de mand, in a con text of

eco nomic slow down and height ened un cer tainty. In ad di tion, con straints in ac cess to whole sale mar -

ket fund ing by Por tu guese banks may af fect their fi nan cial in ter me di a tion func tions, re quir ing an ad -

just ment of their stra te gic be hav iour in terms of loans and fund rais ing, in or der to en sure the

main te nance of ad e quate li quid ity and sol vency lev els. In ef fect, banks have adopted tighter credit

stan dards for loans, which may in the fu ture lead to a de cel er a tion of credit to the non-fi nan cial pri vate

sec tor, which in turn may affect corporate investment, household consumption and residential

investment.

2.2. Global risks and vulnerabilities 

In the course of 2007 global fi nan cial sta bil ity was sig nif i cantly af fected by a num ber of shocks orig i nat -

ing from the US subprime mort gage mar ket. The fi nan cial mar ket tur moil was the re sult of the ma teri -

ali sa tion of some inter linked risk fac tors that had been build ing up in pre vi ous months. Some of these

el e ments of risk were dis cussed in the 2006 is sue of the Fi nan cial Sta bil ity Re port of Banco de Por tu -

gal. On the one hand, per sis tent his tor i cally low lev els of bond spreads and the re duced price dis crim i -

na tion be tween fi nan cial as sets with very dif fer ent de grees of risk sug gested that in ves tors could be

un der-eval u at ing the risks in volved in their po si tions. On the other hand, al though it was con sid ered

that higher re course to credit risk trans fer in stru ments could re duce risk con cen tra tion in banks’ bal -

ance-sheets, this trend raised doubts as to how these risks should be mon i tored and eval u ated, as well 

as to how the val u a tion and liquidity of these instruments could change in adverse market situations.

In ad di tion, there were sev eral eco nomic and fi nan cial im bal ances which, if abruptly cor rected, could

gen er ate se ri ous dis rup tions in global fi nan cial sta bil ity and eco nomic growth. First, the in creas ing fi -

nan cial le ver age of firms raised some doubts con cern ing its me dium-term sustainability. Sec ond, the

ex ter nal def i cit of the US econ omy re mained at very high lev els, be ing off set by a sig nif i cant trade sur -

plus in some emerg ing mar ket econ o mies. The pos si bil ity of a sharp ad just ment of these over all mac -

ro eco nomic im bal ances had been iden ti fied as an im por tant risk to fi nan cial sta bil ity. Fi nally, the

pro cess of cor rec tion in real es tate mar kets in the United States and in other coun tries with a strong in -

crease in these as set prices in pre vi ous years was also a chal lenge to fi nan cial sys tem sta bil ity. Grow -

ing con cerns of in ves tors as to de vel op ments in the US subprime mar ket turned out to be a cat a lyst

el e ment of a pe riod of strong in sta bil ity and un cer tainty in fi nan cial mar kets since the sum mer of 20071.

Prob lems in the subprime mar ket be came vis i ble early in 2007, with a strong in crease in de fault rates

in this mort gage mar ket seg ment. This in crease was pre ceded by an in ter est rate rise and by some

cor rec tion of hous ing prices in the United States in the last few years, re sult ing in soar ing losses posted 

by fi nan cial in sti tu tions spe cial is ing in this type of fi nanc ing. Early in the sum mer of 2007, these prob -

lems in ten si fied. Rat ing agen cies down graded a num ber of as set-backed se cu ri ties. This con trib uted

to a sharp and broadly-based fall in li quid ity in as set-backed se cu ri ties mar kets and to a gen eral re val -

u a tion of risk premia, vis-à-vis their pre vi ous his tor i cally low lev els (Chart 2.2.1). Dur ing this pe riod,

there were some news re fer ring to dif fi cul ties in ex e cut ing planned le ver age buyouts. Given that credit
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risk was widely dis sem i nated through a wide range of in ves tors and also the com plex ity and re duced

trans par ency of some credit risk trans fer in stru ments, there was a strong in crease in un cer tainty as to

the mag ni tude, val u a tion and distribution of losses associated with direct and indirect exposures to the

subprime market. 

In this con text of ad di tional li quid ity needs and in creased counterparty risk, some banks be gan to face

dif fi cul ties in ac cess to whole sale mar ket fund ing, which was re flected in ten sions in the in ter bank

money mar ket. In early Au gust, the num ber of trans ac tions in this mar ket de clined and the in ter est rate 

spread be tween non-collateralised and collateralised trans ac tions wid ened (Chart 2.2.2).2 A num ber of 

cen tral banks suc ces sively in jected li quid ity af ter 9 Au gust, in or der to en sure that banks had enough

li quid ity to smoothly per form their reg u lar op er a tions. Li quid ity in jec tions by cen tral banks and the cut

in the US Fed funds rate in mid-Sep tem ber con trib uted to some de cline in risk premia in the au tumn.

As from the end of Oc to ber, how ever, the dis clo sure of re sults of the bank ing sec tor in the third quar ter

and the reali sa tion that the subprime mar ket cri sis and fi nan cial mar ket tur bu lence might have strong

eco nomic im pacts, par tic u larly in the United States, led to fur ther in sta bil ity in some fi nan cial mar kets.

In the last weeks of 2007, ten sions in in ter bank money mar kets in ten si fied, as so ci ated with con cerns

re lated to the year end. In this pe riod, cen tral banks in sev eral coun tries showed again some flex i bil ity

in the man age ment and cre ation of li quid ity-pro vid ing in stru ments, which contributed to smoothening

the situation in interbank money markets in the last days of the year. 

In the first months of 2008, the dis clo sure of losses by some in ter na tion ally ac tive large bank ing groups 

and the in crease in the prob a bil ity of a re ces sion in the United States con trib uted to strong falls in stock 

mar kets. In ad di tion, fur ther prob lems arose in some credit mar ket seg ments, chiefly re lated to pos si -

ble dif fi cul ties faced by large US monolines, re sult ing in a broadly-based rise in risk premia and in in -

creased de mand for safer as sets. These dis tur bances were am pli fied in mid-March, when the

prob lems faced by Bear Sterns, one of the larg est North-Amer i can in vest ment banks, were made pub -

lic, re quir ing in ter ven tion by the US Fed eral Re serve. Af ter late March, US spreads in debt mar kets

started to nar row some what, al though re main ing at high lev els, while stock mar kets re cov ered slightly. 
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Chart 2.2.1

COMMERCIAL PAPER INTEREST RATE SPREADS

IN THE UNITED STATES
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Sources: Fed eral Re serve Board and Thomson Fi nan cial Datastream.

(2) The evolution of risk premia in the euro area interbank money market is analysed in further detail in “Box 2.1.Risk premium in the money market during the
period of financial market turmoil: credit or liquidity risk? ”, in this Report. 22222222222



The per sis tence of ten sions in in ter bank money mar kets, how ever, shows that the fac tors be hind in sta -

bil ity in in ter na tional fi nan cial mar kets have not yet been over come (Chart 2.2.3).

In the pres ent con text, the ma jor risks to fi nan cial sta bil ity are closely re lated to un cer tainty as to the

du ra tion, ex ten sion and im pli ca tions of fi nan cial mar ket tur bu lence, in par tic u larly as re gards

their in ter ac tion with eco nomic ac tiv ity. The fi nan cial mar ket sit u a tion con tin ues to be dom i nated by un -

cer tainty and vol a til ity, and es ti mates sug gest that a sig nif i cant share of losses as so ci ated with the
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Chart 2.2.2

3-MONTH MONEY MARKET INTEREST RATES

Euro area
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Chart 2.2.3

ACTUAL AND EXPECTED SPREADS BETWEEN
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subprime mar ket has not yet been dis closed. Al though it was re cog nised that some cor rec tion was re -

quired in risk premia at a global level, given that in ves tors were not cor rectly val u ing and dif fer en ti at ing

the risks assumed, this correction has been particularly abrupt and sharp. 

Fi nan cial mar ket in sta bil ity has mainly af fected fi nan cial sec tor firms, which have been fac ing some dif -

fi cul ties in ac cess to whole sale mar ket fund ing in this pe riod (Charts 2.2.4 and 2.2.5). In ef fect, a dis -

tinc tive el e ment of this in sta bil ity ep i sode, when com pared with pre vi ous ep i sodes such as the LTCM

and the Rus sian de fault cri ses, the burst ing of the tech no log i cal bub ble or the ac count ing frauds in

2002, is the strong in crease in pri vate debt mar ket spreads, in par tic u lar for fi nan cial sec tor firms in ad -

vanced econ o mies (Chart 2.2.6). Banks have been fac ing fi nanc ing dif fi cul ties, mainly in me dium and

long ma tu ri ties, with some con straints in the is sue of debt se cu ri ties and place ment of securitisations,

but also in short ma tu ri ties, namely in com mer cial pa per mar kets and, in an un prec e dented man ner, in

in ter bank money mar kets. Com pe ti tion for the col lec tion of de pos its is there fore likely to strengthen

fur ther, as banks may try to partly re place mar ket fund ing. More over, dif fi cul ties in as set se curi ti sa tion

and risk trans fer may give rise to some reintermediation of bank ac tiv ity. In re cent years, fi nan cial in ter -

me di a tion had been con verg ing to a model usu ally known as orig i nate and dis trib ute. In this model,

banks would grant credit, struc ture stand ard ised prod ucts based on those cred its and, fi nally, sell

those prod ucts to third par ties. In the pres ent con text, the orig i nate and dis trib ute in ter me di a tion model 

may to some ex tent con verge to a more tra di tional fi nan cial in ter me di a tion model. In ef fect, the dis tur -

bances ob served in fi nan cial mar kets since the sum mer of 2007 evinced some fra gil i ties of this new fi -

nan cial in ter me di a tion model, such as: the dif fi culty in iden ti fy ing and val u at ing risks taken, as a re sult

of the com plex ity and lack of trans par ency of some in stru ments used; the ex ces sive de pend ence on

the as sess ment of rat ing agen cies and on the as sump tion of per ma nent li quid ity in the mar kets; and

the dif fi culty in align ing the in cen tives of the dif fer ent agents par tic i pat ing in this risk dis sem i na tion pro -

cess.3
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Chart 2.2.4

SPREADS OF FINANCIAL CORPORATIONS

ISSUES IN EUROS 
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Chart 2.2.5

CREDIT DEFAULT SWAPS
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(3) In the credit risk transfer process, originators usually continue to ensure the management function and to control the risk of loans granted. However, credit
risk transfer contracts do not always ensure that the originators have the appropriate incentives to continue to monitor the risks underlying the loans they
grant, which may have contributed to the recent increase in default in some credit market segments.
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Chart 2.2.6

COMPARISON WITH PREVIOUS TURMOIL EPISODES (to be continued)
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The over all in crease in bank fund ing costs has been lead ing to some tight en ing of credit stan dards for

loans in the euro area and, chiefly, in the United King dom and in the United States. In the lat ter case,

the sig nif i cant loos en ing of these cri te ria in pre vi ous years seems to have con trib uted to the re cent

growth in de fault rates in some seg ments of the US mortgage market. 

In the Unites States, the con se quences of the tight en ing of credit stan dards for loans may be partly mit -

i gated by fis cal stim u lus mea sures (al though the im pact of these mea sures on house hold ex pen di ture

and cor po rate in vest ment is es ti mated to be rel a tively low) and, chiefly, by the ac com mo dat ing mon e -

tary pol icy of the US Fed eral Re serve, whose ref er ence in ter est rate de clined by 325 b.p. from Sep -

tem ber 2007 to April 2008. How ever, ev i dence avail able in di cates that the pass-through from the US

mon e tary pol icy to bank in ter est rates has been slow and mod er ate. The tight en ing of credit stan dards

seems to be con trib ut ing to a de cel er a tion of loans to the non-fi nan cial pri vate sec tor. In fact, in the first

months of 2008, loans to firms slowed down some what, and loans for house purchase maintained its

strong decelerating trend.  

In turn, in the euro area, avail able ev i dence does not point to changes in the evo lu tion of loans granted

by banks, which have con tin ued to grow at high rates. Ac cord ing to the re sults of the Bank Lend ing

Sur vey, the tight en ing of stan dards for loans in the euro area is mainly af fect ing loans to non-fi nan cial

cor po ra tions, in par tic u lar for large firms and loans in tended to fi nance merg ers and ac qui si tions and

in vest ment (Chart 2.2.7). It is worth not ing that, in the euro area, fi nan cial in ter me di a tion by the bank -

ing sys tem as sumes a prom i nent role in fund ing eco nomic ac tiv ity, as euro area com pa nies, in gen -

eral, re sort less to fi nan cial markets as a source of funds than US firms.

Over all, dis tur bances in fi nan cial mar kets will prob a bly con tinue to neg a tively af fect bank prof it abil ity,

due to ad di tional losses in their fi nan cial as set port fo lios or to the de cline in fees and com mis sions as -

so ci ated with cap i tal mar ket op er a tions, such as as set man age ment and cor po rate fi nance. More over,

un cer tainty pre vail ing in fi nan cial mar kets is not fa vour able to merg ers and ac qui si tions, which in re -

cent years had con trib uted rather pos i tively to banks’ prof its. In turn, a de te ri o ra tion of the fi nan cial sit u -

a tion of the non-fi nan cial pri vate sec tor will prob a bly im ply an in crease in credit risk, gen er at ing

ad di tional pres sures on bank prof it abil ity and sol vency. The bank fi nanc ing dif fi cul ties and the losses in 
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COMPARISON WITH PREVIOUS TURMOIL EPISODES (continued)

Equity markets
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di rect or in di rect ex po sures to the subprime mar ket have ex erted high pres sure on the cap i tal ra tios of

a num ber of in ter na tion ally ac tive large bank ing groups. None the less, the in ter na tional fi nan cial sys -

tem re corded a fa vour able sit u a tion be fore the sum mer of 2007. The cap i tal lev els of in ter na tion ally

ac tive large bank ing groups seemed to be ad e quate and their prof it abil ity evolved pos i tively. How ever,

the rec og ni tion of size able losses due to ex po sures to the subprime market and the revaluation of

assets and off-balance-sheet exposures are likely to require further capital base funding of some

banking groups. 

The tight en ing of credit stan dards for loans and the in crease in fi nanc ing costs, which may trans late

into a sharp de cel er a tion of credit to the pri vate sec tor, may come to af fect con sump tion and in vest -

ment de ci sions by the non-fi nan cial pri vate sec tor. In turn, the pre vail ing un cer tainty, the lack of con fi -

dence of the eco nomic agents and the neg a tive shocks on wealth will likely con trib ute fur ther

ag gra vate this sit u a tion. The im pact of these dis tur bances on eco nomic ac tiv ity will ul ti mately de pend

on their in ter ac tion with the un der ly ing vul ner a bil i ties in each econ omy, such as the sit u a tion in real es -

tate mar kets (and their in ter ac tion with the de gree of fi nan cial le ver age in the mort gage mar ket), the in -

debt ed ness level of the pri vate and pub lic sec tors, the la bour mar ket sit u a tion, the de gree of fi nan cial

in ter me di a tion and the im por tance of in ter na tional wholesale markets in bank financing, as well as the

average maturity of this financing.

Against this back ground, pro jec tions for global eco nomic growth have been re vised down wards, with

strong down side risks, in par tic u lar for the Unites States (Chart 2.2.8). In ef fect, the de cel er a tion in

eco nomic ac tiv ity should be par tic u larly sig nif i cant in that coun try, in the wake of the de te ri o rat ing sit u a -

tion in the real es tate mar ket. Ac cord ing to the In ter na tional Mon e tary Fund (IMF) April 2008 fore casts,

growth of world eco nomic ac tiv ity may de cel er ate some what, and is es ti mated to stand at 3.7 per cent

in 2008 (com pared with the 4.8 per cent fore cast pub lished in Oc to ber 2007). Un cer tainty sur round ing

these fore casts is rather high, and de pends on a wide range of down side risks, namely fears that dis -

tur bances in fi nan cial mar kets may con trib ute to a sharp de cel er a tion of loans, con strain ing do mes tic

de mand in the United States and, to a lesser ex tent, in the euro area. In deed, fore casts for eco nomic
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Chart 2.2.7

CREDIT STANDARDS IN THE EURO AREA

-30%

-20%

-10%

0%

10%

20%

30%

40%

50%

60%

Jan-
05

May-
05

Sep-
05

Jan-
06

May-
06

Sep-
06

Jan-
07

May-
07

Sep-
07

Jan-
08

N
e

t
p

e
rc

e
n

ta
g

e

Households - housing
Households - consumer credit and other lending
Large enterprises
Small and medium-sized enterprises

Abr-
08

Source: Bank Lend ing Sur vey.
Note: The net per cent age re fers to the dif fer ence be tween the sum of per cent ages of
banks re port ing that their credit stan dards  “tight ened con sid er ably” and “tight ened some -
what” from the pre vi ous quar ter and the sum of per cent ages of banks re port ing that their
credit stan dards “eased some what” and “eased con sid er ably”. Thus, a pos i tive value
means a tight en ing of stan dards (in net terms) from the pre vi ous quar ter, while a neg a tive
value means an easing of credit standards.



growth in the euro area have also been re vised down wards, re flect ing the lagged im pact of the slow -

down of the US econ omy (not only via the ef fect on ex ter nal trade, but also via the fi nan cial sys tem and

the de te ri o ra tion of con fi dence of eco nomic agents). The over all re pric ing of risks, the ap pre ci a tion of

the euro and dis tur bances in the fi nan cial sys tem have also con trib uted to the de te ri o ra tion of eco -

nomic growth pros pects in the euro area. In ad di tion, the height ened in fla tion ary pres sures due to

growth of in ter na tional prices of oil and other commodities, and the persistence of global

macroeconomic imbalances are risks underlying the forecasts for world economic growth.  

Over all, emerg ing mar ket econ o mies have been much less af fected by the cur rent tur bu lence in fi nan -

cial mar kets than in pre vi ous in sta bil ity ep i sodes (Chart 2.2.6), against a back ground of ro bust do mes -

tic de mand and cur rent ac count sur pluses. Al though these econ o mies now seem to have im proved

their abil ity to re act to ex ter nal shocks, some vul ner a bil i ties per sist, that may jeop ar dise the de vel op -

ment of their eco nomic ac tiv ity and their per for mance in cap i tal mar kets. This is es pe cially the case of

coun tries where credit growth is based on ex ter nal fi nanc ing and where cur rent ac count def i cits are

sig nif i cant. There fore, a neg a tive shock on ex ter nal de mand for goods and ser vices of these econ o -

mies is likely to neg a tively af fect their eco nomic growth, ei ther through di rect ef fects on ex ports, or

through in di rect ef fects on con sump tion and in vest ment. The slow down in ac tiv ity in ad vanced econ o -

mies has af fected some emerg ing mar ket econ o mies, in par tic u lar those with im por tant trade re la tions

with the United States. More over, some of these econ o mies are fac ing the chal lenge of con tain ing in -

fla tion ary pres sures, which have as sumed a larger mag ni tude than in advanced economies, given the

buoyancy of domestic demand and the higher weight of energy and food in expenditure.  

In ter ac tions be tween the fi nan cial sys tem and eco nomic ac tiv ity gain par tic u lar rel e vance in the pres -

ent junc ture. In ef fect, a strong slow down in global eco nomic ac tiv ity may give rise to ad di tional pres -

sures on the in ter na tional fi nan cial sys tem, chiefly if the sit u a tion in real es tate mar kets con tin ues to

de te ri o rate in some ad vanced econ o mies (es pe cially in the United States). The per sist ing dif fi cul ties in 

whole sale fi nanc ing mar kets, in par tic u lar for fi nan cial in sti tu tions, should also ag gra vate this sit u a tion. 

In turn, an ad di tional wors en ing in the fi nan cial sit u a tion of banks is likely to give rise to tighter credit
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Chart 2.2.8
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stan dards, thus in duc ing an ad di tional de te ri o ra tion of eco nomic growth pros pects. The am pli fier ef fect 

of these in ter ac tion mech a nisms be tween the real econ omy and the financial system is one of the main 

risks for global financial stability and economic growth.

In this con text, it is pos si ble to iden tify a num ber of inter linked mac ro eco nomic and fi nan cial risks, with

im pli ca tions for the sta bil ity of the global fi nan cial sys tem, par tic u larly against a back ground of con tin -

ued fi nan cial mar ket tur bu lence. The ma teri ali sa tion of these risks would in ev i ta bly im ply a sub stan tial

de te ri o ra tion of the currrent fi nan cial sys tem sit u a tion and, as a re sult, of the pros pects for eco nomic

ac tiv ity. Among these risks, the fol low ing are wor thy of note: (i) the pro cess of cor rec tion of real es -

tate mar kets in the United States and in some ad vanced econ o mies which re corded strong price

growth in those mar kets in pre vi ous years; (ii) the likely oc cur rence of more sig nif i cant stock mar ket

ad just ments, as a re sult of a pos si ble de te ri o ra tion of cor po rate prof its, given the slow down in eco -

nomic ac tiv ity and ris ing un cer tainty; (iii) the in crease in credit risk, as a re sult of a po ten tial de te ri o -

ra tion of the fi nan cial sit u a tion of com pa nies and house holds; (iv) the per sist ing global

mac ro eco nomic im bal ances and the im pli ca tions for the world econ omy of an abrupt cor rec tion of

such im bal ances; and fi nally (v) in creas ing in fla tion ary pres sures as a re sult of the strong growth of

en ergy and food prices, which raises chal lenges for the con duct of mon e tary pol icy in a con text of

slack en ing eco nomic ac tiv ity. These el e ments of risk have in ten si fied in the course of last year,

surrounded by uncertainty as to the duration of this turbulence period and, chiefly, as to its global

implications. 

In 2007 the deep cri sis in the US subprime mort gage mar ket con trib uted de ci sively to trig ger strong

dis tur bances in in ter na tional fi nan cial mar kets. One of the main risks be hind the eco nomic sit u a tion

and global fi nan cial sta bil ity emerges from the on go ing ad just ment pro cess in real es tate mar kets

in the United States and in other coun tries with a last ing pe riod of strong ac tiv ity and val u a tion. In ef -

fect, early in the de cade, buoy ancy was strong in the real es tate mar kets of sev eral ad vanced econ o -

mies, par tic u larly in the res i den tial sec tor, which trans lated into sig nif i cant and con tin ued in creases in

hous ing prices and strong growth of mort gages. In re cent years, real es tate as set prices de cel er ated

grad u ally in some of these coun tries. In the United States, in par tic u lar, hous ing prices had been re -

cord ing a de cel er at ing trend since mid-2005, which in ten si fied in 2007, ac com pa nied by a very sig nif i -

cant de cline in sales (Chart 2.2.9). In re cent months, dif fer ent price indices point to negative changes

in housing prices in nominal terms in the United States.
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Chart 2.2.9

US HOUSING MARKET
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De mand in the real es tate mar ket will tend to de cline sub stan tially, as a re sult of a sig nif i cant de cel er a -

tion in eco nomic ac tiv ity and an in crease in un em ploy ment. This de cline in de mand may gen er ate ad -

di tional pres sures on hous ing prices in the United States. In turn, the pos si ble per sis tence of

ex pec ta tions as to con tin ued falls in prices may con trib ute to fur ther re tract ing de mand, which gen er -

ally de clines in pe ri ods of neg a tive changes in prices of those as sets. The de cel er a tion in hous ing

prices is ex pected to ex ert a neg a tive ef fect on pri vate con sump tion, since an im por tant part of con -

sump tion growth in the United States in pre vi ous years had been funded through eq uity with drawal. In

ad di tion, the de cline in house prices may also have im pli ca tions for credit risk. In ef fect, in case of a

wide spread fall in the prices of as sets used as col lat eral in bank loans, debt ors have fewer in cen tives

to guar an tee the debt ser vice, in par tic u lar when the as set price drops to a value well be low the

amounts due. For banks, in turn, the value of the col lat eral underlying becomes lower, what may lead

to additional constraints on credit supply. 

In Eu rope, some coun tries, such as the United King dom, Ire land and Spain, which had also re corded

sig nif i cant real es tate as set val u a tion in pre vi ous years, have seen a grad ual slow down in prices of

those as sets (Chart 2.2.10). Avail able ev i dence sug gests that real es tate as sets may still be over-val -

ued in some coun tries, where fore the cor rec tion of prices in these mar kets is likely to per sist. How ever,

if this cor rec tion is abrupt and sig nif i cant, there will be sub stan tial risks to the con struc tion sec tor, pri -

vate con sump tion, and pos si bly the bank ing sys tem, since it would im ply the de te ri o ra tion in the qual ity 

of col lat eral, a de cline in the de mand for loans and a broadly-based deterioration in the operating

conditions of banks.

In ad di tion to risks un der ly ing the cor rec tion pro cess in course in res i den tial real es tate mar kets in a

num ber of coun tries, some con cerns have emerged about de vel op ments in non-res i den tial real es tate

mar kets, par tic u larly in com mer cial prop erty. The lat ter are gen er ally more sen si tive to cy cli cal fluc tu a -

tions. In ad di tion, in pre vi ous ep i sodes of de te ri o ra tion of the real es tate mar ket sit u a tion, the spillovers 

of neg a tive de vel op ments in this real es tate seg ment into the bank ing sys tem were more sig nif i cant, in

terms of credit risk, than those associated with disturbances in the residential segment.

In ad di tion to the ad just ment in course in real es tate as set prices in dif fer ent coun tries, fi nan cial as set

prices have also been ad just ing since the sum mer of 2007. This ad just ment has been par tic u larly
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Chart 2.2.10

HOUSING PRICES
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sharp in mar kets where risk premia was not be ing ad e quately eval u ated, in par tic u lar pri vate debt mar -

kets. In stock mar kets, in turn, eq uity prices of non-fi nan cial cor po ra tions dropped only mod er ately in

the sec ond half of 2007, in spite of sub stan tial falls in the stock prices of fi nan cial sec tor firms in this pe -

riod. In the first quar ter of 2008, the de te ri o ra tion of eco nomic growth ex pec ta tions and the dis clo sure

of some losses for non-fi nan cial com pa nies and mainly for fi nan cial sec tor firms led to sub stan tial falls

in the stock mar kets, par tic u larly for fi nan cial in sti tu tions’ se cu ri ties. In the course of April, losses

recorded in the first quarter were partly reversed. 

In spite of the sub stan tial growth of stock mar ket prices in re cent years, this val u a tion was broadly as -

so ci ated with the good per for mance of non-fi nan cial cor po ra tions. Hence, there is no ev i dence of a sig -

nif i cant over valu ation in these mar kets (Chart 2.2.11). How ever, the dis tur bances ob served in fi nan cial 

mar kets in re cent months and their ef fects on eco nomic ac tiv ity are likely to have an im pact on the per -

for mance of non-fi nan cial cor po ra tions, and may sig nif i cantly af fect their prof it abil ity. This would in ev i -

ta bly trans late into sharper falls in stock mar kets world wide (Chart 2.2.12). Neg a tive pres sures are

likely to emerge on prof its of non-fi nan cial cor po ra tions, as a re sult of a broadly-based de cline in de -

mand for goods and ser vices (which may be par tic u larly sharp in ac tiv ity sec tors more sen si tive to cy -

cli cal fluc tu a tions), as well as of restrictions in access to finance (both from banks and financial

markets). 

A pos si ble sub stan tial in crease in credit risk is an other im por tant el e ment of risk to global fi nan cial

sta bil ity, and may con trib ute to de te ri o rate the sit u a tion of the in ter na tional bank ing sys tem, trans lat ing

into an in crease in losses and a global slowdown of its activity.

The strong in crease in de fault rates in the subprime seg ment of the US real es tate mar ket was one of

the fac tors that trig gered the dis tur bances ob served since the sum mer of 2007. Even though this seg -

ment of the mort gage mar ket was rel a tively small, the risks un der ly ing these ex po sures were very

large. The cor rec tion of prices in the US hous ing mar ket and the mon e tary pol icy tight en ing since

mid-2005 con trib uted to the in crease in de fault rates in this mar ket to much higher lev els than ini tially

ex pected, re sult ing in losses for fi nan cial in sti tu tions spe cial is ing in this mort gage mar ket seg ment.
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Chart 2.2.11
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Chart 2.2.12

ANNUAL RATE OF CHANGE IN EARNINGS PER

SHARE (EPS) 

-30

-20

-10

0

10

20

30

40

50

Dec-00 Dec-01 Dec-02 Dec-03 Dec-04 Dec-05 Dec-06 Dec-07

P
e

r
c
e

n
t

DJ Euro Stoxx

S&P 500

Source: Thomson Fi nan cial Datastream I/B/E/S.



Ev i dence avail able sug gests that the his tor i cally high de fault rates in the subprime market will likely

continue to rise.

In this field, risks for fi nan cial sta bil ity arise not only from the in crease of credit risk in spe cific sec tors,

but also from a broadly-based up surge in credit risk, as a re sult of a pos si ble de te ri o ra tion of the fi nan -

cial sit u a tion of com pa nies and house holds, as so ci ated with dif fi cul ties in ac cess to funds, a de cline in

real es tate and fi nan cial as set prices and a pos si ble hike in un em ploy ment. Hence, the rise in de fault

rates in the United States is likely to oc cur also in other seg ments of the credit mar ket. In ef fect, in re -

cent months, credit qual ity has been de te ri o rat ing some what in prime mort gage loans, com mer cial

prop erty loans and con sumer credit. The in creas ing num ber of down grades by rat ing agen cies (Chart

2.2.13) and the fore casted fu ture de vel op ments of de fault rates in bond mar kets (Chart 2.2.14) also il -

lus trate the grad ual de te ri o ra tion of credit qual ity in some seg ments. Some de cline in credit qual ity

may also oc cur in the euro area, par tic u larly in coun tries with strong growth in loans and real es tate as -

set prices in pre vi ous years. The in crease in credit risk will likely im ply an ad di tional tightening of credit

standards for loans, thus inducing additional constraints in loan supply.

The de te ri o ra tion of cor po rate debt qual ity may be closely re lated to its high fi nan cial le ver age. In pre -

vi ous years, re course to debt by com pa nies in creased no tice ably. Lim i ta tions on ac cess to funds as so -

ci ated with dis tur bances in fi nan cial mar kets and with the gen eral tight en ing of credit stan dards for

loans may con trib ute to some deleveraging of com pa nies. If grad ual and mod er ate, this ad just ment

may be a pos i tive de vel op ment from a fi nan cial sta bil ity per spec tive. How ever, the ad just ment pro cess 

of cor po rate bal ance-sheets may lead to some pres sures on firms’ ac tiv ity, such as dif fi cul ties in

financing investment projects and mergers and acquisitions.

One of the main el e ments of risk for fi nan cial sta bil ity iden ti fied in pre vi ous years was re lated to per sist -

ing global mac ro eco nomic im bal ances, which raised some ques tions re gard ing the im pli ca tions of

a pos si ble abrupt cor rec tion of such im bal ances. In 2007, the slow down in the US econ omy and the

de val u a tion of the US dol lar con trib uted to a higher-than-ex pected de cline in the US ex ter nal def i cit.

The US cur rent ac count def i cit nar rowed from 6.2 per cent of GDP in 2006 to 5.3 per cent in 2007

(Chart 2.2.15), as a re sult of ro bust growth of ex ports and some de cel er a tion in im ports, against a

back ground of high growth of ex ter nal de mand and strong de pre ci a tion of the US dol lar (Chart 2.2.16).
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Chart 2.2.13
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Chart 2.2.14
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The marked de cline in res i den tial in vest ment and a pos si ble in crease in the US sav ings rate may con -

trib ute to main tain ing the down ward trend of the US ex ter nal def i cit. How ever, the pro cess of cor rec tion 

of global mac ro eco nomic imbalances continues to pose risks to global financial stability and to

economic growth. 

The ex ter nal def i cit of the US econ omy has been partly fi nanced by re serves ac cu mu lated by emerg -

ing mar ket econ o mies, in par tic u lar China and oil-ex port ing coun tries. In 2007, China’s trade sur plus

rose fur ther, re flect ing the higher buoy ancy of ex ports than of im ports, whereas the cur rent ac count

sur plus of oil-ex port ing coun tries de clined slightly, not with stand ing the strong growth of the oil price.

More re cently, the US ex ter nal def i cit has been chiefly fi nanced through sov er eign wealth funds, which

have also been be hind part of the cap i tal in jec tions made in large in ter na tion ally ac tive bank ing groups, 

mostly in the US, with losses due to ex po sures to the subprime mar ket and as so ci ated struc tured prod -

ucts. These funds man age re serves ac cu mu lated by coun tries with trade sur pluses, namely China and 

oil-ex port ing coun tries, partly re plac ing the cen tral banks of those coun tries in the man age ment of

such re serves. From a fi nan cial sta bil ity per spec tive, the grow ing role of these sov er eign wealth funds

in in ter na tional fi nan cial mar kets has given rise to some con cerns. First, the lack of trans par ency of

some of these funds may lead to an in crease in pro tec tion ism in ad vanced econ o mies. In turn, given

their size, these funds may make a very im por tant con tri bu tion to the fu ture de vel op ment of the pres ent 

mac ro eco nomic im bal ances at a global level. As these sov er eign funds tend to priv i lege a more di ver -

si fied as set al lo ca tion with less risk aver sion, when com pared with the ap pli ca tion of re serves of the

cen tral banks of these coun tries, there may be a de cline in de mand for dol lar-de nom i nated as sets,

which may con trib ute to a more abrupt cor rec tion of mac ro eco nomic im bal ances. Fi nally, the grow ing

rel a tive weight of sov er eign wealth funds in in ter na tional fi nan cial mar kets may give rise to dis tor tions

in fi nan cial as set prices due to po lit i cal or stra te gic rea sons. The transparency of funds must therefore

be improved, in line with the procedures required for other large international investors, such as

pension and investment funds.

In gen eral, in fla tion ary pres sures are a crit i cal el e ment of risk for fi nan cial sta bil ity, not only in emerg -

ing mar ket econ o mies, but also in ad vanced econ o mies. In 2007, US dol lar-de nom i nated com mod ity

prices con tin ued to in crease sharply in in ter na tional mar kets. Oil prices, in par tic u lar, fol lowed an up -

ward trend in the course of the year, only in ter rupted in Au gust, re flect ing per sis tent high de mand
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Chart 2.2.15

CURRENT ACCOUNT BALANCE
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Chart 2.2.16
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(chiefly by emerg ing mar ket econ o mies), the lev el ling-off of sup ply and geopolitical ten sions in some

re gions (Chart 2.2.17). In ad di tion, in a frame work of fi nan cial mar ket in sta bil ity and US dol lar de pre ci -

a tion, oil has been used as safe-ha ven, which has con trib uted to heighten its de mand. Ac cord ing to in -

ves tors’ ex pec ta tions, oil prices will likely re main high in 2008, given that lim its to pro duc tive ca pac ity,

pos si ble shocks on sup ply, and po lit i cal ten sions in re gions of stra te gic in ter est in terms of pro duc tion

and distribution of this commodity may limit the quantities available in the markets. 

US dol lar-de nom i nated non-en ergy com mod ity prices also in creased sig nif i cantly in 2007, in par tic u lar 

food prices.  This in crease was the re sult, on the one hand, of strong de mand for these prod ucts, as so -

ci ated with the ex pan sion of global eco nomic ac tiv ity and the use of some ce re als and oil seeds for the

pro duc tion of biofuels. On the other hand, sup ply con straints due to dis tur bances in pro duc tion in some 

coun tries as a re sult of ad verse weather con di tions also led to in creases in food prices (Chart 2.2.18).

More over, some el e ments sug gest that these rises may take on a rel a tively per ma nent na ture. In deed,

de mand for food will prob a bly con tinue to be high, given the pos i tive pros pects for eco nomic growth in

emerg ing mar ket econ o mies and the in creas ing de mand for these com mod i ties for the pro duc tion of

biofuels. In ad di tion, the re spon sive ness of sup ply of these goods to meet in creased de mand depends

on factors such as the availability of soils and climate conditions. 

The in crease of in ter na tional com mod ity prices has been con trib ut ing to heighten in fla tion ary pres -

sures world wide. The sit u a tion de te ri o rated in early 2008 (Chart 2.2.19). In the United States, the Fed -

eral Re serve has pur sued an ac com mo dat ing mon e tary pol icy, seek ing to mit i gate the risks for

eco nomic ac tiv ity aris ing from prob lems in the US hous ing mar ket and in global fi nan cial mar kets.

Against this back ground, the US mon e tary pol icy has been fac ing the com plex chal lenge of main tain -

ing in fla tion at low lev els and, si mul ta neously, mit i gat ing risks for eco nomic growth. A pos si ble de cel er -

a tion of eco nomic ac tiv ity, how ever, may con trib ute to coun ter ing in fla tion ary pres sures in the US

econ omy. In the euro area, in turn, in fla tion ary pres sures have been weaker, in spite of some strong

upward pressures on prices in the short-term. 
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Chart 2.2.17
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Chart 2.2.18

INTERNATIONAL PRICE OF NON-ENERGY

COMMODITIES

 USD

90

140

190

240

290

340

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

In
d

e
x

Total Food Industrial

Source: HWWI.



2.3. Risks and vulnerabilities in Portugal

In the con text of strong eco nomic and fi nan cial in te gra tion, the Por tu guese econ omy and the fi nan cial

sys tem are ex posed to the con se quences of the in ter na tional fi nan cial mar ket tur bu lence. Even

though Por tu guese banks were not sig nif i cantly ex posed to the US subprime mar ket, the in di rect ef -

fects spill ing over from dis tur bances on in ter na tional fi nan cial mar kets may be sub stan tial. The ef fects

may po ten tially ma teri al ise via two trans mis sion chan nels. On the one hand, via their im pact on the

bank ing sys tem, which in re cent years has chan nelled in ter na tional funds to fi nance in vest ment and

con sump tion in Por tu gal. This has trans lated into a strong de te ri o ra tion of the in ter na tional in vest ment

po si tion. On the other hand, via the sub stan tial de te ri o ra tion of the mac ro eco nomic en vi ron ment, in a

con text of slow down in global eco nomic ac tiv ity, sharp de cel er a tion in ex ter nal de mand, height ened

un cer tainty and ap pre ci a tion of the euro. A pos si ble de te ri o ra tion of pros pects for eco nomic growth in

Portugal might be an additional channel leading to disturbances in the activity of the national banking

system. 

Some of the other risks iden ti fied in the pre vi ous sec tion may also af fect fi nan cial sta bil ity and eco -

nomic growth in Por tu gal. In par tic u lar, height ened in fla tion ary pres sures as a re sult of the price growth 

of en ergy and pro cessed food also in flu ence the de vel op ment of prices and costs in Por tu gal. In ad di -

tion, the Por tu guese econ omy may also be neg a tively af fected by an abrupt cor rec tion of global mac -

ro eco nomic im bal ances or by the sit u a tion in real es tate mar kets in some coun tries with strong

val u a tions in pre vi ous years, in par tic u lar Spain and the United King dom, which are among Portugal’s

main trading partners. 

The ac cess of Por tu guese banks to fund ing in whole sale mar kets has been fac ing some re stric tions in

re cent months. Ac cord ing to the re sults of the Bank Lend ing Sur vey, the larg est Por tu guese bank ing

groups have been fac ing some fi nanc ing dif fi cul ties in ac cess to whole sale fi nan cial mar kets, par tic u -

larly in what con cerns the is sue of debt se cu ri ties and loan se curi ti sa tion. Most sur veyed banks con sid -

ered that the sit u a tion in in ter na tional fi nan cial mar kets had some im pact on loans granted and on

banks’ cost of cap i tal. The per sist ing dis tur bances in fi nan cial mar kets may there fore im ply a de cel er a -
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Chart 2.2.19
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tion in loans and an in crease in fi nanc ing costs of the non-fi nan cial pri vate sec tor. How ever, the growth

rates of loans to the non-fi nan cial pri vate sec tor con tin ued to be ro bust in the first quar ter of 2008. A

tight en ing of credit stan dards for loans, in com bi na tion with in creased un cer tainty, fall ing con fi dence of

the eco nomic agents and pos si ble wealth ef fects due to losses in fi nan cial as set port fo lios, may in flu -

ence the evo lu tion of private consumption and investment, affecting the recovery trajectory of the

Portuguese economy. 

The re cent fi nan cial mar ket tur bu lence oc curred in a con text where Por tu guese banks re corded rel a -

tively high prof it abil ity and sol vency lev els. Li quid ity in di ca tors on do mes tic in sti tu tions, how ever, main -

tained a down ward trend since end-2004 (as dis cussed in “Chap ter 4. Bank ing sys tem”). Hence, the

per sist ing dif fi cul ties in whole sale mar ket fund ing may pose im por tant chal lenges to banks’ li quid ity

man age ment, in par tic u lar for those whose credit ex pan sion strat egy was be ing sig nif i cantly sup ported 

by mar ket fund ing. In ad di tion, these dis tur bances may con tinue to neg a tively af fect bank prof it abil ity,

via an in crease in fi nanc ing costs, a de cline in in come from fees and financial transactions, and losses

in their financial asset portfolios. 

The main te nance of some buoy ancy in credit growth, in com bi na tion with losses in fi nan cial as set port -

fo lios, have ex erted some pres sure on bank’s sol vency ra tios, lead ing banks to raise (or con sider rais -

ing) cap i tal. None the less, the sol vency of Por tu guese banks may come un der ad di tional pres sure, via

in creased im pacts from in ter na tional fi nan cial mar ket tur bu lence on their prof it abil ity and on the value

of their fi nan cial as set port fo lios. It is im por tant to con sider that some con tin gent li a bil i ties may be come 

ma te ri ally rel e vant for banks, namely those re lated to the fund ing of li a bil i ties of bank em ploy ees pen -

sion funds.  This is a rel e vant risk es pe cially if stock mar ket con di tions de te ri o rate fur ther, tak ing into

ac count the as set port fo lio structure of these pension funds, which are heavily exposed to the stock

markets.

Over all, the frame work of bank ac tiv ity since the sum mer of 2007 has been an im por tant test to the

abil ity of banks to with stand ad verse shocks. Hence, it is cru cial that banks con tinue to have ad e quate

li quid ity and sol vency lev els, which may re quire some ad just ments in their ac tiv ity ex pan sion strat e -

gies to the con di tions pre vail ing in in ter na tional financial markets. 

As pre vi ously men tioned, as a small open econ omy deeply in te grated from an eco nomic and fi nan cial

per spec tive, the Por tu guese econ omy and its fi nan cial sta bil ity are par tic u larly vul ner a ble to ex ter nal

shocks. Thus, the cur rent dis tur bances in the in ter na tional fi nan cial sys tem and the de te ri o ra tion of

pros pects for world eco nomic growth will con tinue to af fect the per for mance of the Por tu guese econ -

omy and of the Por tu guese bank ing sys tem. Its abil ity to re act and ad just to these ex ter nal shocks,

how ever, also depends on a range of latent vulnerabilities. 

First, the high level of house hold in debt ed ness may limit their shock-ad just ment ca pac ity, par tic u -

larly in a con text of main te nance of the in ter est rates at higher lev els than those ob served in re cent

years.4 Loans to house holds for house pur chase have slowed down some what since mid-2006, which

may re flect a slight de te ri o ra tion of the hous ing mar ket pros pects and a fall in con sumer con fi dence, in

par tic u lar at the end of 2007 and early 2008. In turn, con sumer credit re vealed strong buoy ancy in

2007, largely as so ci ated with the in crease in con sump tion of du ra ble goods. How ever, the high level of

house hold in debt ed ness and the cor re spond ing debt bur den may con sti tute a bind ing re stric tion to the 

evo lu tion of pri vate con sump tion and res i den tial in vest ment. In ad di tion, the tight en ing of credit stan -

dards ap plied on loans as a re sult of the fi nanc ing dif fi cul ties faced by banks may sub stan tially af fect

the de vel op ment of pri vate con sump tion and the de mand in the real es tate mar ket. In this con text, it is
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(4) The risks underlying household indebtedness are discussed in more detail in “Chapter 3 Financial situation of the non-financial private sector” and in
Farinha, L. (2008), “Indebtedness of Portuguese households: recent evidence based on the results of the Household Wealth and Indebtedness Survey
2006-2007", in this Report.  4444444444



im por tant to note that, con trary to de vel op ments in some other coun tries, avail able ev i dence does not

point to an over valu ation of hous ing prices in Portugal, where growth rates have been rather moderate

in recent years (negative in real terms).

Sec ond, an other el e ment of risk is re lated to the pos si bil ity that non-fi nan cial cor po ra tions may face

dif fi cul ties in ac cess to fi nanc ing, which may con trib ute to lim it ing the de vel op ment of cor po rate in -

vest ment. In 2007, bank debt and the debt se cu ri ties of non-fi nan cial cor po ra tions ac cel er ated

strongly. Ac cord ing to the re sults of the Bank Lend ing Sur vey, the ac cel er a tion of bank loans to com pa -

nies seems to be as so ci ated with debt re struc tur ing, the fi nanc ing of in ven to ries and work ing cap i tal

and, more re cently, with in vest ment fund ing. In case of per sist ing dis tur bances in in ter na tional fi nan -

cial mar kets, banks will con tinue to be more de mand ing when grant ing loans to com pa nies, and some

dif fi cul ties may arise in ac cess to bank fi nanc ing by com pa nies. These dif fi cul ties may be more se vere

for large loans, in par tic u lar if in tended to fi nance merg ers and ac qui si tions, busi ness re struc tur ing and 

in vest ment (Chart 2.3.1). In this con text, the lower avail abil ity of Por tu guese banks to fi nance cor po -

rate in vest ment pro jects may con trib ute to mit i gate the re cov ery of eco nomic activity in Portugal. In

turn, the willingness of banks to conduct corporate debt restructuring operations may be more limited.

Ev i dence avail able sug gests that Por tu guese non-fi nan cial cor po ra tions con tin ued to have ac cess to

mar ket fund ing in the sec ond half of 2007. It is im por tant to note, how ever, that even un der nor mal con -

di tions, only a small num ber of large com pa nies have ac cess to cap i tal mar ket fund ing. There fore,

given the im por tance of banks to fi nance the econ omy, pros pects for eco nomic ac tiv ity are not in de -

pend ent from the ca pac ity of Por tu guese banks to con tinue to en sure their in ter me di a tion func tions, in

a frame work of per sis tent un fa vour able fi nanc ing con di tions aris ing from the current international

financial market turmoil. 
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Chart 2.3.1
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Box 2.1. Risk premium in the money market during the period of financial market turmoil: credit or

liquidity risk?

The cri sis in the US subprime mar ket has, di rectly or in di rectly, af fected the bank ing sys tem world wide, es pe cially

af ter the end of July 2007. On the one hand, sev eral banks have been post ing losses in ex po sures to the subprime

mar ket and to fi nan cial in stru ments used in the trans fer of risks un der ly ing these ex po sures. On the other hand, the 

broadly-based in crease in credit risk premia in the fi nan cial sec tor and the dif fi culty in ac cess to dif fer ent fi nanc ing

sources have put pres sure on bank li quid ity and cap i tal at the in ter na tional level. In this con text, the in ter bank

money mar ket has been se verely af fected, with a sharp in crease in in ter est rate spreads be tween uncollateralised

and collateralised op er a tions. The rise of these spreads re flects pres sures to wards an in crease in de mand and a

de cline in li quid ity sup ply in these mar kets. While some banks ex pe ri enced ad di tional fi nanc ing needs in this pe -

riod (to cover losses and sud den li quid ity needs re lated to the subprime cri sis or to sus tain the ex pan sion of their

ac tiv ity), other banks re duced their avail abil ity to sup ply uncollateralised funds in in ter bank money mar kets. Given

the pre vail ing un cer tainty, these banks face some prob lems in fore cast ing daily cash flows and, si mul ta neously,

they fear they will face fu ture dif fi cul ties in ac cess to funds, and there fore try to main tain ad e quate li quid ity buff ers.

In ad di tion, due to lack of trans par ency and to the com plex ity of the fi nan cial in stru ments as so ci ated with ex po -

sures to the subprime mar ket, some un cer tainty pre vails as re gards the dis tri bu tion and mag ni tude of the ex po -

sures and losses in the bank ing sys tem. Al though a sig nif i cant share of these losses has al ready been made pub lic 

by the re spec tive hold ers, the to tal amount of losses dis closed con tin ues to be well be low over all es ti mates. There -

fore, high un cer tainly per sists as to the distribution of the exposures not yet disclosed, thus affecting the evaluation

of counterparty risk in most debt markets involving financial institutions.  

Hence, the his tor i cally high lev els of risk premia in the in ter bank money mar ket have been chiefly as so ci ated with

two fac tors: on the one hand, these premia may re flect a gen eral in crease in li quid ity risk and, on the other hand,

this ad di tional pre mium may in cor po rate an in crease in counterparty credit risk. The pur pose of this box is to eval u -

ate which of the two forces has had a dom i nant in flu ence on the wid en ing of spreads in this mar ket since Au gust

2007. The re sults, al beit pre lim i nary, in di cate that credit risk is the dom i nant fac tor, par tic u larly in lon ger ma tu ri ties.

It must be borne in mind, how ever, that it is rather com plex to clearly iden tify and dis tin guish be tween credit risk

and li quid ity risk, par tic u larly in the pres ent junc ture, when these two elements of risk are deeply intertwined.

Money mar ket fi nance premia may be eval u ated through the spread be tween Euribor (in ter est rate of fered in

uncollateralised loans by a panel of euro area banks) and the EONIA swap for the cor re spond ing ma tu rity (re flect -

ing mar ket ex pec ta tions for the over night in ter est rate at a given time ho ri zon). From late July 2007 to late April

2008, this spread wid ened by around 75 ba sis points. How ever, as shown in Chart 1, this wid en ing was more sig -

nif i cant in cer tain pe ri ods. At a first stage, this spread wid ened sharply as of early Au gust. Nev er the less, the suc -

ces sive li quid ity in jec tions by a num ber of cen tral banks and the de cline in the US ref er ence in ter est rate in

mid-Sep tem ber con trib uted to some de cline in these premia dur ing au tumn. In the last weeks of 2007 ten sions in

this mar ket in ten si fied, as so ci ated with in creased con cerns that, in the pres ent con text, li quid ity would turn out to

be in suf fi cient at the end of the year (a pe riod when de mand for short-term fi nanc ing usu ally in creases). The con -

certed mea sures taken by some cen tral banks and the un lim ited li quid ity sup ply at the end of the year an nounced

by the ECB con trib uted to a sub stan tial de cline in risk premia in the in ter bank money mar ket af ter mid-De cem ber.

As from the end of Feb ru ary, how ever, dis tur bances in money mar kets rose again, even in lon ger ma tu ri ties. In

spite of the additional measures of several central banks, these tensions still persisted at the end of April.

As ob served in Chart 2, the evo lu tion of risk premia in the in ter bank money mar ket seemed to keep pace with the

evo lu tion of the DJ iTraxx Fi nan cial in dex, which is a mea sure of credit risk of Eu ro pean fi nan cial in sti tu tions.1 The

sim i lar ity in the evo lu tion of these se ries sug gests that the money mar ket spreads may partly re flect changes in the

eval u a tion of the credit risk un der ly ing euro area fi nan cial in sti tu tions, even though with some lag. In or der to test

the va lid ity of this hy poth e sis, univariate re gres sions were es ti mated, by eval u at ing the ex tent to which the evo lu -

tion of the spread be tween Euribor and EONIA swap is as so ci ated with changes in the DJ iTraxx Fi nan cial in dex,

i.e. the ex tent to which ten sions in the money mar ket re flected banks’ credit risk. The re sid ual com po nent is

deemed to include liquidity risk, in addition to a random error. 
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(1)  The DJ iTraxx Financial index aggregates data on premia of the 25 more liquid credit default swaps of European financial institutions.



Panel A of Ta ble 1 pres ents the re sults of these re gres sions, where the de pend ent vari able is the spread be tween

Euribor and EONIA swap at 1, 3, 6, 9 and 12 months and the only ex plan a tory vari able is the DJ iTraxx Fi nan cial

Se nior at 5 years. Es ti ma tions were made for the pe riod from 9 Au gust 2007 to 30 April 2008. Based on the anal y -

sis of the lagged cor re la tions be tween these se ries, the DJ iTraxx Fi nan cial Se nior in dex at 5 years is in tro duced in

the re gres sion with a lag of 19 work ing days. In spite of the sim plic ity of this re gres sion, the high ex plan a tory power

of the credit risk premia re gard ing the evo lu tion of the in ter bank money mar ket spreads sug gests that ten sions in
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Chart 1
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Chart 2
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Table 1

RESULTS OF THE ECONOMETRIC REGRESSIONS

Spread 1 month 3 months 6 months 9 months 12 months

Panel A

constant 26.06 56.82 53.50 49.54 40.11

9.40 26.71 37.97 47.24 36.07

iTraxx 0.09 0.17 0.23 0.32 0.41

2.09 5.33 11.10 20.87 24.92

Adjusted R-square 0.02 0.13 0.39 0.70 0.77

Panel B

constant 60.55 -24.59 -25.86 -3.87 15.54

0.94 -0.50 -0.80 -0.16 0.60

iTraxx 0.08 0.18 0.24 0.33 0.41

1.93 5.58 11.52 21.11 24.60

ln (amounts) -3.17 7.48 7.29 4.91 2.26

-0.54 1.66 2.47 2.23 0.96

Adjusted R-square 0.01 0.13 0.41 0.70 0.77

Notes: Re gres sions based on daily amounts from 9 Au gust 2007 to 30 April 2008. The de pend ent vari able is the spread be tween uncollateralised in ter est rates and EONIA spread at dif -
fer ent money mar ket ma tu ri ties in the euro area. The DJ iTraxx Fi nan cial Se nior in dex at 5 years had a 19 work ing-day lag. The ln(amounts) vari able is re lated to the amounts traded on
the euro area over night money mar ket. t-ratios in italics.



this mar ket should be chiefly as so ci ated with an in crease in credit risk of euro area fi nan cial in sti tu tions and less

with li quid ity prob lems, most notably in longer maturities of these markets (Chart 3).

In deed, the qual ity of ad just ment of the re gres sions in shorter ma tu ri ties is much lower, sug gest ing that li quid ity risk 

may have a higher con tri bu tion to ex plain spreads in these shorter time ho ri zons. The re sid u als of the es ti mated

equa tions were par tic u larly high dur ing Au gust and, most no ta bly, in the last weeks of 2007, when ten sions in the

money mar ket partly re flected con cerns as so ci ated with li quid ity lev els at the end of the year. On 17 De cem ber the

ECB an nounced an un lim ited sup ply of li quid ity for bids above 4.21 per cent, thus con trib ut ing to some smooth ing

of money mar ket con di tions. In this con text, the re sid u als for 1 and 3-month equa tions de clined mark edly af ter that

date. How ever, af ter March, the re sid u als of these equa tions in creased again some what, chiefly in the 3-month

equa tion.2 

As men tioned above, the re sid ual in these univariate re gres sions would tend to in te grate the com po nent as so ci -

ated with li quid ity risk. This anal y sis would not be com plete, though, un less a mea sure of li quid ity risk in in ter bank

money mar kets were in cluded in the re gres sions. Over all, there are some dif fi cul ties in mea sur ing li quid ity risk in fi -

nan cial mar kets. Some com mon in di ca tors in this anal y sis are the bid-ask spread or mar ket turn over. On the one

hand, since the Euribor is de fined as a bid rate, it is not pos si ble to cal cu late these spreads. On the other hand,
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Chart 3

RESULTS OF THE REGRESSIONS (to be continued)
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(2) From late January to mid-March the premia underlying credit default swaps rose very significantly, partly due to uncertainty as to the protection actually provided by these
instruments, given the problems observed in several US monolines. This period also coincided with the emergence of doubts regarding the solvency of some of the major US
investment banks. Subsequently, these risk premia declined somewhat, in particular after the intervention of the Federal Reserve to help solve Bear Sterns’ liquidity problems.
Notwithstanding this decline in premia associated with credit default swaps¸ these remained at high levels. In turn, the money market spreads only started to widen significantly in
mid-March.
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RESULTS OF THE REGRESSIONS (continued)
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there is no in for ma tion avail able on the amounts traded in this mar ket. An al ter na tive mea sure would be the amount 

traded in the euro area over night mar ket by the panel of banks that con trib utes to the cal cu la tion of the EONIA. The

uti li sa tion of this mea sure is war ranted by the fact that the ev i dence avail able sug gests that, when banks face dif fi -

cul ties in ac cess to fi nanc ing in the in ter bank money mar ket at lon ger ma tu ri ties, the un der ly ing bor row ing re quire -

ments tend to pass through to shorter seg ments (typ i cally lower than one week). The re sults for these re gres sions

are pre sented in panel B of Ta ble 1. In deed, the co ef fi cient as so ci ated with the amount traded in the over night mar -

ket as sumes, in gen eral, a pos i tive value, pro vid ing some sup port to the as sump tion that in pe ri ods of dif fi cul ties in

fi nan cial mar kets, the very short-term money mar ket may tend to ac com mo date bank’s fi nanc ing needs. How ever,

the con tri bu tion of this vari able to explain the development of this spread is relatively small, when compared with

the variable introduced to measure credit risk. 

There fore, the anal y sis sug gests that the in crease in the per cep tion of credit risk un der ly ing euro area fi nan cial in -

sti tu tions has been one of the ma jor fac tors be hind ten sions in the in ter bank money mar ket in lon ger ma tu ri ties. In

shorter ma tu ri ties, credit risk seems to have a rel a tively small con tri bu tion to ex plain the evo lu tion of in ter bank

money mar ket spreads. Hence, in these ma tu ri ties, dis tur bances ob served may, in gen eral, be as so ci ated with li -

quid ity risk, par tic u larly in the pe riod of ten sions related to the situation at the end of the year. 

How ever, this is a rel a tively sim ple anal y sis of the prob lem, and is sub ject to some ca ve ats. First, the short pe riod

of ob ser va tion cur tails the va lid ity of the con clu sions. In ad di tion, the money mar ket sit u a tion is not yet sta bi lised,

where fore fu ture de vel op ments in these mar kets may al low for the in cor po ra tion of fur ther in for ma tion in the es ti -

ma tion of these re gres sions. On the other hand, the bank panel con sid ered in the Euribor dif fers from the range of

banks (and other fi nan cial in sti tu tions) con sid ered in the DJ iTraxx Fi nan cial in dex. More over, rather dif fer ent ma -

tu ri ties un der lie these in di ca tors. Fi nally, it may be ar gued whether the iTraxx in dex mea sures only credit risk

premia, par tic u larly in sit u a tions of mar ket in sta bil ity. In ef fect, credit de fault swap premia may have in creased,

chiefly in early 2008, due to fears aris ing from pos si ble dif fi cul ties in ex e cut ing these con tracts in the event of a

wide spread in crease in de faults, thus rais ing some con cerns about the sol vency of sev eral monoline in sur ers. In

ad di tion, the in crease in these risk premia might also re flect less avail abil ity of the in sti tu tions usu ally trad ing these

in stru ments to re main ac tive in these mar kets. Against this back ground, it should be borne in mind that the dis tinc -

tion be tween li quid ity risk and credit risk in not al ways clear. In par tic u lar, in a context of instability and uncertainty

in financial markets, these two elements of risk are closely intertwined.
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3. FINANCIAL SITUATION OF THE NON-FINANCIAL PRIVATE SECTOR

3.1. Overview 

From a fi nan cial sta bil ity per spec tive, 2007 will be glob ally marked by the tur moil in in ter na tional fi nan -

cial mar kets, trig gered by the cri sis in the US subprime mort gage mar ket. Against this in ter na tional

back ground, the main te nance of an up ward trend in the non-fi nan cial pri vate sec tor in debt ed ness in

Por tu gal led do mes ti cally to a dis cus sion on the debt sustainability of this sec tor, i.e. on the main te -

nance of its ca pac ity to meet debt ser vice. In fact, if the ca pac ity to con tinue ser vic ing debt in a reg u lar

and timely man ner de clined sig nif i cantly and a high num ber of house holds and/or cor po ra tions be -

came in sol vent, con se quences for fi nan cial sta bil ity would be im me di ate. In the case of house holds,

mort gage ac ti va tion would have se ri ous so cial con se quences, given the im por tance of hous ing as a

pri mary ne ces sity and the de fi cient func tion ing of the rent ing mar ket. In the case of cor po ra tions, the

in crease in the num ber of busi ness fail ures would have an im me di ate im pact on un em ploy ment. In

these cir cum stances, in the case of fi nan cial in sti tu tions the risk of in cur ring in losses would de pend on

their ex po sure amount vis-à-vis the non-fi nan cial pri vate sec tor, the de gree of con cen tra tion in their

credit port fo lios and the re cov ery rate of de fault credit. How ever, in re la tion to hous ing loans, the sit u a -

tion of the Por tu guese fi nan cial sys tem ben e fits from ev i dence that prices in the res i den tial prop erty

mar ket are not over val ued. In ad di tion, de fault ing credit in banks’ port fo lios has re mained at his tor i cally 

low lev els both in loans to house holds and to cor po ra tions. In the re cent past, this sit u a tion was fa -

voured by fac tors on the sup ply side of credit, namely changes in the pat tern of con trac tual con di tions

such as the length en ing of hous ing loan ma tu ri ties. These changes aimed at coun ter ing the ef fect of

the in ter est rate in creases on debt ser vice. It should also be noted that Por tu guese banks sig nif i cantly

con cen trate their credit port fo lio in a small group of large firms, which have outperformed the average

for the non-financial corporate sector, and which are in general associated with very low default ratios

and higher profitability.

The non-fi nan cial pri vate sec tor debt grew mark edly dur ing the sec ond half of the 1990s, at a stron ger

pace than that of other rel e vant vari ables in nom i nal terms, namely GDP and house hold dis pos able in -

come. It should be noted that this in crease was partly driven by the struc tural ad just ment pro cess of

Por tu guese eco nomic agents to lower and less vol a tile in ter est rates than those pre vail ing prior to par -

tic i pa tion in the euro area. This sug gests that the cur rent in debt ed ness of both house holds and cor po -

ra tions cor re sponds to a change in their equi lib rium lev els. At the start of this de cade cor po rate

in debt ed ness grew at a rate close to or even lower than that of GDP dur ing the down turn of the pres ent

busi ness cy cle. The rel a tively weak up ward trend of cor po rate in debt ed ness seen since 2004 seems

to have be come more marked in 2007, with in debt ed ness ris ing to 114 per cent of GDP. The growth of

the av er age cost of debt may have trans lated into an in crease in fi nan cial pres sure, mea sured by the

ra tio of in ter est to cor po rate op er at ing in come, even in the case of larger cor po ra tions, whose prof it -

abil ity in gen eral con tin ued to grow above the av er age. In re la tion to house holds, in debt ed ness con tin -

ued to grow through out the de cade at rates far above their dis pos able in come. Tak ing only into

ac count loans, household indebtedness reached 129 per cent of disposable income (corresponding to

91 per cent of GDP). 

In for ma tion on the sec tors’ fi nan cial sit u a tion, based on ag gre gate data, is very lim ited re gard ing the

char ac teri sa tion of the rel e vant vari ables dis tri bu tion, namely the de gree of in debt ed ness or the debt

bur den as so ci ated with debt ser vic ing. The lat est mi cro ec o nomic data on the fi nan cial sit u a tion of

house holds are based upon the re sults of the lat est Sur vey on House hold Wealth and In debt ed ness
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(Inquérito ao Patrimómio e Endividamento das Famílias - IPEF), car ried out by INE and Banco de Por -

tu gal dur ing the last quar ter of 2006 and in the first quar ter of 2007. Ac cord ing to this in for ma tion, the

cur rent fi nan cial sit u a tion of house holds is not ex pected to threaten fi nan cial sta bil ity, al though sit u a -

tions of vul ner a bil ity can be found, in par tic u lar among the youn ger and lower-in come house holds.

How ever, as their par tic i pa tion in the credit market is relatively limited, the share of their debt in total

debt is small.

The out look for de vel op ments in the fi nan cial sit u a tion of the non-fi nan cial pri vate sec tor is con di tional

on the cur rent back ground of in creased dif fi cul ties for Por tu guese banks in bor row ing from the whole -

sale mar ket. These dif fi cul ties are al ready af fect ing their credit pol i cies, through the tight en ing of the

credit stan dards ap plied to loans to house holds and cor po ra tions. In par tic u lar, banks’ room for ma -

noeuvre to ad just their credit pol i cies to in ter est rate in creases or to re struc ture and re ne go ti ate loans

will be more lim ited than in the past, a sit u a tion that may trans late into an increase in default of the

non-financial sector.

3.2. Households 

In 2007 house hold net lend ing de clined fur ther, to 1.3 per cent of GDP, i.e. 0.5 per cent age points less

than in the pre vi ous year (Chart 3.2.1). House hold sav ings fol lowed the down ward trend ob served

since 2004 and in vest ment stood at broadly the same level as in the pre vi ous year, when these ag gre -

gates are mea sured as a percentage of GDP.

In ag gre gate terms, the net fi nan cial po si tion of house holds is a mea sure of this sec tor’s ca pac ity to

meet the fi nan cial li a bil i ties in curred, through the mo bi li sa tion of its fi nan cial as sets. In 2007 the net fi -

nan cial po si tion of house holds, mea sured as a per cent age of GDP, de clined slightly by 3.5 per cent age

points (Chart 3.2.2). An al ter na tive mea sure of this ca pac ity is the dif fer ence be tween more-liq uid as -

sets and li a bil i ties, which de creased slightly from around 31 per cent to 30 per cent of GDP.  How ever,

a sub stan tial part of house hold wealth is made up of non-fi nan cial as sets, mostly hous ing that is used
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Chart 3.2.1

SAVINGS, INVESTMENT AND FINANCING
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as col lat eral. Thus, the ra tio of debt to to tal house hold wealth is also an important measure of its net

lending in aggregate terms.

Re cent de vel op ments in the fi nan cial po si tion of house holds in Por tu gal may be broadly char ac ter ised

by two gen eral fea tures. The first, with fi nan cial sta bil ity im pli ca tions, re gards the high level of this sec -

tor’s of in debt ed ness. In 2007 to tal house hold li a bil i ties in ag gre gate terms in creased by 4 per cent age

points when mea sured as a per cent age of GDP, reach ing 101 per cent by the end of the year (Chart

3.2.3).1 Con sid er ing only in ter est bear ing li a bil i ties, house hold in debt ed ness mea sured as a per cent -

age of dis pos able in come reached 129 per cent, com pared with 123 per cent in 2006 (Chart 3.2.4). In

the ma jor ity of Eu ro pean coun tries, the de gree of house hold in debt ed ness has also in creased, not

only in coun tries such as Greece or It aly, tra di tion ally con sid ered to have rel a tively low de grees of in -

debt ed ness, but also in coun tries such as the United King dom, the Neth er lands or Den mark, where

house holds are heavily in debted. In Por tu gal, the de gree of house hold in debt ed ness, al though be low

the EU15 av er age, has remained one of the highest in the euro area, only below that of the

Netherlands (Chart 3.2.5).

In 2007 the other no ta ble fea ture of the prog ress of house holds’ fi nan cial po si tion is re lated to de vel op -

ments in fi nan cial as sets. These in creased by 0.5 per cent age points, as a per cent age of GDP, but

were chiefly char ac ter ised by port fo lio shifts. In ef fect, house hold in vest ment in mu tual fund units has

fallen in the year as a whole, coun ter ing the trend ob served over the past 10 years. In turn, other com -

po nents have been re in forced, in par tic u lar de pos its (Chart 3.2.4). These de vel op ments oc curred in

the sec ond half of the year and were as so ci ated with the tur bu lence in in ter na tional fi nan cial mar kets,

lead ing to a re as sess ment of risk by eco nomic agents. In early 2008 yields on sav ings cer tif i cates, in -

cluded in de pos its for fi nan cial ac counts pur poses, decreased, also implying a portfolio shift towards

bank deposits.

As a whole, loans granted to house holds in creased by around 9 per cent in 2007, slightly strength en ing 

the down ward trend of the pre vi ous year. How ever, this rate is still rather high when com pared with 
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Chart 3.2.2
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growth in other nom i nal vari ables in the econ omy (GDP in creased by around 5 per cent and dis pos able 

in come by around 3.7 per cent). In ad di tion, the in crease in  house hold loans is the re sult of dif fer ent

trends in the hous ing and con sumer credit and other lend ing seg ments (Chart 3.2.7). The first seg -

ment, with an an nual rate of change of 8.5 per cent, had showed a down ward trend since mid-2005, al -

though main tain ing a rather high rate of growth, in par tic u lar con sid er ing the up ward trend in in ter est
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Chart 3.2.4

FINANCIAL ASSETS AND LIABILITIES OF HOUSEHOLDS
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Chart 3.2.5
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Chart 3.2.6
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rates. In fact, the upward trend in interest rates on housing loans continued throughout the year. How-

ever, the rise in interest rates on new loans was more marked towards the end of the year, being some-

what reversed in early 2008, in line with developments in money market rates (Chart 3.2.8). Some

factors on the supply side of credit have been essential to the maintenance of high growth rates in

housing loans in recent years. In effect, some changes have occurred in loan contract conditions,

namely the lengthening of loan maturities in order to counteract the effect of the interest rate increase

in debt-servicing costs. These changes contributed significantly to support the demand for loans. Infor-

mation provided by Direcção Geral do Tesouro (Directorate-General of the Treasury) regarding the

number and value of new housing loan contracts, points to some stabilisation in both the number and
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Chart 3.2.7
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Chart 3.2.8
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Chart 3.2.9
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av er age value of con tracts com pared with the pre vi ous year (Chart 3.2.9).2 Ac cord ing to the banks par -

tic i pat ing in the euro area bank lend ing sur vey, there was a slow down in de mand in the hous ing credit

mar ket in the second half of 2007 and in the first quarter of 2008, mainly due to a decline in consumer

confidence (Chart 3.2.10).

Over all, hous ing loans are con sid ered to have a lower de gree of risk, since re pay ments are largely

backed by res i den tial mort gages and there is ev i dence that the real es tate prices in Por tu gal are not

over val ued (Chart 3.2.11).3 Fur ther more, credit de lin quency is in gen eral rel a tively low in hous ing

loans, due to the im por tance of hous ing in fam ily life and to a stron ger so cial stigma at tached to de lin -

quency in the hous ing credit seg ment. In prin ci ple, con sumer credit and other lend ing, usu ally highly

cor re lated with the pur chase of du ra ble con sumer goods, are also backed, in some cases, by the value 

of these goods. How ever, the de pre ci a tion rate of du ra ble con sumer goods is rel a tively high and there -

fore it may be more dif fi cult to re cover the full amount of a loan in the event of de fault. Con sumer credit

and other lend ing kept on an up ward trend, grow ing by 10.9 per cent, in an nual av er age terms, in line

with the re bound in the con sump tion of du ra ble goods, in par tic u lar mo tor ve hi cles (Chart 3.2.12). Ac -

cord ing to the banks par tic i pat ing in the euro area bank lend ing sur vey, i.e. the five ma jor bank ing

groups, de mand for con sumer credit and other lend ing has been less af fected than de mand for hous -

ing loans by a drop in con sumer con fi dence. It re mained sta ble through out the year, in spite of the drop

in con sumer con fi dence, in par tic u lar in the sec ond half of 2007 and in the first quar ter of 2008 (Chart

3.2.13). The re sults of the sur vey sug gest a tight en ing of credit sup ply con di tions for con sumer credit

and other lend ing, mainly re flected in higher spreads and shorter ma tu ri ties (see “Chap ter 4 Bank ing

Sys tem”). Nev er the less, avail able in for ma tion on the ma tu rity struc ture and in ter est rate spreads for

con sumer credit and other lend ing for banks as a whole sug gests a length en ing of ma tu ri ties and a

tight en ing of spreads (Chart 3.2.14a and Chart 3.2.14b). These de vel op ments may be re lated to dif fer -
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Chart 3.2.10
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Source: Banco de Por tu gal.
Notes: (a) The last fig ure cor re sponds to the first quar ter of 2008. (b) 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 rep re sent fac tors driv ing an in crease in de -
mand for credit. (c) Right-hand scale.

Chart 3.2.11

HOUSE PRICE DEVELOPMENTS IN PORTUGAL
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(2) These data also consider loan substitutions due to contract changes as new loan contracts.

(3) See the “Box Housing prices in Portugal and macroeconomic fundamentals: evidence of quantile regression”, Banco de Portugal, Financial Stability Report
2005. 333333333333333
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Chart 3.2.12

CONSUMPTION OF DURABLE GOODS AND

CONSUMER CREDIT AND OTHER LENDING

Annual rate of change (nominal)

-15

-10

-5

0

5

10

15

20

25

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

P
e

r
c
e

n
t

Total consumer credit and other lending

Consumption of durable goods (total)

Vehicles

Sources: INE and Banco de Por tu gal.

Chart 3.2.13
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Source: Banco de Por tu gal.
Notes: (a) The last fig ure cor re sponds to the first quar ter of 2008. (b) 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 rep re sent fac tors driv ing an in crease in de -
mand for credit. (c) Right-hand scale.

Chart 3.2.14a
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Note: (a) An nual av er age val ues of the stock of credit granted by other mon e tary fi nan cial 
in sti tu tions.

Chart 3.2.14b
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ent credit pol i cies from in sti tu tions spe cial ised in grant ing this type of credit (in par tic u lar for car pur -

chase), which gained mar ket share in this seg ment. In turn, it may re flect the fact that some of these

loans, whose share has in creased, are as so ci ated with a lower degree of risk, since they are secured

collateral, as is the case with loans for car purchase (see “Chapter 4 Banking System”).

In 2007 from a fi nan cial sta bil ity per spec tive, the in ter na tional en vi ron ment was marked by the tur moil

in fi nan cial mar kets trig gered by the subprime mort gage cri sis in the United States. In Por tu gal, the up -

ward trend con tin ued in the level of house hold in debt ed ness and de lin quency sit u a tions in creased in

house hold credit, giv ing rise to con cerns about debt sustainability in this sec tor. In fact, from a fi nan cial

sta bil ity per spec tive, the rapid ac cu mu la tion of house hold debt jus ti fies stron ger mon i tor ing of their ca -

pac ity to re pay loans. If the abil ity of house holds to ser vice debt in a reg u lar and timely fash ion were

par tic u larly af fected and a sig nif i cant num ber of house holds stopped re pay ing their loans, there would

be im me di ate re per cus sions on their own fi nan cial sit u a tion, which would cer tainly have so cial con se -

quences. In this con text, the Por tu guese fi nan cial sys tem ben e fits from ev i dence that prices in the real

es tate mar ket are not over val ued. There fore, the fi nan cial sys tem is not likely to face a sit u a tion where

real estate used as collateral has a market value below that of the outstanding value of debts.

An anal y sis of the fi nan cial po si tion of house holds based on ag gre gate data has re vealed that house -

hold credit risk as a whole is mod er ate, since bank port fo lio de lin quency has re mained at his tor i cally

low lev els (“Chap ter 4 Bank ing Sys tem”). In spite of the up ward trend in in ter est rates, the in ter est bur -

den, on av er age, rep re sents a rel a tively small share of their dis pos able in come (Chart 3.2.5). How -

ever, in 2007 this share stood at its high est level since en try into the euro area, which is as so ci ated with 

a re gime char ac ter ised by lower and less volatile interest rates.

The anal y sis pre sented so far is based on ag gre gate data, which, al beit rel e vant, give a very par tial

pic ture of re al ity. With ag gre gate data, it is not pos si ble, for ex am ple, to char ac ter ise the sit u a tion of in -

debted house holds or to have in for ma tion on the num ber of in debted house holds. To as sess the im pli -

ca tions of in debt ed ness both from a fi nan cial sta bil ity per spec tive and from a mac ro eco nomic

per spec tive, it is es sen tial to know in de tail the dis tri bu tion of rel e vant vari ables – such as in come,

wealth or in debt ed ness – re late these vari ables to cer tain socio-eco nomic char ac ter is tics of

households and characterise the tails of the distribution.

Thus, it is par tic u larly im por tant to as sess the fi nan cial po si tion of house holds based on data from the

lat est Sur vey on House hold Wealth and In debt ed ness (Inquérito ao Patrimómio e Endividamento das

Famílias - IPEF), con ducted dur ing the last quar ter of 2006 and in the first quar ter of 2007.4 This sur vey 

com bines mi cro ec o nomic data on wealth and debt, in come and other socio-eco nomic and de mo -

graphic char ac ter is tics, col lected through di rect in ter view ing to a sam ple of house holds.5

Based on the IPEF, it is pos si ble to ana lyse in greater de tail mea sures usu ally used to as sess house -

holds’ abil ity to ser vice debt: the ra tio of debt to an nual in come, the ra tio of the monthly debt bur den to

monthly in come, and the ra tio of debt to house hold as sets. In the case of in debted house holds, the

IPEF re sults sug gest that debt mar ket par tic i pa tion, the av er age level of debt and the av er age debt

bur den as so ci ated with debt ser vic ing in creased be tween 2000 and 2006/07. In par tic u lar, re sults in di -

cate that ac cess to the debt mar ket for pur poses other than house pur chase has in creased, es pe cially

by mid dle-in come house holds and by house holds whose head is less than 50 years of age. Con clu -

sions drawn as re gards the de gree of in debt ed ness and the debt bur den con trast with those de rived
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(4) This survey was carried out by INE and Banco de Portugal. 3334444444444444444444

(5) See Farinha (2008): “The indebtedness of Portuguese households: recent evidence based on IPEF results” in this report. Comparisons with results of the
IPEF conducted in 2000 based merely on a descriptive analysis should be avoided, since it may be particularly affected by sample representativeness
problems. However, the article’s main conclusions are based on a regression analysis, potentially less affected by those problems.



from com par ing the re sults from the 1994 and 2000 sur veys. This is par tic u larly rel e vant considering

that interest rates were lower in 2006 than in 2000.

Re sults sug gest that debt mar ket par tic i pa tion and the de gree of in debt ed ness are par tic u larly sen si -

tive to house hold in come and to the age of the house hold ref er ence per son. They in crease in line with

in come un til reach ing a peak in an in ter me di ate range. They de crease with the ref er ence per son’s age

and level of ed u ca tion, and are higher when the ref er ence per son is em ployed. It should be noted that

ac cess to the credit mar ket (in par tic u lar loans for house pur chase) is fairly lim ited among lower-in -

come house holds. The ra tio of debt ser vice to monthly in come is par tic u larly high among youn ger

house holds. As to the debt-to-as sets ra tio, debt rep re sents just over a quarter of total assets for the

household sector as a whole.

In or der to iden tify cur rent cases of greater vul ner a bil ity, the tails of the dis tri bu tion of ra tios re lat ing to

the de gree of in debt ed ness and the debt bur den may give use ful in for ma tion.  The sit u a tions of greater 

vul ner a bil ity are found among the youn ger and lower-in come house holds. How ever, the fi nan cial sys -

tem sta bil ity does not seem to be threat ened, since more vul ner a ble house holds ac count for a rel a -

tively small share of the to tal debt. Fur ther more, re sults shown is this chap ter’s box, “Sen si tiv ity of the

house hold debt bur den to changes in in ter est rates”, sug gest that the per cent age of very vul ner a ble

house holds would re main rel a tively low, even if interest rates were to increase by 2 percentage points.

In con clu sion, the fi nan cial po si tion of house holds does not jeop ar dise fi nan cial sta bil ity, ac cord ing to

both ag gre gate and mi cro ec o nomic data. Even though there is some vul ner a bil ity, mainly in youn ger

and lower-in come house holds. How ever, their par tic i pa tion in the credit mar ket is rel a tively lim ited;

thus the share of their debt in to tal debt is small. The out look for the fi nan cial po si tion of house holds is

more un cer tain than usual due to the cur rent in ter na tional fi nan cial mar ket tur bu lence, which con -

strains the fi nanc ing of Por tu guese banks in whole sale mar kets. This sit u a tion is likely to con tinue to

be re flected in the fi nanc ing con di tions ap plied to bank cus tom ers. In par tic u lar, banks’ room for ma -

noeuvre to ad just the credit policy to interest rate increases will be more limited than in the past.

3.3. Non-financial corporations

In 2007, in an en vi ron ment char ac ter ised by a re cov ery in the level of in vest ment of non-fi nan cial cor -

po ra tions, mea sured as a per cent age of GDP, this sec tor’s net bor row ing in creased from 7.8 to 8.8 per

cent of GDP. Cur rent sav ings as a per cent age of GDP for the sec tor as a whole con tin ued the down -

ward trend seen over the past few years (Chart 3.3.1a). On the fi nan cial flows side, the in crease in net

bor row ing as a per cent age of GDP was re flected in a slightly higher in crease in li a bil i ties than in assets

(Chart 3.3.1b).

In 2007 the Por tu guese econ omy con tin ued on a path of grad ual re cov ery. One of its most sa lient fea -

tures was the buoy ancy of in vest ment, which is strongly pro-cy cli cal and par tic u larly vol a tile. The

growth of in vest ment was more sig nif i cant in ma chin ery and transport equipment.

Sav ings of non-fi nan cial cor po ra tions, mea sured as a per cent age of GDP, de creased fur ther. These

de vel op ments may re flect in part some com pres sion of mar gins due to high in creases in costs, namely

in en ergy and some com mod i ties, and to the rise in in ter est rates in an nual av er age terms. In ad di tion,

rev e nue from cor po rate taxes in creased mark edly in 2007. This can be chiefly ex plained by the broad -

en ing of the tax base, the re cov ery of debt and the good re sults of large tax pay ers in the pre vi ous year.

More re cent de vel op ments in cor po rate sav ings con tinue to in di cate that ag gre gate de vel op ments re -

flect dif fer ing per for mances de pend ing on the type of com pany, namely, on the de gree of inter na tion ali -

sa tion and size. In 2007 Por tu guese ex ports of goods and ser vices seem to have been par tic u larly
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dy namic. This trans lated into an over all gain in mar ket shares. Re gard ing size, avail able in for ma tion

suggests the maintenance of relatively higher growth in profits of larger companies.

The lat est data avail able on the per for mance of non-fi nan cial cor po ra tions re late to larger com pa nies,

which al though in mi nor ity, have a very sig nif i cant weight in the econ omy. From a fi nan cial sta bil ity per -

spec tive, large com pa nies are par tic u larly im por tant, since Por tu guese banks’ credit port fo lios show a

sig nif i cant con cen tra tion in a small group of large com pa nies. How ever, in gen eral their probability of

default is very low.

In 2007 Por tu guese listed non-fi nan cial cor po ra tions, showed a val u a tion in an nual av er age terms

com pared to 2006 in most sec tors of ac tiv ity, which is re flected in the trend of the sec toral PSI in di ces

(Chart 3.3.2). In the sec ond half of the year, de vel op ments in the stock prices of these com pa nies were 

also af fected by the sit u a tion in in ter na tional fi nan cial mar kets, which was char ac ter ised by a drop in

stock prices as a re sult of an in crease in risk premia, al though the steep est falls were experienced by

financial corporations. 

Like wise, data from the Cen tral Bal ance Sheet Da ta base of Banco de Por tu gal al ready avail able for

2007 re late mainly to the ac counts of larger com pa nies that con sti tute the sam ple of the quar terly Cen -

tral Bal ance Sheet Da ta base.6 Ac cord ing to these data, the prof it abil ity of the com pa nies in the sam ple

has re mained on an up ward trend in av er age terms, as shown by the per for mance of the usual ra tios,

i.e. re turn on eq uity (ROE) and the ra tio be tween op er at ing prof its (i.e. re sults be fore the de duc tion of

in ter est) and as sets (Chart 3.3.3).7 In line with de vel op ments in mar ket in ter est rates, the in ter est rate
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Chart 3.3.1a
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Chart 3.3.1b

FINANCIAL OPERATIONS OF NON-FINANCIAL

CORPORATIONS

-15

-10

-5

0

5

10

15

20

25

30

1999 2000 2001 2002 2003
(b)

2004
(b)

2005 2006 2007

P
e

rc
e

n
ta

g
e

o
f
G

D
P

Net change in assets
Net change in liabilities (a)
Financial saving
Financial saving (b)

Sources: INE and Banco de Por tu gal.
Notes: (a) Ex clud ing op er a tions re lated to Por tu guese di rect in vest ment abroad and for -
eign di rect in vest ment in Por tu gal of com pa nies hav ing their head of fice in Ma deira’s off -
shore.  (b) Fig ures ad justed for tem po rary fiscal measures.

(6) It should be noted that larger companies are overrepresented in the samples of the annual and, in particular, the quarterly Central Balance Sheet
Databases. From 2006 onwards, annual information is based on the new simplified reporting system for corporate data (IES – Informação Empresarial
Simplificada), as yet only available for this year, which have a considerably wider coverage of small and medium-sized enterprises. 5566666666666666666

(7) These ratios are defined as:

Return on equity = 
R

C

Operating prfitability of assets:  
R J

A

+
 

where R is current results, C is equity, J is interest and A is assets. 6677777777777777777



im plicit in these com pa nies’ debt in creased in 2006 and 2007, and the mar gin be tween prof it abil ity and

the in ter est rate faced by these com pa nies nar rowed. In turn, the ra tio of in ter est to cor po rate op er at -

ing re sults is a proxy for the “fi nan cial pres sure” faced by cor po ra tions. Through this ra tio it is pos si ble

to as sess these com pa nies’ ca pac ity to make in ter est pay ments through in ter nally gen er ated re -

sources.8 It should be noted that this in di ca tor sum ma rises sev eral fi nan cial fea tures of com pa nies,

since it is the arith me tic re sult of the com po si tion of the fi nan cial le ver age ra tios (of debt to as sets), in -

ter est rate im plicit in debt (of in ter est paid to debt) and ROA (of op er at ing re sults to as sets)9. In 2007,

as in 2006, fi nan cial pres sure on these com pa nies seems to have in creased, mainly via the rise in debt 

costs, whose im pact more than off set the op po site sign ef fect re sult ing from the in crease in op er a tional 

prof it abil ity. Against this back ground, it should also be noted that the fi nan cial le ver age ra tio of non-fi -

nan cial cor po ra tions as a whole seems to have in creased slightly in 2007 (Chart 3.3.4). In turn, data

from na tional ac counts by in sti tu tional sector, only available up to 2005, show that the profitability level

of large companies is significantly different from that of companies as a whole (Chart 3.3.5).

Ac cord ing to the re sults of the In vest ment Sur vey, in 2007 com pared to 2006, in vest ment prof it abil ity

and self-fi nanc ing ca pac ity were re ported by fewer com pa nies as fac tors lim it ing cor po rate in vest -

ment, while the level of in ter est rates was more fre quently men tioned (Chart 3.3.6). As usual, sales

pros pects re mained the fac tor lim it ing in vest ment most fre quently men tioned by com pa nies par tic i pat -

ing in the sur vey. Mon i tor ing the fi nan cial sit u a tion of com pa nies is very rel e vant both in terms of fi nan -

cial sta bil ity and of its mac ro eco nomic im pli ca tions. In fact, em pir i cal ev i dence sug gests that, against a 

back ground of fric tions and in for ma tion asym me tries in fi nanc ing mar kets, the fi nan cial sit u a tion of
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Chart 3.3.2

STOCK PRICE INDICES: SECTORAL PSI
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Chart 3.3.3

PROFITABILITY OF NON-FINANCIAL

CORPORATIONS
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(8) See Barbosa, Lacerda and Ribeiro (2007), “Investment decisions and financial standing of Portuguese firms”, Banco de Portugal, Economic Bulletin -
Winter.
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com pa nies may have an im pact on real ac tiv ity.10 In par tic u lar, fi nan cial pres sure faced by com pa nies

is rel e vant for the be hav iour of cor po rate in vest ment, es pe cially for smaller companies, which

participate less in international trade and have a smaller number of bank relationships.

Ac cord ing to the re plies of the Por tu guese banks par tic i pat ing in the Bank Lend ing Sur vey in the euro

area (the five larg est banks), debt re struc tur ing and work ing cap i tal needs re mained, in that or der, the

main fac tors con trib ut ing to some in crease in the de mand for loans through out the year (Charts 3.3.7a

and 3.3.7b). In ad di tion, ac cord ing to this sur vey, some slow down was ob served to wards the end of

2007. In the sec ond half of the year, in vest ment fi nanc ing may have also in duced an in crease in the de -

mand for loans. In turn, banks may have started to ap ply tighter credit stan dards to the ap proval of

loans, which mostly re sulted in wider spreads, shorter ma tu ri ties and lim its to loan size. This was es -

sen tially due to changes in ac cess ing whole sale fund ing as a re sult of in ter na tional fi nan cial mar ket

tur bu lence. For the sec ond quar ter of 2008, banks fore cast a global sta bili sa tion in the de mand for

loans and in tend to continue applying tighter credit standards to the approval of loans.

For banks as a whole, there are also in di ca tions that bank lend ing rates have re flected wider spreads,

as seen in par tic u lar in data for 2008 (Chart 3.3.8). Banks have in gen eral more room to in tro duce

changes in con trac tual terms in loans to non-fi nan cial cor po ra tions than, for ex am ple, in loans to

house holds, in par tic u lar hous ing loans.  There fore, these changes will tend to be in tro duced rel a tively

quickly in loans to corporations.
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Chart 3.3.4

FINANCIAL LEVERAGE RATIO
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the value of shares and other units (li a bil i ties).
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(10) See Barbosa, Lacerda and Ribeiro (2007), “Investment decisions and financial standing of Portuguese firms”, Banco de Portugal, Economic Bulletin –
Winter.  
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Chart 3.3.6

MAIN FACTORS LIMITING INVESTMENT BY

NON-FINANCIAL CORPORATIONS (a)

Source: INE, Inquérito de Conjuntura ao Investimento.
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.
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Chart 3.3.7a

TRENDS IN DEMAND FOR LOANS (a)
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Source: Banco de Por tu gal.
Notes: (a) The last fig ure cor re sponds to Q1 2008. (b) Av er age re sponses given by the
85 na tional banks in 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 rep re sent fac tors driv ing an in crease in de mand for credit. (c)
Right-hand scale.

Source: Banco de Por tu gal.
Notes: (a) The last fig ure cor re sponds to Q1 2008. (b) Av er age re sponses given by the
85 na tional banks in 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 rep re sent fac tors driv ing an in crease in de mand for credit. (c)
Right-hand scale.



Cor po rate in debt ed ness, mea sured as a per cent age of GDP, grew mark edly dur ing the sec ond half of

the 1990s and is cur rently on a less marked up ward trend, af ter stag na tion or even slight de crease dur -

ing the down turn of the cur rent eco nomic cy cle. How ever, the in crease in cor po rate in debt ed ness was

largely caused by a struc tural ad just ment pro cess of Por tu guese eco nomic agents to lower and less

vol a tile in ter est rates than those pre vail ing prior to par tic i pa tion in the euro area. It is there fore im por -

tant to qual ify the per for mance of this in di ca tor through in di ca tors that mea sure the abil ity of com pa -

nies to ser vice their debt, as for ex am ple, the above-men tioned ra tio of in ter est to cor po rate re sults. It

should be noted that the re duc tion in this in di ca tor over this pe riod partly re flects the marked fall in risk

premia for these com pa nies and sug gests that the cur rent in debt ed ness level of com pa nies in part cor -

re sponds to a struc tural change as so ci ated with the new eco nomic re gime un der ly ing the par tic i pa tion

in the euro area.11 From a fi nan cial sta bil ity per spec tive, it should also be noted that larger com pa nies

showed a higher growth pace of in debt ed ness. At the same time, these com pa nies have un der gone a

more in tense ac cu mu la tion of fi nan cial as sets, as a result of the restructuring and internationalisation

dynamics of Portuguese large non-financial economic groups.

In 2007 the in debt ed ness of non-fi nan cial cor po ra tions in creased sig nif i cantly, more mark edly than in

pre vi ous years, reach ing 114 per cent of GDP (Chart 3.3.9). These de vel op ments, to gether with the in -

crease in in ter est rates, which oc curred on av er age in the year as a whole, led to an in crease in the

weight of in ter est paid by com pa nies, from 4 to 5 per cent of GDP (Chart 3.3.10). Por tu guese non-fi -

nan cial cor po ra tions cur rently have a higher de gree of in debt ed ness than the Eu ro pean Un ion av er -

age and the sec ond high est in the euro area, according to data for 2006 (Chart 3.3.11).

Con sid er ing the dif fer ent cor po rate fi nanc ing sources, bank loans to non-fi nan cial cor po ra tions ac cel -

er ated through out 2007. How ever, in con trast to fi nan cial cor po ra tions, non-fi nan cial cor po ra tions do

not seem to have found it hard un til the end of 2007 to ob tain fund ing through the is su ance of debt se -

cu ri ties, both long-term (bonds) and, in par tic u lar, short-term (com mer cial pa per). Eq uity fi nanc ing was 
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Chart 3.3.7b

FACTORS AFFECTING DEMAND FOR LOANS BY NON-FINANCIAL CORPORATIONS (a)

Portugal Euro area
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Source: Banco de Por tu gal.
Notes: (a) The last avail able fig ure cor re sponds to Q1 2008. (b) Av er age re sponses
given by the five Por tu guese bank ing groups in 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 rep re sent fac tors driv -
ing an increase in demand for credit.

Source: Banco de Por tu gal.
Notes: (a) The last avail able fig ure cor re sponds to Q1 2008. (b) Av er age re sponses
given by the 85 na tional banks in 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 rep re sent fac tors driv ing an in crease
in demand for credit.

(11) See Barbosa, Lacerda and Ribeiro (2007), “Investment decisions and financial standing of Portuguese firms”, Banco de Portugal, Economic Bulletin –
Winter.



slightly lower than in the pre vi ous year (Chart 3.3.12). It should also be noted that, in 2007, as in 2006,

the vast ma jor ity of the gross is su ance of bonds was at a fixed rate, in con trast to bank loans in which a

float ing rate or ini tial rate fix a tion of up to one year continue to predominate (Chart 3.3.13).
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Chart 3.3.8

MONEY MARKET INTEREST RATES, INTEREST

RATES ON BANK LOANS TO NON-FINANCIAL

CORPORATIONS AND RESPECTIVE SPREADS (a)
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value: March 2008.

Chart 3.3.9

TOTAL DEBT OF NON-FINANCIAL

CORPORATIONS(a)

 Annual rate of change and end-of-period positions

(right-hand scale)  

0

5

10

15

20

25

30

1999 2000 2001 2002 2003 2004 2005 2006 2007

P
e

r
c
e

n
t

0

25

50

75

100

125

P
e

rc
e

n
ta

g
e

o
f
G

D
P

Trade credits
Securities
Loans (excl. off-shore)
Loans granted by resident credit  institut ions
Total – annual rate of change

Source: Banco de Por tu gal.
Note: (a) In clud ing loans granted by res i dent and non-res i dent credit in sti tu tions;
loans/ad di tional cap i tal by non-res i dent intra-group cor po ra tions (ex clud ing those
granted to non-fi nan cial cor po ra tions hav ing their head-of fice in Ma deira’s off-shore);
com mer cial pa per and bonds is sued by non-fi nan cial cor po ra tions held by other sec tors
and trade credits received from other sectors.

Chart 3.3.10
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Chart 3.3.11

RATIO OF TOTAL DEBT IN GDP (a)
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As men tioned above for the fi nan cial po si tion of house holds, the ex is tence of disaggregated mi cro ec o -

nomic data en ables a more de tailed char ac teri sa tion of the sit u a tion of non-fi nan cial cor po ra tions. In

par tic u lar, in for ma tion from the Cen tral Credit Reg is ter (CCR) helps to iden tify in credit de vel op ments

the in crease in the num ber of par tic i pants in the credit mar ket – in this case non-fi nan cial cor po ra tions

– and de vel op ments in the av er age ex po sures of those cor po ra tions. With the in for ma tion from the

CCR, it is pos si ble to make this dis tinc tion re gard ing ex po sures to res i dent fi nan cial in sti tu tions. The

re sults of this ex er cise for the pe riod 1995-2007 are shown in “Box 3.3. Ac cess to credit by Por tu guese

com pa nies”. Ac cord ing to these re sults, dur ing the pe riod un der re view, the to tal in crease in cor po rate

bank debt was due to an in crease in the num ber of par tic i pants in the credit mar ket, as well as an in -

crease in al ready ex ist ing ex po sures. The rise in credit seems to have mainly re sulted from an im -
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Chart 3.3.12

MAIN FINANCING FLOWS OF NON-FINANCIAL

CORPORATIONS
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Chart 3.3.13

GROSS ISSUANCE OF BONDS BY NON-FINANCIAL CORPORATIONS
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prove ment in ac cess con di tions to the credit mar ket de riv ing from the re duc tion in nom i nal in ter est

rates, since re sults are par tic u larly sig nif i cant for the pe riod up to 2001. It is in ter est ing to com pare this

re sult with those ob tained for the house hold sec tor based on mi cro ec o nomic data.12 As to house holds,

there is ev i dence sug gest ing that, in the sec ond half of the 1990s, the in crease in in debt ed ness was

mainly a con se quence of the in crease in the num ber of house holds with ac cess to credit. Nev er the -

less, the lat est in for ma tion sug gests that, as with com pa nies, from 2000 to 2006 the in crease in debt

was likely a re sult of both an in crease in credit mar ket par tic i pa tion and an in crease in the av er age

house hold in debt ed ness lev els. In both cases, it would be par tic u larly rel e vant to un der stand which

factors are behind the increase in access to credit, i.e. it would be important to distinguish credit

supply-side from credit demand-side factors, through a more in-depth study.

Pros pects re gard ing de vel op ments in the fi nan cial sit u a tion of non-fi nan cial cor po ra tions are also con -

di tional on the cur rent back ground of in creased dif fi cul ties for Por tu guese banks in ob tain ing fi nanc ing

in the whole sale mar ket. These dif fi cul ties are af fect ing their credit pol icy, via the tight en ing of credit

stan dards. Dif fi cul ties may in crease if fi nan cial mar ket tur bu lence ex tends over time and it be comes

dif fi cult for large com pa nies to ob tain fi nanc ing in the in ter na tional mar ket through loans or se curi tised

debt. Fi nally, it is also im por tant to out line that the ma teri ali sa tion of a down ward re vi sion of eco nomic

growth that would trans late into a marked de cel er a tion in ac tiv ity would have inevitable consequences

for the financial situation of companies.
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(12) See “Section 3.1 Overview”.



Box 3.1. Non-financial wealth of Portuguese households: revised series

Ag gre gate data on the fi nan cial com po nent of house hold wealth is chiefly based on the Na tional Fi nan cial Ac -

counts, which for a sig nif i cant share of as sets and li a bil i ties is ob tained from the counterparty sec tors, largely

banks. Thus, in ag gre gate terms, rel a tively ac cu rate es ti mates are ob tained for a large share of house hold fi nan cial 

wealth. By con trast, the non-fi nan cial wealth of this sec tor is par tic u larly dif fi cult to es ti mate, given that base data

avail able al low ing for their di rect es ti ma tion are scarce. One pos si ble way of over com ing this dif fi culty con sists in

uti lis ing es ti mated val ues of in vest ment flows in fixed cap i tal by house holds, and sum ming them cu mu la tively, by

pos tu lat ing rea son able hy poth e ses for the ex pected use ful life time of the as sets and the re spec tive de pre ci a tion

rate. This pro ce dure, called per pet ual in ven tory method, is nor mally used to ob tain es ti mates of the cap i tal stock. In 

the case of Por tu guese house holds, this method was also used to ob tain an es ti mate of hous ing wealth for the pe -

riod 1980-2004.1 How ever, more re cent ev i dence, based on the re sults of the House hold Wealth and In debt ed ness 

Sur vey (Inquérito ao Património e Endividamento das Famílias – IPEF), sug gests that es ti mates based on the per -

pet ual in ven tory method may sig nif i cantly un der es ti mate the real value of the hous ing stock owned by house -

holds.2

In the (few) coun tries that col lect data on house hold wealth through di rect sur veys, re sults ob tained are nor mally

used as a sup ple men tary in for ma tion source to ob tain es ti mates of house hold wealth in ag gre gate terms. More

spe cif i cally, in for ma tion can be par tic u larly use ful to es ti mate the non-fi nan cial com po nent of house hold wealth,

given that al ter na tive in for ma tion sources are scarce. In the case of Por tu guese house holds, the re sults of the lat -

est IPEF (2006/2007) have been used in the re vi sion of the hous ing wealth se ries that had been pre vi ously ob -

tained on the ba sis of the per pet ual in ven tory method. Ac cord ing to data from the IPEF, ap prox i mately 73 per cent

of Por tu guese house holds are the own ers of their main res i dence with a me dian hous ing value of EUR 95,000. In

ad di tion, around 10 per cent of house holds also own a res i dence other than their main one with a me dian value of

around EUR 81,000 eu ros.3 Tak ing as a ba sis IPEF data, a point value can be ob tained for aggregate household

wealth in housing in 2007, given by the following expression:

Housing wi i
i

N

*å

i.e., by ex trap o lat ing the in di vid ual val ues re ported by each house hold in the sam ple, Hous ingi, us ing the re spec -

tive weightings wi
4. This fig ure rep re sents an up ward re vi sion of around 49 per cent of house hold wealth in hous ing. 

Start ing from this new point value, the new se ries was retropolated on the ba sis of the rates of change im plicit in the 

old se ries, de rived from de vel op ments in value and vol ume of GFCF in hous ing.5 Thus, com par ing the re la tion ship

be tween non-fi nan cial wealth and house hold dis pos able in come on the ba sis of the new and old se ries a level

change is ob served (Chart 1). With re gard to the ra tio of house hold non-fi nan cial wealth to house hold debt, the

new se ries sug gest a glob ally more fa vour able sit u a tion than the old se ries (Chart 2). How ever, a trend de cline in

this ra tio can also be observed, albeit considerably less marked since 2000.
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(1) See Cardoso and Cunha (2005), “Household wealth in Portugal: 1980-2004”, Banco de Portugal Working Paper 4/2005.

(2) See Coimbra, Farinha and Lameira (2008), “How to generate macro data relying on survey micro data on household’s wealth?”, BIS, IFC Bulletin 28,
forthcoming. 2222222222222222222222222222222222222222222

(3) By way of comparison, it should be noted that, according to data from Encuesta Financeira de las Familias conducted by Banco de España, in 2005, 81 per
cent of Spanish households were the owners of their main residence and the median housing value was around EUR 180,000; in Spain, 35 per cent of
households also own other real estate, with a median value of EUR 103,000 (see Economic Bulletin 12/2007, Banco de España).

(4) Households reporting ownership, but presenting no value for the property have been excluded from the observations. When only the acquisition value of
property was available, it was used as a proxy for its current value.

(5) For more detailed information, see Cardoso, Farinha and Lameira (2008), “Household wealth in Portugal: revised series”, Banco de Portugal, forthcoming. 
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Chart 1
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Chart 2

RATIO OF HOUSING WEALTH TO DEBT
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Box 3.2. Sensitivity of household debt burden to changes in interest rates

House holds’ ca pac ity to con tinue ser vic ing their debts may be par tic u larly af fected by mac ro eco nomic con di tions,

namely the level of in ter est rates. This is par tic u larly im por tant in the Por tu guese credit mar ket, since loan con -

tracts in gen eral con tinue to be mainly based on vari able in ter est rates (linked to a bench mark, usu ally a money

mar ket in ter est rate). There fore, an in crease in in ter est rates is quickly re flected in debt ser vice ra tio, i.e. the weight

of in ter est and loan re pay ments on house hold in come. This sit u a tion may af fect par tic u larly the households facing

more critical situations.

In for ma tion on how the debt ser vice ra tio is dis trib uted among in debted house holds is nec es sary in or der to ana -

lyse its sen si tiv ity to changes in the in ter est rate. Data from the lat est House hold Wealth and In debt ed ness Sur vey

(Inquérito ao Patrimómio e Endividamento das Famílias - IPEF), con ducted dur ing the last quar ter of 2006 and the

first quar ter of 2007, are par tic u larly use ful for an up dated out look on changes in house holds’ abil ity to ser vice debt

due to interest rate changes.

This box pres ents a very sim pli fied sim u la tion ex er cise on the ef fect of 1 and 2 per cent age point in creases in in ter -

est rates on the den sity and cu mu la tive prob a bil ity func tions of house hold debt ser vice ra tio. The ex er cise is based

on the dis tri bu tion of house holds as given by the IPEF. The rea son ing be hind the choice of 1 and 2 per cent age

points for the in creases in in ter est rates takes into ac count the rel a tively high start ing point of in ter est rates, as well

as the range of mar ket in ter est rates since the start of the euro area.1 It should also be noted that this anal y sis only

con sid ers in ter est rate changes, all other variables remaining constant.

In the first part of the chart it can be seen that the den sity func tion clearly moves to the right, in di cat ing greater po -

ten tial up surge of house holds with par tic u larly high ra tios. In the sec ond part of the chart, the es ti mated ef fect of the 

in ter est rate in crease on the share of house holds with cer tain crit i cal lev els of debt ser vice ra tio can be di rectly ob -

served. For ex am ple, in the ex treme sit u a tion con sid ered here of a 2 per cent age point in crease in the in ter est rate,

the me dian value of the ra tio in creases from 22 to 26 per cent, i.e. 50 per cent of in debted house holds would have a 

debt ser vice cor re spond ing to more than 26 per cent of their in come. In the higher per cen tiles, dif fer ences are

slightly higher. Per cen tile 75 in creases from 32 to 39 per cent and per cen tile 90 from 44 to 56 per cent, i.e. 25 per

cent of in debted house holds would have a debt ser vice of more than 39 per cent of their in come, while 10 per cent
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Chart 1

SENSITIVITY OF DEBT SERVICE TO CHANGES IN THE INTEREST RATE
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(1) In February 2008 average bank interest rates on loans to households for house purchase and consumer credit and other lending stood at around 5.6 and 8.8 per cent respectively,
corresponding to increases of 0.8 and 0.7 percentage points compared with December 2006, at the time of the IPEF. 



of in debted house holds would have a debt ser vice of more than 56 per cent of their in come. These re sults sug gest

that even if in ter est rates were to rise quite sharply, the per cent age of more vul ner a ble house holds would re main

lim ited. This is con sis tent with the ev i dence that the debt of highly indebted households, in particular the

lower-income households, is relatively low.
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Box 3.3. Access to credit by Portuguese companies

This box out lines de vel op ments in ac cess to bank credit by res i dent com pa nies in Por tu gal in the pe riod from 1995

to 2007. The anal y sis will be fo cused in par tic u lar on the change in the av er age num ber of bank re la tion ships (or,

equiv a lently, credit re la tion ships), the to tal ex po sure by com pany and the to tal num ber of com pa nies with bank re -

la tion ships. These in di ca tors can pro vide an idea on how easy it is for com pa nies to re sort to bank lend ing. This is

an im por tant is sue as dis tor tions in the mar ket of credit to com pa nies may have ma jor con se quences on the ag gre -

gate level of pro duc tiv ity of the econ omy. For in stance, if a com pany in tends to start a pro ject but does not man age

to have ac cess to credit un der fair con di tions due to in ef fi cien cies in the fi nan cial sec tor, the op por tu nity to cre ate

value and em ploy ment is lost. If this is a broadly based phenomenon, it is reasonable to assume that the aggregate

effect may be significant. 

There are at least two or ders of fac tors that seem to have trig gered the in crease in credit granted to com pa nies

since the mid-1990s. The first is the gen er al ised fall in in ter est rates in the 1990s, in the con text of the nom i nal con -

ver gence pro cess of the Por tu guese econ omy, through par tic i pa tion in the euro area. The sec ond is re lated to in sti -

tu tional changes with con se quences for both the sup ply and de mand for credit, such as com pe ti tion in the bank ing

in dus try, the im ple men ta tion of new meth ods for the as sess ment of credit risk by banks, or the pro gres sive so phis -

ti ca tion of com pa nies as re gards the use of credit in stru ments. Given that it is dif fi cult to quan tify the con tri bu tion of

each fac tor, this box anal y ses ac cess to credit by us ing sim ple in di ca tors, such as the num ber and amount of bank

re la tion ships per company, or the number of companies with access to debt.

There is an ex ten sive lit er a ture on the in ter de pen dence be tween the num ber of bank re la tion ships of com pa nies

and the con di tions of ac cess to credit.1 Some au thors ar gue that com pa nies should have a re duced num ber of

bank re la tion ships, in or der to re duce mon i tor ing costs. Oth ers ar gue that com pa nies with a higher num ber of bank

re la tion ships are less prone to the so-called “hold-up prob lem”, i.e. a fi nan cial in sti tu tion prof it ing from an ex clu sive

re la tion ship will ex ploit the asym me try of in for ma tion be tween the com pany and other po ten tial lend ers in or der to

take ex tra prof its from the lend ing re la tion ship. The struc ture of bank re la tion ships of com pa nies may help as sess

credit mar ket de vel op ments in terms of agency and information asymmetry problems, especially in the case of

smaller companies.

An other sim ple mea sure of the ac cess to bank credit is the av er age amount of the to tal ex po sure of each com pany

to the fi nan cial sys tem. This in di ca tor en ables the as sess ment of de vel op ments in the depth of ac cess to credit, as

the av er age in debt ed ness re flects the ex tent to which fi nan cial in sti tu tions are willing to lend.

Fi nally, the num ber of com pa nies with bank debt can also be in ter preted as a mea sure of the de gree of uni ver sal ity

of ac cess to credit.

Data used are pro vided by the Cen tral Credit Reg is ter of Banco de Por tu gal and con cern all Por tu guese le gal per -

sons (which for the sake of sim plic ity are called “com pa nies”) that have bor rowed from res i dent fi nan cial en ti ties.2

In or der to elim i nate the gen eral price ef fect, the nom i nal val ues re ferred to in this box have been de flated by the

pri vate con sump tion de fla tor based on Sep tem ber 2007. An nual data with end-year fig ures have been used, ex -

cept for 2007 where data for the end of the third quar ter was used. Each ob ser va tion re lates to a com pany-fi nan cial

in sti tu tion pair, in a given year. The da ta base con tains 4.5 million observations for a total of 402,151 companies.

First, this box doc u ments the growth of bank credit in Por tu gal in the pe riod from 1995 to the third quar ter of 2007.

Chart 1 shows the stock of credit granted to com pa nies dur ing this pe riod. Marked growth can be seen in to tal credit 

granted un til end-2001, fol lowed by more mod er ate growth. This chart shows to tal credit growth, in real terms and

us ing log growth rates of ap prox i mately 3.8 per cent per quar ter un til end-2001, de clin ing to 0.3 per cent un til

end-2004, and go ing up to 1.3 per cent from 2005 onwards. 
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(1) For a discussion of this issue, see Farinha and Santos (2004) “Switching from single to multiple bank lending relationships: determinants and implications”, Journal of Financial
Intermediation, 11, pages 124-151.

(2) More specifically, all legal persons with a Legal Person Identification Number starting with 5. This definition in addition to non-financial corporations also includes non-profit
institutions or non-central government public-sector bodies. The share of non-financial corporations in the total was higher than 98 per cent in September 2007. The findings of this
box cannot be directly compared with most values published in academic magazines and Banco de Portugal papers on bank relationships of Portuguese companies, as this box
focuses on the universe of firms that meet the conditions mentioned above rather than on any subgroup, as those studies.



The ini tially strong ex pan sion of to tal credit, fol lowed by mod er ate growth, may be as so ci ated with an in crease in

the num ber of ex po sures of each com pany, a rise in the av er age amount of al ready ex ist ing ex po sures, or a higher

num ber of com pa nies hav ing access to credit.

Be fore start ing the anal y sis, it is im por tant to de fine the con cept of “bank re la tion ship” in this con text. In this box, a

bank re la tion ship of a com pany with a fi nan cial in sti tu tion means that the bal ance sheet of that fi nan cial in sti tu tion

reg is ters a pos i tive amount of debt from that com pany.3 The to tal amount per com pany (or to tal ex po sure) shall be

the sum of the amounts of all bank re la tion ships of the com pany. Ta ble 1 rep re sents the num ber of com pa nies

(from among those that have some debt vis-a-vis the fi nan cial sys tem) ac cord ing to the num ber of bank re la tion -

ships for the pe riod from 1995 to 2007. This ta ble shows that in gen eral the struc ture re mained broadly un changed

dur ing this pe riod: around three quar ters of the com pa nies con sid ered have 1 or 2 bank re la tion ships and the share 

of com pa nies with 5 or more bank re la tion ships dropped from 8.3 per cent in 1995 to 6 per cent in 2007. These fig -

ures seem to sug gest that the mech a nism of in crease in ac cess to credit was not due to a re duc tion of the “hold-up

prob lem” or to other fric tions typ i cal of less than per fect in for ma tion, as the choices of companies in terms of the

number of bank relationships did not change significantly.

How ever, this con clu sion may de pend on the size of the com pany ex po sure. This box de fines three cat e go ries of

ex po sure size: “small” ex po sures cor re spond ing to com pa nies whose to tal ex po sure is lower than EUR 1 mil lion.

To this cat e gory be longed 94.2 per cent of the com pa nies at the end of 1995, and 93.7 per cent of the com pa nies in

the third quar ter of 2007 (see Ta ble 2). As a per cent age of the to tal ag gre gate value of ex po sures, this cat e gory ac -

counted for 21.4 per cent of the to tal in 1995, and 17.6 per cent of the to tal in 2007 (see Ta ble 2);4 “me dium” ex po -

sures cor re spond ing to com pa nies whose to tal ex po sure ranges be tween EUR 1 mil lion and EUR 10 mil lion. To

this cat e gory be longed be tween 6.4 and 5.3 per cent of the com pa nies, de pend ing on the date cho sen, and their

weight in the ag gre gate value of ex po sures stood at 31.1 per cent in 1995 and 30.1 per cent in 2007; “large” ex po -

sures cor re spond ing to com pa nies whose stock of out stand ing debt to fi nan cial in sti tu tions is higher than EUR 10

mil lion, ac count ing for less than 0.67 per cent of to tal com pa nies. As a per cent age of to tal ex po sures considered,

the value increased from 47.5 per cent in 1995 to 52.3 per cent in 2007. 
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Chart 1

STOCK OF CREDIT GRANTED TO COMPANIES
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Source: Cen tral Credit Reg is ter of Banco de Por tu gal.

(3) For a detailed description of the Central Credit Register, see Banco de Portugal (2003) “Central Credit Register”, Banco de Portugal Booklet No. 5. The following types of credit have
been excluded from the analysis: type 6 – credit lines, type 9 – written-off loans and type 10 – restructured loans.

(4) The aggregate value of exposures does not correspond to the amount represented in Chart 1 for total credit granted to companies, as Table 2 considers for each company both the
exposures in which the company is the sole debtor, and those in which the company is jointly debtor with other entities, giving rise to double counting. However, the findings of this
box would not be substantially affected if double counting were eliminated, i.e. if only the exposures in which the company is the sole debtor or the main debtor were considered.



Ta ble 3 pres ents the av er age num ber of bank re la tion ships by com pany “size” and for the whole group of com pa -

nies. The ta ble con firms the find ings of sev eral stud ies doc u ment ing a pos i tive cor re la tion be tween com pany size

and the num ber of bank re la tion ships. In ad di tion, the ta ble shows a marked de cline in the num ber of bank re la tion -

ships from 1995 to 2007 for com pa nies whose stock of out stand ing debt is higher than EUR 1 mil lion (me dium and

large ex po sures). The de cline is far lower for com pa nies with small ex po sures. These two fac tors do not nec es sar -

ily con tra dict the pre vi ous con clu sion that the in crease in ac cess to credit was not due to a re duc tion of the “hold-up 
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Table 1

NUMBER OF BANK RELATIONSHIPS PER COMPANY

As a percentage of total companies

Year 1 2 3 4 5 or more

1995 51.5 23.3 11.2 5.7 8.3

1996 52.0 23.1 11.2 5.6 8.0

1997 52.9 23.4 10.7 5.6 7.4

1998 56.3 23.1 10.0 4.7 5.8

1999 54.7 23.7 10.4 5.0 6.2

2000 54.2 23.8 10.9 5.1 6.0

2001 51.2 24.3 11.6 5.8 7.1

2002 51.3 24.0 11.5 5.9 7.3

2003 51.2 24.1 11.5 5.9 7.3

2004 53.6 23.8 10.8 5.5 6.3

2005 54.6 23.7 10.6 5.2 6.0

2006 54.7 23.8 10.7 5.1 5.7

2007 54.0 23.8 10.9 5.2 6.0

Source: Cen tral Credit Reg is ter of Banco de Por tu gal.

Table 2

PERCENTAGE OF COMPANIES AND WEIGHT IN THE AGGREGATE VALUE OF EXPOSURES BY EXPOSURE

SIZE

All figures as a percentage

Percentage of companies Weight in aggregate exposures

Exposure size Exposure size

Year Small Medium Large Small Medium Large

1995 94.2 5.3 0.52 21.4 31.1 47.5

1996 94.2 5.3 0.45 24.9 35.2 39.9

1997 93.9 5.6 0.50 24.0 35.1 40.8

1998 93.6 5.9 0.52 22.2 33.7 44.1

1999 93.2 6.2 0.56 19.8 32.0 48.2

2000 92.9 6.4 0.62 18.6 31.9 49.5

2001 93.2 6.1 0.64 18.0 30.8 51.1

2002 93.5 5.8 0.63 18.2 30.3 51.5

2003 93.7 5.7 0.63 18.1 30.2 51.7

2004 93.7 5.6 0.63 18.4 31.0 50.6

2005 93.7 5.6 0.66 18.3 30.9 50.7

2006 93.6 5.7 0.67 18.0 30.7 51.3

2007 93.7 5.7 0.67 17.6 30.1 52.3

Source: Cen tral Credit Reg is ter of Banco de Por tu gal.



prob lem” or to other fric tions typ i cal of less than per fect in for ma tion. In fact, in for ma tion asym me try prob lems are

more se ri ous in youn ger com pa nies, which are typ i cally smaller. With re gard to com pa nies with small ex po sures,

the share of com pa nies with only one credit re la tion ship has been sta ble over time (54 per cent in 1995, 56.4 per

cent in 2007) and the share of com pa nies with small ex po sures and two credit re la tion ships has also been fairly

stable over time (24.2 per cent on average in the period under review). 

The re duc tion in the num ber of credit re la tion ships ob served in larger com pa nies may be partly ex plained by phe -

nom ena like the pro gres sive con cen tra tion in the Por tu guese bank ing sys tem, which via a me chan i cal ef fect re -

duces the num ber of com pany re la tion ships. For ex am ple, 11 in sti tu tions ac counted for around two thirds of the ag -

gre gate value of ex po sures in 1995; in 2007 only 6 in sti tu tions held the same share in to tal ex po sures (see Ta ble

4). Given that com pa nies with larger ex po sures are those with a higher num ber of bank re la tion ships, this con cen -

tra tion of in sti tu tions may have had a stron ger ef fect, in terms of the num ber of bank re la tion ships, on the larger

com pa nies. On the other hand, Ta ble 3 il lus trates that the in crease in the to tal stock of credit ob served in Chart 1

does not re sult from an in crease in the number of bank relationships, as they decreased for all sizes.

With re gard to the av er age size of the to tal ex po sure of each com pany, Ta ble 5 shows that the av er age ex po sure

does not ex hibit a clear growth pat tern, rang ing be tween EUR 390,000 and EUR 540,000. This per for mance does

not suf fice to ex plain an in crease of more than 230 per cent in the stock of credit seen in Chart 1. Be sides it ex tends

to each size cat e gory: in real terms, each ex po sure did not change as much as it would have been nec es sary to ex -

plain the huge in crease in to tal credit granted.5 Like wise, the asym me try be tween large and small ex po sures does

not seem to have changed sig nif i cantly in the pe riod un der re view, as can be in ferred from the per for mance of the

Gini coefficient for exposures as a whole.

The pre vi ous dis cus sion sug gests that the in crease in credit from 1995 to 2007 was chiefly due to a rise in the num -

ber of com pa nies with bank re la tion ships. Ta ble 6 and Chart 2 sup port these find ings. The num ber of com pa nies

with at least one credit re la tion ship in creased from 102,000 in 1995 to 238,000 in 2007, largely ex plain ing the rise

in the amount of ag gre gate credit. Un til end-2001, the growth rate of the num ber of com pa nies with bank re la tion -

ships stood at around 2.4 per cent per quar ter. Sub se quently, this pace of growth slowed down to 1 per cent per

quar ter. These fig ures are con sis tent with the pic ture out lined for the growth of aggregate credit.
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Table 3

AVERAGE NUMBER OF BANK RELATIONSHIPS

All companies Company size

Year Small Medium Large

1995 2.1 1.9 5.5 8.1

1996 2.1 1.9 5.3 7.8

1997 2.0 1.8 5.1 7.6

1998 1.9 1.7 4.4 6.5

1999 1.9 1.7 4.4 6.7

2000 1.9 1.8 4.1 5.9

2001 2.0 1.9 4.3 5.8

2002 2.0 1.9 4.3 5.6

2003 2.0 1.9 4.3 5.4

2004 2.0 1.8 4.1 5.1

2005 1.9 1.8 4.0 5.0

2006 1.9 1.8 4.0 5.0

2007 1.9 1.8 4.0 5.2

Source: Cen tral Credit Reg is ter of Banco de Por tu gal.

(5) It should be noted that the changes observed between 1999 and 2002 in the average value of large exposures result from one-off huge operations in this period, as well as from the
reduced number of exposures in this category.



More over, it is pos si ble to as sess whether the in crease in the share of large ex po sures – ac count ing for more than

50 per cent of the ag gre gate value of ex po sures in 2007 – was due to new com pa nies or to com pa nies that moved

up from lower cat e go ries.  Chart 3 shows that among the large com pa nies the share of new ex po sures re mained

rel a tively low over time. For ex am ple, in 2007 only 3.4 per cent of the ag gre gate amount of large ex po sures cor re -

sponded to com pa nies that in the pre vi ous year had no bank re la tion ships. By con trast, un til 2001 the share of ex -

po sures of com pa nies that in the pre vi ous year were small or me dium re mained far higher than that of new com pa -

nies with credit re la tion ships (on av er age, nearly the tri ple). Sub se quently, this ef fect faded away con sid er ably.

This sug gests that un til 2001 there was a strong in crease in terms of size of com pa nies with pre vi ous credit re la -
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Table 4

NUMBER OF FINANCIAL INSTITUTIONS

REPRESENTING TWO THIRDS OF THE

AGGREGATE EXPOSURE VALUE

Year Number of institutions

1995 11

1996 12

1997 11

1998 9

1999 8

2000 7

2001 7

2002 7

2003 7

2004 7

2005 6

2006 6

2007 6

Source: Cen tral Credit Reg is ter of Banco de Por tu gal.
Note: End-year fig ures ex cept for 2007, where fig ures re fer to the third quar ter.

Table 5

AVERAGE SIZE AND GINI COEFFICIENT OF EXPOSURES

Average exposure size in 10^6 euros (defl. base September 2007) Gini coefficient

All companies Exposure size All companies

Year Small Medium Large

1995 0.45 0.10 2.63 41.40 0.90

1996 0.39 0.10 2.57 34.60 0.89

1997 0.41 0.11 2.59 33.80 0.89

1998 0.46 0.11 2.62 38.70 0.89

1999 0.51 0.11 2.62 44.10 0.90

2000 0.54 0.11 2.67 43.10 0.90

2001 0.54 0.10 2.69 42.70 0.91

2002 0.52 0.10 2.69 42.50 0.91

2003 0.51 0.10 2.69 41.70 0.91

2004 0.49 0.10 2.70 39.30 0.91

2005 0.49 0.10 2.71 38.00 0.91

2006 0.50 0.10 2.71 38.40 0.91

2007 0.51 0.10 2.72 39.60 0.91

Source: Cen tral Credit Reg is ter of Banco de Por tu gal.



tion ships, while the share of di rect en tries in the large ex po sures cat e gory re mained low through out the whole pe -

riod un der re view. This anal y sis sug gests that al ready ex ist ing ex po sures in creased over the pe riod, but there is no 

ev i dence whether these ex po sures emerged dur ing the pe riod or al ready ex isted in 1995. A very sim ple way of in -

ves ti gat ing this mat ter con sists in mea sur ing the share in to tal ex po sures in 2007 of al ready ex ist ing ex po sures in

1995. For the ag gre gate of ex po sures that share cor re sponded to 44.2 per cent.6 Of the in crease in to tal ex po sures 

dur ing the pe riod un der re view, ap prox i mately 30 per cent re sulted from al ready ex ist ing ex po sures in 1995 and

the re main der from ex po sures that emerged in the mean time. It should be noted that the con tri bu tion of new ex po -
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Chart 2
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Source: Cen tral Credit Reg is ter of Banco de Por tu gal.

Chart 3
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Table 6

NUMBER OF COMPANIES WITH AT LEAST ONE BANK RELATIONSHIP 

In thousands

Exposure size

Year Total Small Medium Large

1995 102.15 96.20 5.42 0.53

1996 110.34 103.97 5.87 0.50

1997 119.32 112.03 6.69 0.60

1998 125.18 117.12 7.40 0.65

1999 147.49 137.49 9.18 0.82

2000 160.41 149.09 10.33 0.99

2001 182.81 170.40 11.23 1.17

2002 203.99 190.81 11.90 1.28

2003 211.80 198.39 12.07 1.34

2004 217.52 203.87 12.28 1.38

2005 223.63 209.63 12.54 1.47

2006 228.47 213.92 13.02 1.53

2007 238.40 223.31 13.48 1.61

Source: Cen tral Credit Reg is ter of Banco de Por tu gal.

(6) Taking only into account large exposures (in 2007), this weight corresponded to 48 per cent.



sures is not im me di ately felt. Cal cu la tions out side the scope of this box suggest that the share in total exposures of

a generation of new exposures reaches a peak approximately five years after the emergence of the exposure. 

The main con clu sion to be drawn is that in the pe riod un der re view growth of to tal ex po sures of com pa nies (and

there fore of credit) was due to both new ex po sures that emerged in the pe riod un der re view and their growth dy -

nam ics (around 70 per cent of the in crease), and to al ready ex ist ing ex po sures in 1995 (the re main ing 30 per cent

of the in crease). At the same time, larger com pa nies re duced the num ber of bank re la tion ships, with the to tal av er -

age ex po sure re main ing vir tu ally un changed, ir re spec tive of the size. Growth of al ready ex ist ing ex po sures was

par tic u larly strong un til 2001. The in crease in credit seems to have been chiefly driven by im proved ac cess con di -

tions to credit in terms of price, as the rise was stronger during the period of declining interest rates.

More in-depth stud ies will re veal the share of the in crease in credit granted that was due to the fact that banks

made eas ier the ac cess to debt (more com pe ti tion, better risk as sess ment meth ods, etc.), and the share that was

due to a pro cess of con ver gence of in ter est rates, which was largely in de pend ent from the Por tu guese financial

system.
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4. BANKING SYSTEM1

4.1. Overview

In 2007 the en vi ron ment in which the Por tu guese bank ing sys tem had been car ry ing out its ac tiv ity

changed sig nif i cantly. In fact, in ter na tional fi nan cial mar kets re corded a broadly based strong tur bu -

lence, in the wake of the de te ri o ra tion of the US subprime mort gage sec tor. In 2007 the ef fects of this

sit u a tion were al ready ap par ent in the Por tu guese bank ing sys tem, in par tic u lar in the prof it abil ity, li -

quid ity and sol vency in di ca tors. De vel op ments in the first months of 2008 un til the date of pub li ca tion

of this re port, clearly point to an in ten si fi ca tion of these ef fects and to their in creas ing spill-over to the

re la tion ship be tween banks and their cus tom ers, in terms of both price and amounts, as well as in

lending or borrowing transactions.

Over the past few years, the ac tiv ity of the Por tu guese bank ing sys tem has been car ried out in a par tic -

u larly fa vour able in ter na tional fi nan cial en vi ron ment. Against a back ground of over all deep en ing of fi -

nan cial and eco nomic in te gra tion, the Por tu guese econ omy bene fited from am ple li quid ity in

in ter na tional fi nan cial mar kets at re duced cost, which trans lated into fa vour able fi nanc ing con di tions in 

the large ma jor ity of the ad vanced econ o mies over a rel a tively pro tracted pe riod. Due to Por tu gal’s

par tic i pa tion in the euro area, Por tu guese eco nomic agents in gen eral and banks in par tic u lar had eas -

ier ac cess to fi nanc ing mar kets with out ex change rate risk. In ad di tion, since 2004 risk premia had

been grad u ally de creas ing to his tor i cally low lev els in most in ter na tional fi nan cial mar kets, even in risk -

ier as set classes. In par al lel with sub stan tial val u a tion and low vol a til ity in stock mar kets, these de vel -

op ments have con sid er ably made eas ier the fi nanc ing in whole sale debt mar kets of the large ma jor ity

of fi nan cial in sti tu tions in ad vanced econ o mies. This has fos tered the ex pan sion of their ac tiv ity and

the de vel op ment of new and more so phis ti cated prod ucts. With re gard to the Por tu guese econ omy,

this en vi ron ment led to the main te nance of a sig nif i cant im bal ance be tween do mes tic sav ings and in -

vest ment, re sult ing in a pro gres sive de te ri o ra tion of the in ter na tional in vest ment po si tion, with banks

play ing a key role in the rais ing of funds abroad. One of the most vis i ble re sults of these de vel op ments

has been the grow ing dis crep ancy be tween growth in do mes tic credit and in re sources from res i dent

cus tom ers, which banks have mainly coun ter bal anced by is su ing me dium and long-term debt se cu ri -

ties, as well as by securitisations, largely with non-res i dent en ti ties. More spe cif i cally, this en vi ron ment

has con trib uted to marked growth in bank credit, as well as to lim ited de lin quency in banks’ credit port -

fo lios and, ul ti mately, to the im prove ment of their prof it abil ity and sol vency in di ca tors, de spite the un fa -

vour able mac ro eco nomic en vi ron ment of the Por tu guese econ omy, mir rored in a low trend growth. In

con trast, li quid ity in di ca tors have been de te ri o rat ing pro gres sively since 2005, re flect ing the grow ing
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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 the banking institutions analysed. The difficulty in preparing robust compared analyses between the different accounting systems required 
a redefinition of the universe of banking institutions to be analysed. Hence, in the 2005 and 2006 Financial Stability Reports, the analysis covered the
thirteen banking groups that had adopted the IAS (or the Adjusted Accounting Standards) in the preparation of their financial statements in 2005, accounting 
for around 87 per cent of the total assets of the Portuguese banking system at the end of 2004. In this Financial Stability Report, the group of banking
institutions under analysis was revised to also include institutions that adopted the IAS in 2006. With the exception of SICAM (Integrated System of Mutual
Agricultural Credit), which only adopted the IAS in 2007 in the preparation of their financial statements, the group of institutions under analysis in this report
is similar to that analysed up to 2004 (about 96 per cent of assets of the group of institutions under analysis at the time). Thus, the aggregate considered for
the Portuguese banking system refers to the group of banks and savings banks, excluding banks having their head office or carrying on activities exclusively 
in the Madeira off-shore and/or dealing predominantly with non-residents. Branches of credit institutions having their head office in another EU Member
State are also considered as banks and included in this aggregate – except for those that are not classified as monetary financial institutions (MFIs) – as well 
as branches of credit institutions having their head office in non-EU countries. Finally, due to the implementation of the new accounting standards and the
consequent change in the group of institutions, as well as the broadening of the group of institutions under analysis, there is a break in the series between
2004 and 2005 and between 2006 and 2007. Hence, the analysis of developments in indicators should take this into account. For clarity purposes,
whenever necessary, in this chapter’s charts a vertical line signals breaks in the series. 



vol ume of is su ance that must be re fi nanced on ma tu rity. At the end of 2007 liabilities on account of

wholesale market financing represented about 45 per cent of the loans registered in the balance sheet

of domestic institutions. Thus, the Portuguese banking system is sensitive to changes in international

financial market conditions.

In the first half of 2007 de vel op ments re mained pos i tive for Por tu guese banks, in line with the trend

seen in re cent years. This was mir rored in a sus tained pace of ex pan sion of ac tiv ity and fa vour able

prof it abil ity and as set qual ity lev els. Fi nanc ing in whole sale mar kets was high, re flect ing sig nif i cant re -

course to the is su ance of debt se cu ri ties, namely mort gage bonds. The slight de cline in the over all

cap i tal ad e quacy ra tio mainly re flected a sig nif i cant ex pan sion of ac tiv ity. In the same vein, mar ket in di -

ca tors and rat ing agency assessments showed favourable developments.

In the sec ond half of 2007 tur bu lence in in ter na tional fi nan cial mar kets, trig gered by the subprime

credit cri sis in the United States, have changed dra mat i cally the con di tions in which fi nan cial in sti tu -

tions op er ate. Fol low ing a global risk re as sess ment, the value of some fi nan cial as sets (both shares

and debt se cu ri ties) has de clined sharply, in par tic u lar those is sued by fi nan cial in sti tu tions. In ad di tion, 

fund ing con di tions in whole sale mar kets of fi nan cial in sti tu tions in ad vanced econ o mies have been

con sid er ably af fected, namely due to the sig nif i cant pric ing in of risk premia. There fore, al though Por -

tu guese banks have lim ited di rect ex po sure to the US subprime mar ket, these de vel op ments con trib -

uted neg a tively to prof it abil ity de vel op ments via an in crease in bor row ing costs al ready in the sec ond

half of 2007. This was due to a de crease in the con tri bu tion of the fi nan cial mar gin, a de cline in gains

aris ing from fees and fi nan cial op er a tions and a de crease in the value of banks’ fi nan cial as set port fo -

lios. On the other hand, these de vel op ments have con trib uted to a de te ri o ra tion of the sol vency in di ca -

tors through both a com pres sion of net in come and a re duc tion in re val u a tion re serves as so ci ated with

avail able-for-sale as sets, against a back ground of con tin ued strong ex pan sion of ac tiv ity. Nev er the -

less, rat ings given by in ter na tional rat ing agen cies to Por tu guese banks have re mained broadly un -

changed in the sec ond half of the year and were over all quite pos i tive. Fur ther more, the ap proval of

loans, the main as set un der ly ing de vel op ments in own funds re quire ments, has re mained very buoy -

ant, de spite a sig nif i cant change in the en vi ron ment and al though the ma jor Por tu guese banks have

been re port ing tighter credit stan dards for the approval of loans since the third quarter of 2007, which

inter alia may be related to lags in the transmission mechanism.

The per sis tence of fi nan cial mar ket in sta bil ity in the first months of 2008, the con tin ued high un cer -

tainty on how it will be over come and the am pli fy ing ef fect of the mech a nisms in volved in the in ter ac -

tion be tween the fi nan cial and real seg ments of the econ omy are fun da men tal fac tors in as sess ing its

po ten tial im pact on the per for mance of the Por tu guese bank ing sys tem in the near fu ture. In the ab -

sence of a rapid nor mali sa tion of in ter na tional fi nan cial mar kets, the re duc tion in prof it abil ity will tend to 

be more marked not only in the con text of a fore see able slow down in credit and some de te ri o ra tion in

credit qual ity but also of a re duc tion in the value of bank se cu ri ties port fo lios, as al ready re ported for

the first quar ter of the year by some bank ing groups. These de vel op ments will also tend to be more

strongly re flected in 2008 than in 2007 in a com pres sion of own funds, mir ror ing not only the im pact on

bank se cu ri ties port fo lios and fi nan cial hold ings but also on pen sion fund port fo lios of bank em ploy ees. 

In this con text, it is ex tremely im por tant that banks in crease their own funds to ad e quate levels,

enabling them to permanently cope with unexpected adverse shocks of unknown nature and

magnitude.

Fi nally, against the cur rent back ground, changes are to be ex pected in the stra te gic be hav iour of

banks in some ar eas. On the one hand, banks should con tinue to ap ply tighter credit stan dards to

loans, which will likely be re flected in a slow down in credit. The tight en ing of credit stan dards may re -

sult in the adop tion of higher in ter est rate spreads in lend ing op er a tions com pared with money mar ket
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in ter est rates, as well as of other tighter stan dards, which may in turn pre vent bank counterparties from 

mit i gat ing the neg a tive im pact of the in crease in bank in ter est rates. It should be noted that, in a con -

text of in creas ing key ECB in ter est rates since the end of 2005, banks have al lowed counterparties to

ac com mo date the in crease in fi nanc ing costs by adopt ing other more fa vour able con di tions (namely

the length en ing of loan ma tu ri ties and a re duc tion in lend ing mar gins com pared with money mar ket

rates), which seem to have fa voured not only the main te nance of loan flows but also the lim ited emer -

gence of new credit port fo lio de faults. There fore, some in crease, al beit lim ited, is to be expected in the

delinquency ratios of the private non-financial sector.

On the other hand, banks will prob a bly main tain their strat e gies started in the sec ond half of 2007 re -

gard ing the col lec tion of cus tomer de pos its. In fact, de spite some im prove ment in bond mar kets since

the end of March 2008, which en abled some of the ma jor Por tu guese bank ing groups to is sue sig nif i -

cant amounts of debt in May, avail able ev i dence sug gests that fi nanc ing con di tions in the whole sale

mar ket are still far from be com ing nor mal. This has trans lated into rel a tively high costs in rais ing sig nif i -

cant fund ing through the is su ance of se cu ri ties or securitisations, and into sig nif i cant re fi nanc ing risk in 

the money mar ket (given the short ma tu rity of ac cepted op er a tions). A higher re mu ner a tion of re -

sources from cus tom ers will add to the sus tained growth of this ag gre gate – seen since the third quar -

ter of 2007 – and con trib ute to an im prove ment in banks’ li quid ity po si tion, given the greater sta bil ity of

this re source. This, to gether with the main te nance of ad e quate cap i tal lev els, is es sen tial to pre vent

the ad just ment of banks’ as set position from jeopardising the key role played by banks as financial

intermediaries in the economy.

4.2. Activity and profitability

Ac tiv ity

In 2007 the bank ing sys tem ac tiv ity, as sessed in terms of to tal as sets on a con sol i dated ba sis, main -

tained a ro bust pace of growth, around 12 per cent, with credit to cus tom ers con trib ut ing the most to

this ex pan sion (Table 4.2.1).

In ter na tional fi nan cial mar ket in sta bil ity, which emerged in the sum mer of 2007 and has since then sig -

nif i cantly af fected the fi nanc ing struc ture of fi nan cial in sti tu tions, seems not to have dis turbed the Por -

tu guese banks’ lend ing ca pac ity to the non-fi nan cial pri vate sec tor in the sec ond half of 2007 and the

first months of 2008. None the less, these de vel op ments may have led to changes in bank be hav iour re -

gard ing credit standards and resources from customers.

Credit to cus tom ers, the main com po nent of as sets, con tin ued to grow sig nif i cantly, by 15.3 per cent in

De cem ber 2007 (es ti mated at 15.7 per cent when ad justed for se curi ti sa tion op er a tions). These de vel -

op ments have re flected the ex pan sion of ac tiv ity in sub sid iar ies abroad of ma jor Por tu guese bank ing

groups, as well as the con tin ued buoy ancy in the do mes tic mar ket (Chart 4.2.1).2 In this mar ket, loans

to res i dent non-fi nan cial cor po ra tions have ac cel er ated sig nif i cantly (with the rate of change in creas -

ing from 6.2 per cent at the end of 2006 to 12.6 per cent at the end of 2007).3 In the case of house holds, 

rates of change in loans for house pur chase have con tin ued to be high (8.5 per cent at the end of

2007), de spite a down ward trend since early 2006. In turn, con sumer credit and other lend ing have ac -

cel er ated further, standing at 11.7 per cent at the end of 2007.
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(2) For further details on bank lending developments, see “Section 4.6 Credit risk”. 

(3) The annual rate of change in loans by institutional sector is based on loans granted by resident financial institutions adjusted for credit securitisation
operations conducted through non-resident special purpose vehicles. The financial institutions aggregate includes resident monetary financial institutions
and other credit institutions included in the other resident financial intermediaries and financial auxiliaries sector. 
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Table 4.2.1

BALANCE SHEET OF THE BANKING SYSTEM

On a consolidated basis

EUR millions As a percentage of total assets Year-on-year rate of change (per cent) (a)

2006 2007 2006 2007 2006 2007

Dec. Jun. Dec. Dec. Mar. Jun. Sep. Dec. Dec. Mar. Jun. Sep. Dec.

Cash and claims on central banks 7 156 5 144 8 105 1.9 1.6 1.3 1.5 1.9 11.3 19.3 -9.8 6.3 13.3

Claims on other credit institutions 3 991 3 314 4 022 1.1 0.8 0.8 1.0 1.0 11.5 2.1 -17.2 22.1 0.8

Investment in credit institutions 37 850 38 730 36 981 10.2 8.8 9.7 9.5 8.8 0.7 4.0 18.7 13.2 -2.3

Portfolio of financial asset securities: 49 607 57 372 55 264 13.3 14.3 14.4 13.6 13.2 18.1 15.9 21.5 12.7 11.4

Financial assets at fair value through profit or loss 22 635 26 644 22 742 6.1 6.5 6.7 6.2 5.4 11.0 11.3 18.8 5.8 0.5

Equity 1 684 1 544 1 691 0.5 0.5 0.4 0.3 0.4 52.6 6.7 26.9 -28.4 0.4

Debt instruments 14 500 17 261 13 173 3.9 4.3 4.3 3.9 3.1 4.2 7.7 13.0 1.1 -9.1

Other 6 451 7 839 7 877 1.7 1.7 2.0 1.9 1.9 20.2 23.4 32.2 27.3 22.1

Available-for-sale financial assets 20 323 24 244 26 566 5.5 6.1 6.1 5.9 6.3 28.0 21.7 29.7 25.6 30.7

Equity 6 153 7 903 7 766 1.7 1.8 2.0 1.8 1.9 45.8 43.1 68.0 29.6 26.2

Debt instruments 13 724 15 865 18 100 3.7 4.0 4.0 4.0 4.3 28.7 18.5 22.9 23.6 31.9

Other 446 475 700 0.1 0.2 0.1 0.2 0.2 -56.2 -40.1 -55.6 35.3 57.0

Investment held to maturity 1 060 1 090 1 116 0.3 0.3 0.3 0.3 0.3 -7.6 9.6 20.9 26.5 5.3

Hedging derivatives 1 501 2 058 1 376 0.4 0.4 0.5 0.3 0.3 34.3 48.9 44.4 -0.4 -8.3

Investment in subsidiaries 4 089 3 335 3 465 1.1 1.1 0.8 0.9 0.8 17.1 6.0 -11.6 -6.4 -15.3

Net credit to customers 239 028 254 727 275 676 64.1 64.7 64.0 65.1 65.8 11.5 13.0 14.0 16.9 15.3

 Gross credit 244 434 260 493 281 666 65.6 66.2 65.4 66.6 67.3 11.2 12.6 13.8 16.4 15.2

of which: Overdue loans to customers 3 604 4 068 4 252 1.0 1.1 1.0 1.0 1.0 -4.7 5.3 8.1 5.9 18.0

Impairment and value adjustments in credit to customers -5 405 -5 766 -5 990 -1.5 -1.5 -1.4 -1.4 -1.4 -1.2 0.0 3.5 -0.8 10.8

Securitised non-derecognised assets 16 199 18 541 19 317 4.3 5.0 4.7 4.7 4.6 8.5 28.4 26.3 3.9 19.2

of which: Credit to customers 16 181 18 541 19 320 4.3 5.0 4.7 4.7 4.6 8.4 28.1 26.3 3.9 19.4

Tangible and intangible assets 4 401 4 627 4 880 1.2 1.2 1.2 1.1 1.2 8.9 13.0 12.5 9.8 10.9

Other assets 14 441 15 784 14 415 3.9 3.6 4.0 3.5 3.4 -3.6 0.3 14.5 7.3 -0.2

Total assets 372 674 398 238 418 660 100.0 100.0 100.0 100.0 100.0 10.5 12.7 15.3 14.7 12.3

Resources from central banks 1 901 2 213 5 550 0.5 0.5 0.6 1.0 1.3 -72.0 -75.3 -74.2 139.8 191.9

Resources from other credit institutions 60 862 67 496 66 671 16.3 16.7 16.9 16.1 15.9 10.5 14.7 14.1 5.1 9.5

Resources from customers and other loans 166 678 165 971 181 815 44.7 42.8 41.7 42.5 43.4 5.0 6.6 6.4 11.8 9.1

Liabilities represented by securities 82 774 95 502 96 875 22.2 23.4 24.0 23.8 23.1 29.4 32.0 43.5 23.0 17.0

Subordinated liabilities 10 112 10 099 11 142 2.7 2.7 2.5 2.5 2.7 -0.8 1.4 1.2 5.1 10.2

Financial liabilities held for trading 7 277 9 848 9 985 2.0 2.1 2.5 2.5 2.4 25.3 36.5 40.8 46.3 37.2

Hedging derivatives 1 881 2 777 2 002 0.5 0.5 0.7 0.5 0.5 82.4 62.9 81.1 5.0 6.4

Liabilities for non-derecognised assets in securitisation operations 4 226 4 941 4 592 1.1 1.3 1.2 1.5 1.1 74.8 73.7 77.5 45.9 8.7

Other liabilities 13 831 14 242 14 053 3.7 3.5 3.6 3.5 3.4 -7.1 -2.3 12.5 14.2 1.6

Total liabilities 349 543 373 089 392 685 93.8 93.5 93.7 93.8 93.8 9.8 12.1 15.1 14.9 12.3

Capital 23 131 25 149 25 974 6.2 6.5 6.3 6.2 6.2 22.2 22.1 17.9 12.5 12.3

Total liabilities and net position 372 674 398 238 418 660 100.0 100.0 100.0 100.0 100.0 10.5 12.7 15.3 14.7 12.3

Source: Banco de Por tu gal.
Note: (a) In 2006 year-on-year rates of change were based on thir teen bank ing groups con sid ered in the Banco de Por tu gal, Financial Stability Report-2006 due to lack of com pa ra ble fi nan cial state ments for the bank ing sec tor as a whole in 2005 and 2006.



In a con text of ris ing in ter est rates and grad ual up turn in eco nomic ac tiv ity, the main te nance of a high

growth pace of credit to cus tom ers and very low de fault ra tios in the port fo lio of loans to the non-fi nan -

cial pri vate sec tor has been as so ci ated with the ad e quacy of bank credit stan dards to the fi nan cial ca -

pac ity of cus tom ers over the past few years.

In early 2008 credit to the non-fi nan cial pri vate sec tor con tin ued to grow at a ro bust pace. In March the

an nual rates of change in bank loans to house holds and non-fi nan cial cor po ra tions stood close to 9

and 13 per cent re spec tively.4 This was ob served even though Por tu guese bank ing in sti tu tions re -

spond ing to the Bank Lend ing Sur vey had re ported that banks’ dif fi cul ties in ob tain ing whole sale mar -

ket fi nanc ing, as from early Au gust 2007, were be ing re flected in tighter credit standards.

Al though con trib ut ing less to the in crease in to tal as sets in 2007, se cu ri ties port fo lio growth was also

sig nif i cant (around 11 per cent). How ever, there were rather mixed be hav iours among its com po nents,

spe cial men tion an in crease in avail able-for-sale fi nan cial as sets. With re gard to fi nan cial in stru ments,

in the first half of the year the eq uity port fo lio seems to have bene fited from sig nif i cant val u a tion in eq -

uity mar ket. None the less, as a re sult of in ter na tional fi nan cial mar ket tur moil over the sec ond half of

the year, part of that val u a tion has been re versed. In turn, the in crease in the debt in stru ments port fo lio

has bene fited from the pur chase, by one ma jor non-do mes tic bank ing group, of size able debt se cu ri -

ties is sued in the con text of se curi ti sa tion op er a tions (which con trib uted to around half the in crease in

this port fo lio).5 
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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.
Note: The break in the se ries in 2004 cor re sponds to the im ple men ta tion of the In ter na -
tional 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. In turn, the break in the se ries in 2006 cor re sponds to a
wid en ing of the group of in sti tu tions un der anal y sis. The new ac count ing stan dards in tro -
duced stricter cri te ria for the full derecognition of se curi tised as sets. Ac cord ing to the IAS,
the said derecognition shall only oc cur when all the rights and ob li ga tions as so ci ated with
those as sets are fully trans mit ted. Se ries ad justed for se curi ti sa tion op er a tions include
derecognised and non-derecognised operations.

(4) Information for the first quarter of 2008 is only available regarding resident monetary financial institutions as a whole, based on Monetary and Financial
Statistics data. The annual rate of change was obtained from the relation between outstanding amounts of bank loans, adjusted for securitisation
operations, and the monthly transactions (which are calculated from the outstanding amounts corrected of reclassifications, write-offs and exchange rate
and price revaluations).

(5) For further details on the securities portfolio of the banking system, see “Section 4.4 Market risk”.



Re sources from cus tom ers and other loans have con tin ued to be the main source of fi nanc ing for

bank ing ac tiv ity, with a rate of change close to 9 per cent at the end of 2007.6 This in crease was par tic -

u larly rel e vant in the third quar ter, a pe riod in which, given the de te ri o rat ing whole sale fi nanc ing mar ket 

con di tions, in the con text of in ter na tional fi nan cial mar ket tur moil and un cer tainty, banks seem to have

adopted more com pet i tive de posit col lec tion strat e gies. At the same time, de vel op ments in cus tomer

de pos its should have re sulted from port fo lio shifts in fi nan cial as sets of eco nomic agents, re flect ing the 

in ter na tional fi nan cial in sta bil ity. Ac cel er a tion in re sources from cus tom ers have sig nif i cantly con trib -

uted to ac tiv ity ex pan sion in the sec ond half of 2007, given that it was the main coun ter part of changes

in bank loans. In early 2008 avail able data pointed to fur ther sig nif i cant in creases in cus tomer de pos -

its.7

Li a bil i ties rep re sented by se cu ri ties grew by around 17 per cent, mainly ben e fit ing from fa vour able fi -

nanc ing con di tions in in ter na tional fi nan cial mar kets in the first half of 2007. In fact, in the first half of

the year, banks is sued a very high vol ume of debt se cu ri ties (par tic u larly mort gage bonds), and most

ma jor bank ing groups im ple mented in this pe riod a sig nif i cant part of their fi nanc ing programmes

sched uled for the year as a whole. In the sec ond half of the year, amid de te ri o rat ing in ter na tional fi nan -

cial mar ket con di tions, par tic u larly in whole sale debt mar kets, net is su ance of debt se cu ri ties declined

significantly from the first half of the year.

Re course to the money mar ket to ob tain fi nanc ing (net of in vest ments) in creased sig nif i cantly in 2007.

These de vel op ments were mainly con cen trated in the first half of the year, and, as in pre vi ous years,

made it pos si ble to ac com mo date fi nanc ing needs re sult ing from the sea sonal na ture of some bal ance 

sheet items. In the sec ond half of the year, trans ac tions with cen tral banks were par tic u larly note wor -

thy, which, how ever, con tin ued to ac count for a small share in to tal bank fi nanc ing. This seemed to be

as so ci ated with tur moil in whole sale fi nanc ing mar kets in this period, including the interbank money

market.

Prof it abil ity

In 2007 in come be fore taxes and mi nor ity in ter ests of the bank ing sys tem, on a con sol i dated ba sis,

grew by around 3 per cent, while prof it abil ity in di ca tors of the bank ing sys tem de clined (Ta ble 4.2.2).

How ever, this de crease was strongly con di tioned by in come level in 2006, which was pos i tively in flu -

enced by a non-re cur ring op er a tion re lated to the re struc tur ing of par tic i pat ing in ter ests in in sur ance

com pa nies by one ma jor bank ing group. Ex clud ing the ef fect as so ci ated with this op er a tion, in come

would have grown by around 13 per cent and prof it abil ity in di ca tors would have de clined more slightly

(Chart 4.2.2). How ever, in 2007 prof it abil ity was also af fected by a range of non-re cur ring fac tors, with

neg a tive im pact on in come de vel op ments, par tic u larly costs as so ci ated with the take over bid in volv ing

Mil len nium BCP and BPI bank ing groups and the sub se quent merger bid by BPI. Ad justed for non-re -

cur ring op er a tions in 2006 and 2007, growth of prof its for 2007 would have been close to 15 per cent.

More over, al though di rect ex po sure of Por tu guese banks to the US subprime mar ket has not been sig -

nif i cant, the ef fects of in ter na tional fi nan cial mar ket tur moil has started to neg a tively spill over into de -

vel op ments in profit and loss of the Por tu guese bank ing sys tem, in par tic u lar due to the in crease in

bank financing costs, developments in the value of financial instruments portfolio, and the slowdown in

some number of fees.

In 2007 the dis tri bu tion curve of re turn on as sets (ROA) shifted slightly to the left, re flect ing the de te ri o -

ra tion in prof it abil ity of some of the main bank ing groups (Chart 4.2.3). How ever, prof it abil ity de vel op -
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(6) For a more in-depth analysis of developments in the banking system financing and its interlinking with liquidity risk, see “Section 4.5 Liquidity risk”.

(7) In March 2008 the year-on-year rate of change in deposits of the non-financial private sector with resident monetary financial institutions (the main
component of resources from customers) stood at 10.1 per cent, compared with 5.7 per cent at the end of 2007.
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Table 4.2.2

PROFIT AND LOSS ACCOUNT OF THE BANKING SYSTEM

On a consolidated basis

EUR millions As a percentage of average assets (a) Year-on-year rate of change (b)

(per cent)

2006 2007 2006 2007 2006 2007

Year S1 S2 Year Year S1 S2 Year Year S1 S2 Year

1.Interest income 18 790 11 294 13 194 24 488 5.43 5.94 6.48 6.21 23.5 28.7 31.7 30.3

2.Interest expenses 12 322 7 715 9 434 17 149 3.56 4.06 4.63 4.35 31.1 36.8 41.1 39.2

3.Financial margin (1-2) 6 468 3 579 3 760 7 339 1.87 1.88 1.85 1.86 11.3 14.2 12.8 13.5

4.Income from capital instruments 168 158 46 203 0.05 0.08 0.02 0.05 -24.2 12.1 68.1 21.1

5.Income from services and commissions (net) 2 602 1 333 1 600 2 933 0.75 0.70 0.79 0.74 11.8 7.1 17.8 12.7

6.Income from financial assets and liabilities measured at fair value through profit or loss -54 303 -473 -170 -0.02 0.16 -0.23 -0.04 - - - 213.4

7.Income from available-for-sale financial assets 445 400 683 1 083 0.13 0.21 0.34 0.27 -31.4 77.5 210.5 143.2

8.Income from foreign exchange revaluation 563 110 293 403 0.16 0.06 0.14 0.10 837.8 -64.9 17.4 -28.4

9.Income from the sale of other financial assets 777 194 112 306 0.22 0.10 0.06 0.08 107.3 -61.4 -59.3 -60.6

9.a Income from the sale of other financial assets - adjusted 468 194 112 306 0.14 0.10 0.06 0.08 22.7 0.8 -59.3 -34.6

10.Other operating profit and loss 643 265 355 619 0.19 0.14 0.17 0.16 42.8 -13.6 5.2 -3.7

10.a) Other operating profit and loss- adjusted 624 265 355 619 0.18 0.14 0.17 0.16 38.1 -7.6 5.2 -0.7

11.Gross income (3+4+5+6+7+8+9+10) 11 612 6 341 6 375 12 716 3.35 3.34 3.13 3.23 11.0 10.6 8.4 9.5

11.a) Gross income - adjusted (3+4+5+6+7+8+9+10.a) 11 283 6 341 6 375 12 716 3.26 3.34 3.13 3.23 7.7 17.4 8.4 12.7

12.Staff costs 3 530 1 719 2 000 3 719 1.02 0.90 0.98 0.94 1.5 1.1 9.3 5.4

13.General administrative costs 2 226 1 165 1 363 2 528 0.64 0.61 0.67 0.64 3.3 11.1 15.8 13.6

14.Depreciation and amortisation 462 239 276 515 0.13 0.13 0.14 0.13 -4.2 7.0 15.5 11.4

15.Provisions net of restitutions and annulments 149 125 67 192 0.04 0.07 0.03 0.05 -30.7 98.0 -22.2 28.8

16.Impairment losses and other net value adjustments 1 135 736 870 1 606 0.33 0.39 0.43 0.41 -6.0 43.4 39.8 41.4

17.Negative consolidation differences 0 -4 -9 -12 0.00 0.00 0.00 0.00 - - - -

18. Appropriation of income from associates and joint ventures (equity method) 231 190 108 298 0.07 0.10 0.05 0.08 6.4 24.7 36.7 28.8

18.a) Appropriation of income from associates and joint ventures (equity method) - adjusted 189 190 108 298 0.05 0.10 0.05 0.08 -13.0 72.3 36.7 57.5

19. Income before taxes and minority interests (11-12-13-14-15-16-17+18) 4 341 2 552 1 915 4 467 1.25 1.34 0.94 1.13 37.8 9.2 -4.5 2.9

19.a) Income before taxes and minority interests  - adjusted (11.a-12-13-14-15-16-17+18.a) 3 970 2 552 1 915 4 467 1.15 1.34 0.94 1.13 25.4 29.8 -4.5 12.5

20.Taxes on profit 776 434 276 710 0.22 0.23 0.14 0.18 80.0 25.6 -35.9 -8.5

21.Income before minority interests (19-20) 3 565 2 118 1 639 3 757 1.03 1.11 0.80 0.95 31.2 6.4 4.1 5.4

21.a) Income before minority interests - adjusted (19.a-20) 3 194 2 118 1 639 3 757 0.92 1.11 0.80 0.95 16.9 30.7 4.1 17.6

22.Minority interests 607 388 295 683 0.18 0.20 0.14 0.17 51.2 8.4 18.6 12.6

23.Net profit and loss (21-22) 2 958 1 729 1 344 3 074 0.85 0.91 0.66 0.78 27.8 5.9 1.4 3.9

23.a) Net profit and loss - adjusted (21.a-22) 2 587 1 729 1 344 3 074 0.75 0.91 0.66 0.78 10.9 37.1 1.4 18.8

Source: Banco de Por tu gal.
Notes:In 2006, 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 in sur ance com pa nies 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 profit and net mi nor ity in ter ests
(20 and 22). (a) Half-year data are annualised. (b) In 2006 year-on-year rates of change were based on thir teen bank ing groups con sid ered in Banco de Por tu gal, Financial Stability Report-2006 due to lack of com pa ra ble fi nan cial state ments for the banking sector as a whole in 2005 and 2006.



ments have been some what mixed across the ma jor bank ing groups, as shown by in creased

dis per sion in dis tri bu tion. In turn, the dis tri bu tion of re turn on eq uity (ROE) has shown a sim i lar be hav -

iour (Chart 4.2.4). In in ter na tional terms, ac cord ing to data re ported avail able for a Eu ro pean bank
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Chart 4.2.2

RETURN ON ASSETS (ROA) AND ON EQUITY

(ROE)
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Source: Banco de Por tu gal.
Note: The break in the se ries in 2004 cor re sponds to the im ple men ta tion of the In ter na -
tional 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. In turn, the break in the se ries in 2006 cor re sponds to a
wid en ing of the group of in sti tu tions un der anal y sis. The ad justed prof it abil ity in di ca tors
are ob tained af ter 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 sur ance companies) by one of the major
banking groups considered. 

Chart 4.2.3

RETURN ON ASSETS

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 a Gaussi an ker nel that weighs
in sti tu tions by their as sets; in di ca tor cal cu lated tak ing into ac count in come be fore taxes
and mi nor ity in ter ests. The ad justed 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 -
sur ance com pa nies) by one of the ma jor groups con sid ered in 2006 and of costs as so ci -
ated with the take over bid in volv ing the Millennium BCP and BPI banking groups in 2007.

Chart 4.2.4

RETURN ON EQUITY

Empirical distribution

Source: Banco de Por tu gal.
Note: Em pir i cal dis tri bu tion ob tained through re course to a Gaussi an ker nel that weighs
in sti tu tions by their as sets; in di ca tor cal cu lated tak ing into ac count in come be fore taxes
and mi nor ity in ter ests. The ad justed 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 -
sur ance com pa nies) by one of the ma jor groups con sid ered in 2006 and costs as so ci ated
with the take over bid involving Millennium BCP and BPI banking groups in 2007.
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panel, both ROA and ROE de clined in 2007 (Charts 4.2.5 and 4.2.6).8 In this con text, the Por tu guese

bank ing sys tem seems to have maintained relatively favourable profitability levels.

The slight de cline in ROA in 2007 as a whole, ad justed for the re struc tur ing of par tic i pat ing in ter ests in

2006 (with an im pact mainly on in come from the sale of other fi nan cial as sets), was pre dom i nantly due

to the in crease in pro vi sions and im pair ment. In turn, fa vour ably con trib ut ing to changes in ROA, spe -

cial men tion should be made to de vel op ments in op er a tional costs (Chart 4.2.7). Hence, con tri bu tions

to changes in prof it abil ity as so ci ated with pro vi sions and im pair ment and op er a tional costs re mained in 

line with de vel op ments in the first half of 2007, while the pos i tive im pact of the be hav iour of in come

from fi nan cial operations dissipated over the second half of the year.

The fi nan cial mar gin, the main com po nent of in come (cor re spond ing to 58 per cent of gross in come),

grew by around 13 per cent in 2007, with its con tri bu tion to ROA re main ing close to that seen in the pre -

vi ous year. Re flect ing the in crease in money mar ket in ter est rates and costs as so ci ated with other fi -

nanc ing sources, im plicit av er age in ter est rates in to tal out stand ing amounts of main as sets and

li a bil i ties fol lowed an up ward path, with a wid en ing of the im plicit in ter est rate spread on as sets and li a -

bil i ties in the year as a whole (Ta ble 4.2.3). De spite the in crease in costs re lated to both li a bil i ties rep re -

sented by se cu ri ties and re sources from cus tom ers, the ex pan sion of net loans to cus tom ers, whose

gross re mu ner a tion rate is one of the high est among bank ing as sets, made it pos si ble to off set this in -

crease (ac cord ing to avail able data, the vol ume ef fect as so ci ated with credit con trib uted the most to

the in crease in the fi nan cial mar gin, par tic u larly in the sec ond half of the year). More over, in the sec ond 

half of 2007 and in the con text of a broadly based in crease in in ter est rates, the higher mar gin in op er a -

tions with cus tom ers made it pos si ble to offset the deterioration in the margin underlying assets and

liabilities in wholesale market instruments.
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Chart 4.2.5

RETURN ON ASSETS OF AN EUROPEAN BANK
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Empirical distribution
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Source: Bu reau Van Dijk – Bankscope.
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 as sets. Based on a range of
83 bank ing in sti tu tions from 14 Eu ro pean Un ion coun tries whose ac counts for the 2007
fis cal year were avail able at the above men tioned source at the cut-off date of data for this 
Report.

Chart 4.2.6

RETURN ON EQUITY OF AN EUROPEAN BANK
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Empirical distribution
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Source: Bu reau Van Dijk – Bankscope.
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 as sets. Based on a range of
83 bank ing in sti tu tions from 14 Eu ro pean Un ion coun tries whose ac counts for the 2007
fis cal year were avail able at the above men tioned source at the cut-off date of data for this 
Report.

(8) The international comparison presented in this chapter is based on a range of banks from 14 EU countries whose accounts for the 2007 fiscal year are
available in the Bureu Van Dijk – Bankscope database. Therefore, there are some differences in terms of concepts and consolidation perimeter among
institutions with regard to data on the Portuguese banking system, which limits their comparability. 
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Table 4.2.3

IMPLICIT AVERAGE INTEREST RATES OF THE MAIN BALANCE SHEET ITEMS (a)

Per cent

Memo: (b)

2001 2002 2003 2004 2005 2006 2006 2007

2006 2007

S1 S2 S1 S2

Interest-bearing assets 5.44 4.24 3.88 3.30 4.22 4.56 4.60 5.43 4.38 4.81 5.16 5.69

of which:

Interbank assets (c) 4.09 2.79 2.23 1.77 2.69 3.71 3.87 4.21 3.48 4.22 4.07 4.36

Non-interbank assets

Credit 6.26 4.94 4.60 4.00 4.56 4.86 4.88 5.77 4.69 5.08 5.50 6.02

Securities 5.05 4.08 3.96 2.94 4.85 4.52 4.32 5.70 4.07 4.56 5.59 5.92

Interest-bearing liabilities 3.59 2.61 2.28 1.87 2.32 2.71 2.77 3.51 2.51 3.01 3.25 3.77

of which:

Interbank liabilities (d) 4.42 3.00 2.42 2.02 2.89 3.58 3.50 4.51 3.14 3.89 4.22 4.80

Non-interbank liabilities

Deposits 2.81 2.10 1.80 1.45 1.60 1.80 1.91 2.44 1.80 2.03 2.24 2.62

Securities 4.12 3.17 3.12 2.46 3.03 3.72 3.68 4.37 3.12 4.11 4.01 4.73

Subordinated liabilities 5.48 4.53 4.30 3.72 4.61 4.82 4.82 5.44 4.76 4.92 5.37 5.51

Spreads (percentage points):

Interest-bearing assets - Interest-bearing liabilities 1.86 1.63 1.60 1.43 1.90 1.84 1.83 1.92 1.87 1.80 1.92 1.92

Credit-deposits 3.45 2.84 2.81 2.56 2.96 3.05 2.97 3.33 2.90 3.05 3.26 3.39

Source: Banco de Por tu gal.
Notes: The break in the se ries in 2004 cor re sponds to the im ple men ta tion of the In ter na tional 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. In turn, the break in the se ries in 2006 cor re sponds to a wid en ing of the group of in sti tu tions un der anal y sis. (a) Im plicit av er age
in ter est rates cal cu lated as the ra tio of in ter est flows ac cu mu lated in the year to the av er age stock of the cor re spond ing item in the bal ance sheet. (b) Im plicit av er age in ter est rates cal cu lated as the ra tio of in ter est flows to the av er age stock of the cor re spond ing item in the half-year  bal ance sheet. (c) In cludes cash, de mand de pos -
its with Banco de Por tu gal, claims on credit in sti tu tions and in vest ments in credit in sti tu tions. (d) Includes resources from central banks and other credit institutions.



The to tal in ter est mar gin in op er a tions with cus tom ers has in creased fur ther, fol low ing the trend ob -

served since the end of 2005. This in crease has mainly re sulted from a wid en ing in the spread be -

tween de posit rates and money mar ket in ter est rates, given that the spread be tween lend ing rates and

money mar ket rates fol lowed a down ward path, al though re main ing rel a tively sta ble in the last quar ter

of the year (Chart 4.2.8). Gen er ally, in pe ri ods of ris ing money mar ket in ter est rates, the to tal spread

wid ens due to the time lag in the pass through of changes in these rates to in ter est rates on out stand -

ing amounts of op er a tions with cus tom ers, which is more marked in de posit op er a tions. More over, the

fact that sight de pos its from cus tom ers are re mu ner ated at a sig nif i cantly lower rate than other re -

sources from cus tom ers and are less sen si tive to changes in money mar ket in ter est rates, in a con text

of ris ing in ter est rates, also con trib utes to a wid en ing of the spread be tween lend ing and de posit rates.

How ever, in the fourth quar ter of the year, the spread on time de pos its sta bi lised some what, which was

as so ci ated with the adop tion by banks of more com pet i tive strat e gies for col lect ing re sources from

customers, in a context of deteriorating financing conditions in wholesale international markets.

The nar row ing of the in ter est rate spread in lend ing op er a tions with cus tom ers across all loan seg -

ments should has con tin ued to re flect com pet i tive pres sures among bank ing in sti tu tions, ac cord ing to

the re sponses of ma jor bank ing groups to the Bank Lend ing Sur vey (Charts 4.2.8 and 4.2.9). How ever, 

at the end of 2007 this fac tor may have lost some rel e vance, mainly in terms of loans to house holds for

house pur chase. At the same time, the nar row ing of this spread may have also been re lated to

changes in the ma tu rity struc ture of out stand ing amounts of con sumer credit and other lend ing to

house holds. In fact, in 2007 the rel a tive weight of loans over five years in crease fur ther, in line with an

ac cel er a tion in con sump tion of du ra ble goods, whose in ter est rate on out stand ing amounts is com par -

a tively low (Chart 4.2.10). Fi nally, al though banks re ferred the adop tion of tighter credit stan dards,

such as higher spreads, the to tal spread be tween lend ing op er a tions with cus tom ers and money

market interest rates stabilised somewhat at the end of 2007.
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Chart 4.2.7

CHANGE IN RETURN ON ASSETS – ROA

Breakdown of contributions

Source: Banco de Por tu gal.
Notes: Re turn on as sets is cal cu lated by tak ing into ac count in come be fore taxes and mi nor ity in ter ests. The break in the se ries cor re sponds to a change in the set of bank ing in sti tu tions
un der anal y sis, due to an in crease in the num ber of in sti tu tions that pre pared their fi nan cial state ments ac cord ing to the In ter na tional Ac count ing Stan dards. (a) Ex cludes in come as so ci -
ated with a re struc tur ing of par tic i pat ing in ter ests in com pa nies (namely in sur ance com pa nies) by one of the ma jor groups con sid ered in 2006. (b) Op er a tional costs in clude staff costs,
gen eral ad min is tra tive costs and am or ti sa tion and de pre ci a tion. (c) Income from associates and joint ventures (equity method).
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In come from (net) ser vices and com mis sions grew by around 13 per cent, which was re flected in a

mar ginal de cline in its con tri bu tion to ROA.9 How ever, these de vel op ments have been neg a tively in flu -

enced by the strong in crease in fees charged by ser vices sup plied by third par ties, re lated to costs with

the take over bid and merger bid in volv ing Mil len nium BCP and BPI bank ing groups. Ex clud ing these

costs, the in crease in in come from ser vices and com mis sions would have stood at 17 per cent, while

its con tri bu tion to prof it abil ity would have in creased (Chart 4.2.11). Un der ly ing this in crease were

mainly fees as so ci ated with ser vices (in par tic u lar those re lated to other ser vices and credit op er a -

tions) and transactions with securities on behalf of third parties.

In come from fi nan cial op er a tions, ad justed for the im pact of the above-men tioned re struc tur ing of par -

tic i pat ing in ter ests in 2006, has grown close to 14 per cent, which cor re sponds to a neg li gi ble con tri bu -

tion to changes in ROA.10 In this ag gre gate, spe cial men tion should be made to pos i tive re sults

as so ci ated with the sale of avail able-for-sale fi nan cial as sets, in clud ing cap i tal gains from the sale of

par tic i pat ing in ter ests. The be hav iour of other in come com po nents has led to a neg a tive con tri bu tion to 

prof it abil ity de vel op ments, re flect ing the de cline in in come as so ci ated with for eign ex change re val u a -

tions and other fi nan cial as sets, as well as the im pact of in ter na tional fi nan cial mar ket tur moil in the

sec ond half of the year on fi nan cial as sets and li a bil i ties mea sured at fair value through profit or loss.11

In the wake of the above de vel op ments, gross in come has had a lower con tri bu tion to bank ing sys tem

prof it abil ity, with a rate of change around 13 per cent (ex clud ing the im pact of the above-men tioned re -

struc tur ing of par tic i pat ing in ter ests from profit or loss in 2006).
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Chart 4.2.8

INTEREST RATE SPREADS IN OPERATIONS WITH

CUSTOMERS

Source: Banco de Por tu gal.
Note: Spreads by type of op er a tion were cal cu lated as the dif fer ence be tween in ter est
rates on out stand ing amounts (made avail able by Mon e tary and Fi nan cial Sta tis tics) and
a 6-month mov ing av er age of the 6-month Euribor. To tal spread cor re sponds to the dif fer -
ence be tween the in ter est rate on loans and the in ter est rate on de pos its. Latest
observation: March 2008.
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Chart 4.2.9

INTEREST RATE SPREADS IN LENDING

OPERATIONS WITH CUSTOMERS
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Source: Banco de Por tu gal.
Note: Spreads cal cu lated as the dif fer ence be tween an nual av er ages of in ter est rates on
out stand ing amounts (made avail able by Mon e tary and Fi nan cial Sta tis tics) and a
6-month mov ing av er age of the 6-month Euribor. Lat est ob ser va tion: March 2008.

(9) In 2007 Decree-Law No 51/2007 of 7 March 2007 and the subsequent Circular Letter of Banco de Portugal No 93/07 established a new legal framework for
fees related to loans for house purchase. According to the new regulations, fees associated with the early repayment of loans for house purchase or
transfers of this credit to other institutions were limited.

(10) Income associated with financial operations corresponds to the sum of income from financial assets and liabilities measured at fair value through profit or
loss, income from available-for-sale financial assets, income from foreign exchange revaluation and income from the sale of other financial assets.

(11) For further details on income associated with financial operations, see “Section 4.4 Market risk”. 



In 2007 de vel op ments in op er a tional costs con tin ued to con trib ute fa vour ably to ROA, de spite an in -

crease in costs in her ent in the ex pan sion of the bank ing net work, par tic u larly in ex ter nal mar kets, and

costs with early re tire ments. Staff costs (the main com po nent of op er a tional costs) grew by around 5

per cent, chiefly re flect ing an in crease in com pen sa tion of em ploy ees, which was partly off set by a de -

crease in com pul sory so cial charges (par tic u larly with pen sion funds). There fore, in 2007 the

cost-to-in come in di ca tor con tin ued to fol low a slightly down ward trend, stand ing at around 53 per

cent12 (Chart 4.2.12). Al though the dis tri bu tion in this in di ca tor con tin ued to be bi-modal in 2007, there

was a higher con cen tra tion around lower lev els, com pared to ad justed dis tri bu tion in the pre vi ous year

(Chart 4.2.13). Avail able data for a range of Eu ro pean banks sug gest an im prove ment in the cost-to-in -

come in di ca tor also at the in ter na tional level (Chart 4.2.14). De spite some con cep tual dif fer ences,

Por tu guese banks have con tin ued to com pare fa vour ably with the sam ple of Eu ro pean banks used.13

The sig nif i cant in crease in pro vi sions and im pair ment, by around 40 per cent, was re flected in the main 

neg a tive con tri bu tion to ROA de vel op ments in 2007. This be hav iour has re sulted mainly from the in -

crease in pro vi sions and im pair ment as so ci ated with credit to cus tom ers, re flect ing a less fa vour able

as sess ment by bank ing in sti tu tions of the fi nan cial ca pac ity of cus tom ers. In the last quar ter of the

year, spe cial men tion should be made to im pair ment growth as so ci ated with the re val u a tion of as sets,

con cen trated in one ma jor bank ing group, which was related to the financial market turmoil.
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Chart 4.2.10

INTEREST RATES ON LOANS TO HOUSEHOLDS

FOR CONSUMER CREDIT AND OTHER LENDING
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Source: Banco de Por tu gal.
Note: Data un der ly ing this chart were pro vided by Mon e tary and Fi nan cial Sta tis tics. In -
ter est rates were cal cu lated based on out stand ing amounts of loans un der anal y sis. Lat -
est ob ser va tion: March 2008.

Chart 4.2.11

INCOME FROM SERVICES AND COMMISSIONS
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Source: Banco de Por tu gal.
Note: The break in the se ries in 2004 cor re sponds to the im ple men ta tion of the In ter na -
tional 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. In turn, the break in the se ries in 2006 cor re sponds to a
wid en ing of the group of in sti tu tions un der anal y sis. The ad justed in di ca tor was ob tained
af ter the de duc tion of costs as so ci ated with the take over bid in volv ing Millennium BCP
and BPI banking groups.

Weight of loans over 5 years (right-hand scale)
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(12) The cost-to-income indicator corresponds to the ratio of operational costs (defined as the sum of staff costs, administrative costs and depreciation and
amortisation) to gross income.

(13) The cost-to-income concept used in this international comparison corresponds to a wider definition of profit and, mainly, of costs than that used by Banco de
Portugal to assess the efficiency in generating income (on the basis of operational costs and banking product). This is due to the impossibility to obtain
sufficiently broken down information in the Bankscope in order to apply the calculation of the latter ratio to other European countries.



Ban co de Por tu gal | Financial Stability Report 2007

Part I | Financial System Stability

84

Chart 4.2.12

COST-TO-INCOME RATIO
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Source: Banco de Por tu gal.
Notes: The break in the se ries in 2004 cor re sponds to the im ple men ta tion of the In ter na -
tional 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. In turn, the break in the se ries in 2006 cor re sponds to a
wid en ing of the group of in sti tu tions un der anal y sis. The ad justed in di ca tor is ob tained af -
ter de duct ing from profit and loss ac count of 2006 the im pact of the re struc tur ing of par tic i -
pat ing in ter ests in in sur ance companies by one of the major banking groups.

Chart 4.2.13

COST-TO-INCOME RATIO

Empirical distribution

Source: Banco de Por tu gal.
Note: Em pir i cal dis tri bu tion ob tained through re course to a Gaussi an ker nel that weights
in sti tu tions by their to tal as sets; in di ca tor cal cu lated as the ra tio of op er a tional costs (de -
fined as the sum of staff costs, ad min is tra tive costs and de pre ci a tion and am or ti sa tion) to
gross in come. The ad justed in di ca tor is ob tained af ter de duct ing from gross in come the
im pact of the re struc tur ing of par tic i pat ing in ter ests in com pa nies (namely in sur ance
companies) by one of the major groups considered.
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Chart 4.2.14

COST-TO-INCOME RATIO OF AN EUROPEAN BANK 

PANEL

Empirical distribution
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Source: Bu reau Van Dijk – Bankscope.
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 as sets. Based on a range of
80 bank ing in sti tu tions from 14 Eu ro pean Un ion coun tries whose ac counts for the 2007
fis cal year were avail able at the above men tioned source at the cut-off date of data for this 
Report.



Fi nally, in ter na tional ac tiv ity growth has led to an in crease in its im por tance in to tal in come of bank ing

in sti tu tions, ac count ing for around 20 per cent of con sol i dated profit and loss in 2007 ac cord ing to

avail able data (Ta ble 4.2.4). As in the past few years, re sults re lated to more tra di tional fi nan cial in ter -

me di a tion and the charge of com mis sions have been the main fac tors un der ly ing the in crease in in -

come, with growth rates above 30 per cent. In con trast, staff costs and ad min is tra tive costs have grown 

sig nif i cantly, in line with ex pan sion of ac tiv ity in these mar kets, which has cor re sponded to a rel e vant

con tri bu tion to developments in this aggregate in consolidated terms.

4.3. Capital adequacy

The New Cap i tal Ac cord, also known as Basel II, started to be im ple mented in 2007. One of the ob jec -

tives as so ci ated with Basel II pru den tial re gime aims at en sur ing greater sen si tiv ity of cap i tal re quire -

ments to the ac tual risk pro file of in sti tu tions, in clud ing wider cov er age of risks, e.g. op er a tional risks.14

How ever, in ac cor dance with Di rec tive 2006/48/EC, in 2007 bank ing in sti tu tions could still opt for the

pre vi ous pru den tial re gime, i.e., Basel I. This pre rog a tive was used by most bank ing in sti tu tions in Por -

tu gal, while only two in sti tu tions adopted the new re gime (al though in early 2007 a sig nif i cantly higher

num ber of in sti tu tions had in tended to adopt the new Ac cord dur ing that year).15 How ever, as from the

be gin ning of 2008 all in sti tu tions had to adopt the Basel II prudential regime for the calculation of

capital requirements.

The over all cap i tal ad e quacy ra tio of the bank ing sys tem in 2007, on a con sol i dated ba sis, de clined to

10.2 per cent (11.0 per cent in De cem ber 2006) (Chart 4.3.1). Ra tio de vel op ments re flected the sig nif i -

cant in crease in own fund re quire ments, of around 16 per cent, which was only partly off set by in creas -

ing to tal own funds, close to 8 per cent (Ta ble 4.3.1). Over the same pe riod, the ad e quacy ra tio of
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Table 4.2.4

INTERNATIONAL ACTIVITY

Contribution of the aggregate of foreign subsidiaries

Per cent

Year-on-year rate of

change

Relative weight for total aggregate

2007 2006 2007

Financial margin 37.8 13.3 16.1

Commissions 38.0 15.7 19.2

Gross income 33.7 13.7 16.8

Administrative costs 24.2 36.9 40.4

Staff costs 25.2 12.7 15.1

Impairment 54.7 9.2 10.0

Income before taxes and minority interests 39.9 15.4 20.9

Source: Banco de Por tu gal.
Note: Banco de Por tu gal es ti mates based on in for ma tion re quired by In struc tion No 14/2006.

(14) The objectives and main features of the New Capital Accord were presented in “Chapter 7 Regulatory Framework”, Banco de Portugal, Financial Stability
Report 2004. In turn, the document aggregating all changes to the original Capital Accord was published in July 2006 and can be found in
http://www.bis.org/publ/bcbs128.htm. For more details on the adoption of the New Capital Accord in Portugal, see “Box 4.2 The adoption of Basel II rules in
Portugal”, Banco de Portugal, Financial Stability Report 2006. However, some of the institutions that had initially intended to adopt Basel II in 2007 did not
follow through with that plan.

(15) The two banking institutions that adopted the prudential regime associated with Basel II in 2007 accounted for a little over 1 per cent of total assets of
institutions under review at the end of 2007. 



orig i nal own funds (Tier I) also de clined from 7.8 per cent to 6.7 per cent, al though this re duc tion partly

re flected a reg u la tory amend ment in tro duced in 2007 re lated to de duc tions from own funds (with an

estimated impact on this ratio of 0.3 p.p.).

In the first half of the year, the in crease in to tal own funds re flected pos i tive con tri bu tions from in come

de vel op ments, the in crease in mi nor ity in ter ests and de vel op ments in re val u a tion re serves re lated to

value changes in avail able-for-sale fi nan cial as sets. How ever, in the sec ond half of the year the lat ter

com po nent was af fected by in ter na tional fi nan cial mar ket tur moil, re vert ing part of real ised gains in the

first half of the year. In the sec ond half of the year, the in crease in sub or di nate loans and, to a lesser ex -

tent, cap i tal in creases by some banks contributed positively to own fund developments.

De vel op ments in com po nents of own funds were in flu enced by a reg u la tory amend ment in tro duced in

2007 on the de duc tion method in a num ber of par tic i pat ing in ter ests and fi nan cial in stru ments held by

bank ing in sti tu tions. Ac cord ing to the new pru den tial treat ment, part of pre vi ous de duc tions from to tal

own funds are now di rectly de ducted from orig i nal own funds and ad di tional own funds.16 There fore, al -

though not di rectly af fect ing the amount of to tal own funds, the new cal cu la tion method has changed

the con cepts as so ci ated with orig i nal own funds and ad di tional own funds el i gi ble for sol vency pur -

poses and de duc tions from to tal own funds.17 

The in crease in risk-weighted as sets was in line with the ex pan sion of credit granted to the non-fi nan -

cial pri vate sec tor. In this con text, spe cial men tion should be made to a sig nif i cant ac cel er a tion in loans 
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Chart 4.3.1

CAPITAL ADEQUACY RATIO
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Source: Banco de Por tu gal.
Note: The break in the se ries in 2004 cor re sponds to the im ple men ta tion of the In ter na -
tional 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. In turn, the break in the se ries in 2006 cor re sponds to a
wid en ing of the group of in sti tu tions un der anal y sis. The ad justed ad e quacy ra tio of orig i -
nal own funds was cal cu lated tak ing into ac count orig i nal own funds before associated
deductions.

(16) Regulatory amendment introduced by Notice of Banco de Portugal No 4/2007, which is part of the transposition of Directive 2006/48/EC of the European
Parliament and of the Council of 14 June 2006. According to this regulation, items identified in paragraph 8 (2) of Notice of Banco de Portugal No 12/92,
including participating interests and financial instruments held by the institution in other financial institutions or insurance companies (when higher than 10
and 20 per cent respectively of these institutions’ capital), are now deducted by 50 per cent from original own funds and by 50 per cent from additional own
funds, after the application of the limits for eligibility of additional own funds on the basis of original own funds.

(17) The time comparison of aggregates comprising own funds was also limited by the change in prudential reporting tables introduced by Instruction of Banco
de Portugal No 23/2007, in the wake of a Committee of European Banking Supervisors (CEBS) project. This project aims at developing a reporting model –
common to different countries – for the capital adequacy ratio, in accordance with the new Community legal framework governing the capital adequacy
regime. Following this change, some components of the various prudential tables ceased to be directly matched to the definitions of the previous models
regarding both own funds and own funds requirements.
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Table 4.3.1

CAPITAL ADEQUACY OF THE BANKING SYSTEM

On a consolidated basis

EUR millions Year-on-year change

2004 2005 2006 2006 2007 2006 2007

Dec. Dec. Dec. Dec. Jun. Dec. Dec. Dec.

Per cent

1. Own funds 19 975 23 719 25 360 26 582 27 346 28 680 7.1 7.9

1.1 Original own funds 13 729 14 891 17 851 18 917 18 495 18 806 20.0 -

1.2 Additional own funds 8 337 10 776 9 914 10 076 9 932 10 603 -7.7 -

1.3 Deductions 2 092 1 948 2 405 2 415 1 102 745 23.4 -

1.4 Supplementary own funds 1 0 0 4 20 17

2. Own funds requirements 15 679 16 830 18 599 19 292 21 055 22 431 10.5 16.3

Percentage points

3. Ratios (per cent)

3.1. Own funds/Total requirements 127.4 140.9 136.4 137.8 129.9 127.9 -4.2 -9.9

3.2. Own funds/(Total requirements x 12.5) 10.2 11.3 10.9 11.0 10.4 10.2 -0.3 -0.8

3.3. Original own funds/(Total requirements x 12.5) 7.0 7.1 7.7 7.8 7.0 6.7 0.6 -1.1

Source: Banco de Por tu gal.
Note: The break in the se ries cor re sponds to a wid en ing of the group of in sti tu tions un der anal y sis in this Re port to in clude in sti tu tions that adopted the In ter na tional Ac count ing Stan dards in 2006. In 2007 it is not pos si ble to cal cu late the rates of change for own fund com po nents, since some items pre vi ously be long ing to the “De -
duc tions” com po nent are now di rectly de ducted from original and additional own funds.



to non-fi nan cial cor po ra tions and to house holds for con sump tion and other pur poses, given that these

loans re sult in higher cap i tal re quire ments com pared with loans for house pur chase (since, in gen eral,

they are not as so ci ated with real col lat eral). De spite an eas ing in terms of own fund re quire ments, the

main te nance of high growth rates of loans for house pur chase has also pre sented a rel e vant con trib ute 

to the increase in risk-weighted assets.

The de te ri o ra tion in the over all cap i tal ad e quacy ra tio seems to have been com mon to most bank ing

in sti tu tions un der re view, as shown by the shift to the left ev i denced by the cor re spond ing dis tri bu tion

(Chart 4.3.2). This has been in line with de vel op ments in a num ber of Eu ro pean banks, with Por tu -

guese banks re cord ing some of the low est sol vency ra tios (Chart 4.3.3).18 With re gard to ma jor bank -

ing groups, the over all ad e quacy ra tio of one group has de clined mark edly, while the bank with the

low est ra tio at the end of 2006 has im proved some what. In terms of the ad e quacy ra tio of orig i nal own

funds (Tier 1), dis tri bu tion has also shifted to the left, which was strength ened by the above-men tioned

change in the de duc tion method, with Por tu guese banks com par ing unfavourably with other European

banks (Charts 4.3.4 and 4.3.5).

Tak ing into ac count these de vel op ments, on the oc ca sion of the pre sen ta tion of their profit and loss ac -

counts for 2007, a num ber of bank ing groups men tioned their in ten tion to raise cap i tal in 2008, with a

view to im prov ing cap i tal ad e quacy ra tio lev els. In some cases, cap i tal has al ready been raised or shall 

be raised be fore the end of the first half of the year. How ever, in ter na tional fi nan cial mar ket tur bu lence

in 2008 is likely to in flu ence con di tions un der which future increases will take place.

The per sis tent un fa vour able be hav iour in in ter na tional cap i tal mar kets may ad versely limit de vel op -

ments in to tal own funds. In fact, own funds may de cline due to value changes in the avail able-for-sale
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Chart 4.3.2

CAPITAL ADEQUACY RATIO

Empirical distribution
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Note: Em pir i cal dis tri bu tion ob tained through re course to a Gaussi an ker nel that weights
in sti tu tions by to tal as sets. In di ca tor de fined as Own funds / (To tal re quire ments * 12.5).

Chart 4.3.3

CAPITAL ADEQUACY RATIO OF AN EUROPEAN
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Empirical distribution

Source: Bu reau Van Dijk – Bankscope.
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 as sets. Based on a range of
60 bank ing in sti tu tions from 14 Eu ro pean Un ion coun tries whose ac counts for the 2007
fis cal year were avail able at the above men tioned source at the cut-off date of data for this 
Report.
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(18) However, the international comparison of solvency ratios is limited by differences in prudential regulations across countries and by a number of banking
system features that influence capital formation in excess of the regulatory minimum, such as asset profitability and the relative weight of major banks in the
total banking system. In this context, for a literature review and empirical approach to the Portuguese case, see the article by Boucinha, M. and Ribeiro, N.
entitled “The determinants of Portuguese banks’ excess capital”, in this Report. 



port fo lio, given that un real ised gains in this port fo lio are re cog nised to 45 per cent un der ad di tional own 

funds, while un real ised losses are fully re cog nised un der orig i nal own funds. This sit u a tion may be par -

tic u larly im por tant to de ter mine to tal own funds given that the el i gi ble amount of ad di tional own funds

shall not ex ceed orig i nal own funds, i.e., the amount of ad di tional own funds may not be fully re cog -

nised for sol vency pur poses due to re stric tions to the value of orig i nal own funds. At the same time, the

neg a tive im pact on own funds may oc cur through the in crease in em ploy ees’ pen sion fund li a bil i ties,

which are par tic u larly sen si tive to stock mar ket price fluc tu a tions. Fi nally, spe cial men tion should be

made to the im pact on own funds re sult ing from less fa vour able behaviour of results, associated with

greater impairment and losses in assets at market value.

4.4. Market risk

As sess ment of the bank ing sys tem from a fi nan cial mar ket per spec tive

Over the past few years, the ac tiv ity of the Por tu guese bank ing sys tem was con ducted in an es pe cially

fa vour able in ter na tional fi nan cial en vi ron ment, which was char ac ter ised by grad ual globalisation and

par tic u larly be nign fi nanc ing con di tions both in terms of costs and of avail abil ity of funds. In fact, since

early 2004, and in ad di tion to sig nif i cant stock mar ket val u a tions and low stock mar ket vol a til ity, risk

premia in most fi nan cial mar kets has grad u ally de clined to his tor i cally low lev els, even in risk ier as set

classes. The per sis tence of this sit u a tion, al though in di cat ing a less ap pro pri ate risk as sess ment by in -

ves tors, has sig nif i cantly fa cil i tated fund rais ing by most fi nan cial in sti tu tions in ad vanced econ o mies,

which have ex panded their ac tiv ity and de vel oped new and in creas ingly so phis ti cated prod ucts. In

turn, their prof it abil ity and risk in di ca tors have im proved con sid er ably, re flect ing inter alia marked

growth in credit ac tiv ity and rel a tively low-cost fi nanc ing. In a con text of strong eco nomic and fi nan cial

in te gra tion, de vel op ments in the Por tu guese bank ing sys tem over the past few years evolved as
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Chart 4.3.4

ADEQUACY RATIO OF ORIGINAL OWN FUNDS

– TIER I

Empirical distribution

Source: Banco de Por tu gal.
Note: Em pir i cal dis tri bu tion ob tained through re course to a Gaussi an ker nel that weights
in sti tu tions by to tal as sets. In di ca tor de fined as Orig i nal own funds / (To tal re quire ments *
12.5). The ad justed in di ca tor was ob tained tak ing into ac count orig i nal own funds ex clud -
ing de duc tions, which, from 2007, are di rectly de ducted from these funds, whereas pre vi -
ously they be longed to the total own fund deductions component.
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Chart 4.3.5
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Empirical distribution

Source: Bu reau Van Dijk – Bankscope.
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 as sets. Based on a range of
59 bank ing in sti tu tions from 14 Eu ro pean Un ion coun tries whose ac counts for the 2007
fis cal year were avail able at the above men tioned source at the cut-off date of data for this 
Report.
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described above for most financial institutions, both in the euro area and in other advanced

economies. 

In 2007 the as sess ment of the Por tu guese bank ing sys tem by fi nan cial mar ket par tic i pants was char -

ac ter ised by two sep a rate stages. At the first stage, which largely cor re sponded to the first half of the

year, mar ket in di ca tors for Por tu guese banks evolved fa vour ably, fol low ing trends seen over the past

few years and re flect ing very high as set prof it abil ity and qual ity lev els. Dur ing this pe riod, bank ing ac -

tiv ity was con ducted in a gen er ally pos i tive fi nan cial frame work, which was char ac ter ised by an over all

fa vour able sit u a tion in in ter na tional fi nan cial mar kets and by tighter mon e tary con di tions than in pre vi -

ous years, as a re sult of the con tin ued up ward cy cle of ECB key in ter est rates that started at the end of

2005. In the sec ond half of the year, this sit u a tion changed sig nif i cantly due to strong in ter na tional fi -

nan cial mar ket in sta bil ity, fol low ing the de te ri o ra tion in the US subprime mort gage credit (see “Chap ter 

2 Mac ro eco nomic and Fi nan cial Risks”). Af ter a global risk re as sess ment, risk premia on debt se cu ri -

ties of Por tu guese fi nan cial in sti tu tions in creased sig nif i cantly, and stock prices of this sec tor re versed

an im por tant part of gains ac cu mu lated in the first half of the year, in line with ob served de vel op ments

in most banks of ad vanced econ o mies. More over, in the last quar ter of 2007, spe cific fac tors re lated to

the man age ment of the larg est Por tu guese pri vate bank ing group in flu enced price de vel op ments in a

num ber of Por tu guese bank shares. In the first months of 2008 in sta bil ity in in ter na tional fi nan cial mar -

kets in creased, with marked falls in stock price in di ces and de te ri o rat ing money and debt mar ket con -

di tions, which mir rored grow ing un cer tainty per sist ing among par tic i pants in these mar kets. Be tween

mid-March and late April, this sit u a tion was some what re versed in stock and debt markets, while

tensions increased in money markets, where interbank financing premia reached historically high

levels.

As pre vi ously men tioned, in the first half of 2007 the in ter na tional fi nan cial en vi ron ment re mained fa -

vour able, as in the pre vi ous year. Long-term in ter est rates fol lowed an up ward path, while the spread

be tween pri vate and gov ern ment debt nar rowed slightly com pared to the sec ond half of 2006. Stock

mar ket in di ces con tin ued to grow strongly, de spite a pe riod of some tur bu lence in late Feb ru ary and

early March.19 In Por tu gal, the PSI Geral in dex val u a tion, by around 20 per cent, was more marked

than that of the S&P 500 and Dow Jones Euro Stoxx in di ces (Chart 4.4.1). The val u a tion of the PSI Fi -

nan cial Ser vices in dex ex ceeded 30 per cent, i.e., well above the cor re spond ing euro area in di ces and

the PSI Geral in dex20 (Chart 4.4.2). In this frame work, mar ket in di ca tors re gard ing Por tu guese banks

have main tained an over all pos i tive be hav iour, fol low ing trends seen in 2006. In par tic u lar, the val u a -

tion of Por tu guese bank stock prices was sig nif i cant, partly due to de vel op ments fol low ing the take over 

bid launched by Millenium BCP on BPI, which was an nounced in March 2006 and closed in May 2007,

with no ef fect on the Por tu guese bank ing sys tem (Chart 4.4.3). The price-to-earn ings ra tio for Por tu -

guese banks grew sig nif i cantly, mainly in the sec ond quar ter, stand ing well above its his tor i cal av er age 

and more markedly following developments in the corresponding ratio for the euro area as a whole

(Chart 4.4.4).

In the first half of 2007 fixed-rate debt spreads of Por tu guese banks re mained rel a tively sta ble at his -

tor i cally low lev els. Dur ing this pe riod, rat ing agen cies fa vour ably re vised rat ings as signed to a num ber 

of ma jor Por tu guese bank ing groups. There fore, in March Stan dard & Poor’s up graded rat ings given to 

Santander Totta and BES and as signed a pos i tive out look to Mil len nium BCP group. In the fol low ing

month, Moody’s re vised the meth od ol o gies used to as sess rat ings, which re sulted in a pos i tive re vi -
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(19) Instability over this period was associated with specific developments in the Chinese stock market, together with the release of relatively negative prospects
regarding developments in the US economy and the gradual deterioration in credit quality of riskier US mortgage market segments. For further details, see
“Box 2.1 Volatility in international financial markets: a comparison of the May 2006 and February 2007 episodes”, Banco de Portugal, Financial Stability
Report 2006.     

(20) The valuation of the DJES indices for banks and insurance corporations stood at around 3 per cent in the first half of 2007.  
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Chart 4.4.1
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Chart 4.4.2
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Chart 4.4.3
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Chart 4.4.4
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sion of rat ings given to sev eral Por tu guese banks.21 In May, Fitch re vised the out look for CGD, fol low -

ing the re vised outlook for Portugal from “negative” to “stable”. 

The fi nan cial frame work changed sig nif i cantly over the third quar ter of 2007 as a re sult of de vel op -

ments in the US subprime mort gage mar ket. Un cer tainty re gard ing real ex po sure to the subprime mar -

ket has af fected the con fi dence of fi nan cial in sti tu tions par tic i pat ing in whole sale fi nanc ing mar kets

and has gen er ally passed through to a num ber of seg ments in ad vanced econ omy fi nan cial mar kets,

par tic u larly as set-backed se cu ri ties mar kets.22 These de vel op ments have led to sig nif i cant losses in

stock mar kets, par tic u larly for fi nan cial com pa nies. In debt mar kets, risk premia as so ci ated with fi nan -

cial in sti tu tions have in creased sig nif i cantly and, in money mar kets, the spread be tween in ter bank in -

ter est rates on uncollateralised loans and on collateralised loans (repo rate) has wid ened con sid er ably, 

re flect ing dif fi cul ties in ob tain ing li quid ity in a con text of in creas ing counterparty risks. At the end of

2007 risk premia of euro area banks were far higher than in August (when turbulence emerged) (Chart

4.4.5). 

In the first months of 2008 the fi nan cial mar ket sit u a tion de te ri o rated sig nif i cantly. The re lease of

losses by some ma jor in ter na tion ally ac tive bank ing groups as so ci ated with ex po sure to the subprime

mar ket or to struc tured in vest ment ve hi cles, as well as de te ri o rat ing pros pects re gard ing the US eco -

nomic ac tiv ity in 2008, were re flected in sig nif i cant falls in the main stock price in di ces, par tic u larly for

fi nan cial cor po ra tions.23 In turn, pri vate debt dif fer en tials vis-à-vis gov ern ment debt con tin ued to widen 

sig nif i cantly, fol low ing the trend seen in the sec ond half of 2007. In mid-March this sit u a tion changed

slightly and, de spite per sis tently high vol a til ity in these mar kets, losses in stock mar kets were some -

what re versed and pri vate debt risk premia de clined to lev els that, none the less, re mained well above

those seen at the end of 2007 (Charts 4.4.1, 4.4.2 and 4.4.5). Also in money mar kets, de vel op ments

were un fa vour able since the be gin ning of 2008, as the in ter est rate spread be tween uncollateralised

and collateralised loans con tin ued to widen. This wid en ing was par tic u larly sig nif i cant for lon ger

money mar ket ma tu ri ties (6, 9 and 12 months), with spreads in these ma tu ri ties stand ing at higher lev -

els than in shorter ma tu ri ties, which in di cates up ward ex pec ta tions for spreads in shorter ma tu ri ties

over the time ho ri zon un der re view. Dur ing the first four months of 2008 his tor i cally high fi nanc ing

premia in the in ter bank money mar ket may have re flected an over all in crease in li quid ity risk and

higher pre mium for the in creas ing counterparty credit risk. In fact, this higher pre mium is likely to have

been the dom i nant ef fect, mainly in lon ger ma tu ri ties (for fur ther de tails, see “Box 2.1 The money mar -

ket risk pre mium dur ing the pe riod of fi nan cial mar ket tur bu lence: credit or li quid ity risk?”, in this Re -

port). Higher credit risk has also im plied a sig nif i cant in crease in premia for credit de fault swaps of euro 

area fi nan cial cor po ra tions (which re in forced the in crease in debt risk premia). How ever, it should be

noted that the par tic u larly high in crease in risk premia for credit de fault swaps over the first months of

2008 has ex tended across the en tire mar ket, re flect ing a spe cific in crease in risk premia for fi nan cial

in sti tu tions as well as higher risks in her ent in this in stru ment. These de vel op ments mir rored the fact

that the rat ings of a num ber of credit in sur ers (which cover con tracts un der ly ing these as sets) were

con sid er ably down graded, which was sig nif i cantly re versed later on. None the less, risk premia for

credit default swaps of euro area financial corporations were higher at the end of April 2008 compared

to the beginning of the year (Chart 4.4.6). 

In Por tu gal, the de cline in stock prices and the in crease in debt dif fer en tials fol low ing the on set of in ter -

na tional fi nan cial mar ket tur bu lence were also more marked for fi nan cial in sti tu tions than in the case of 
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(21)  Ratings were positively revised for the following Portuguese banks: CGD, Millenium BCP, Montepio Geral, BES, BPI, Santander Totta, BANIF and BPN. 

(22) For a detailed analysis of financial instability that started in the third quarter of 2007, see “Box 1 Recent turbulence in international financial markets” in
article The Portuguese economy in 2007, Banco de Portugal, Economic Bulletin - Autumn 2007.

(23) Structured investment vehicles (SIVs) are funds that borrow by issuing short-term securities at relatively low interest (mainly commercial paper) in order to
invest in higher-yielding long-term assets, making a profit for investors from the interest spread. SIVs are a type of structured credit product particularly
affected by liquidity shortage in commercial paper markets, due to the frequent need to refinance.



the non-fi nan cial sec tor (Chart 4.4.2). With re gard to the stock mar ket, the PSI Geral in dex fell by 5 per

cent in the sec ond half of 2007, al though in the year as a whole it ap pre ci ated by around 18 per cent,

i.e., above the rises in S&P 500 and Dow Jones Euro Stoxx. The fall in the PSI Fi nan cial Ser vices in dex 

in the sec ond half of 2007 reached 20 per cent, thus re vers ing most gains in this in dex in the first half of 

the year. In the year as a whole, how ever, the ap pre ci a tion in the PSI Fi nan cial Ser vices in dex was

pos i tive (around 5 per cent), in con trast to sig nif i cant losses in cor re spond ing euro area and, in par tic u -

lar, US in di ces. None the less, this changed in the first quar ter of 2008, with higher losses in Por tu gal

than in the euro area as a whole and the United States. In the first four months of 2008 the de cline in

the PSI Geral in dex amounted to around 14 per cent, i.e., close to that of the Dow Jones Euro Stoxx but 

higher than that re corded by S&P 500. Dur ing this pe riod, the Por tu guese in dex for fi nan cial ser vice

com pa nies de clined by 25 per cent, i.e., more mark edly than the cor re spond ing in di ces for the euro

area and the United States (Chart 4.4.1). How ever, de vel op ments in this in dex over the last months of

2007 and in early 2008 were par tic u larly in flu enced by BPI’s pro posal for a merger with Millenium BCP,

which was not sealed. More over, the share hold ers’ dis pute over the con trol of the lat ter pri vate bank ing 

group, to gether with sus pected ir reg u lar i ties re gard ing the bank’s man age ment, also raised dis tur -

bances in stock price de vel op ments for a num ber of Por tu guese banks (Chart 4.4.3) (for fur ther de -

tails, see “Box 4.1 Oversight of Banco Comercial Português: some issues on the controversy

surrounding public denounces in 2007”, in this Report).

Fi nanc ing con di tions of Por tu guese banks have been sig nif i cantly af fected by in ter na tional fi nan cial

mar ket tur bu lence, sim i larly to most banks in ad vanced econ o mies (see “Section 4.5 Liquidity risk”). In

par tic u lar, the spreads of sub or di nated debt se cu ri ties is sued by Por tu guese banks has wid ened sig -

nif i cantly, reach ing re cord lev els for the cur rent de cade (Chart 4.4.5). On av er age, the risk pre mium

un der ly ing sub or di nated debt se cu rity is su ance by Por tu guese banks in creased by around 60 ba sis

points from the sec ond to the last quar ters of 2007, ris ing fur ther in the first quar ter of 2008. From the

end of July to De cem ber 2007 there were slightly more marked changes in some is sues of se cu ri ties

with out a sub or di na tion clause (Ta ble 4.1.1). In the first months of 2008 the in crease in risk premia for

se cu ri ties is sued by a num ber of Por tu guese banks was more marked than for Eu ro pean banks on av -
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Chart 4.4.5
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Chart 4.4.6
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er age (Chart 4.4.5). This may have re flected a more cau tious as sess ment of spe cific vul ner a bil i ties of

the Por tu guese bank ing sys tem, par tic u larly in a con text of pro tracted dif fi cul ties in whole sale fi nanc -

ing mar kets (see “Sec tion 2.3 Risks and vul ner a bil i ties in Por tu gal”, in this Re port). Also, the in ves tors’

pref er ence for more liq uid as sets may have led to lower de mand for bonds is sued by Por tu guese

banks (whose mar ket is rel a tively shal low, in in ter na tional terms), which was re flected in higher debt is -

su ance costs. In late March the up ward trend evinced by risk premia re gard ing debt of Por tu guese

banks came to a halt, and these premia de clined, in line with de vel op ments in Eu ro pean banks on av -

er age. More over, in creases in risk premia for credit de fault swaps of Por tu guese banks ob served in the 
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Table 4.4.1

SPREADS OF FIXED-RATE SECURITIES ISSUED BY EUROPEAN BANKS (a)

Sub or -

di nated

(Y/N)

Maturity Bloomberg

Com pos ite

Rat ing (b)

Spread

31/12/06

(p.p.)

Spread

23/07/07

(p.p.)

Spread

31/12/07

(p.p.)

Change

between

31/12/06

and

31/12/07

(p.p.)

Change

between

 23/07/07

and

31/12/07

(p.p.)

Change

between

 31/12/07

and

30/04/08

(p.p.)

BBV INT’L FIN (CAYMAN) Y 24/12/2009 AA- 0.42 0.49 1.07 0.65 0.58 0.00

ING BANK NV Y 15/06/2010 AA- 0.25 0.23 0.64 0.39 0.41 0.32

SANTANDER CENT HISP ISSU Y 05/07/2010 AA- 0.34 0.28 0.66 0.32 0.38 0.81

SANTANDER CENT HISP ISSU Y 14/03/2011 AA- 0.37 0.30 0.84 0.47 0.53 0.40

ING BANK NV Y 19/12/2035 AA- 0.64 0.60 0.88 0.25 0.29 0.13

CAIXA GERAL DEPOSIT FIN Y 12/10/2009 A+ 0.37 0.37 0.93 0.56 0.56 0.28

BANK OF IRELAND Y 10/02/2010 A+ 0.30 0.34 1.22 0.91 0.88 0.30

BBV INTL FINANCE LTD Y 25/02/2010 AA- 0.31 0.30 0.86 0.55 0.56 0.18

ABN AMRO BANK NV Y 28/06/2010 A+ 0.31 0.23 0.61 0.30 0.39 0.40

POPULAR CAPITAL SA Y 29/10/2049 A+ 1.83 1.50 1.63 -0.20 0.13 -0.13

BCP FINANCE BANK LTD Y 29/03/2011 A 0.43 0.46 1.08 0.65 0.62 0.78

BES FINANCE LTD Y 17/05/2011 A 0.45 0.45 1.12 0.67 0.67 0.96

SNS BANK NEDERLAND Y 15/04/2011 A- 0.33 0.40 0.59 0.26 0.19 0.51

HYPOVEREINS FINANCE NV Y 25/02/2008 NR 0.38 0.35 3.54 3.16 3.19 -

BANCO INTERCONTINENTAL Y 29/05/2008 NR 1.20 1.80 4.12 2.92 2.32 -2.82

BANKINTER SA Y 18/12/2012 NR 0.53 0.58 1.16 0.63 0.58 0.49

BANCO SANTANDER SA N 15/03/2009 AAA 0.23 0.17 0.57 0.34 0.40 0.16

BANCO SANTANDER SA N 19/12/2008 AAA 0.16 0.17 0.59 0.43 0.42 0.25

BANCO SANTANDER SA N 10/09/2010 AAA 0.15 0.20 0.43 0.28 0.23 0.56

RABOBANK NEDERLAND N 02/07/2010 AA+ 0.02 0.02 0.22 0.20 0.20 0.32

BANCO ESPANOL DE CREDITO N 23/02/2011 AA+ 0.19 0.26 0.51 0.31 0.25 0.44

BANCO ESPANOL DE CREDITO N 12/05/2010 AA+ 0.16 0.21 0.53 0.37 0.31 0.60

CAIXA GERAL DE DEPOSITOS N 18/06/2008 AA 0.27 0.15 0.70 0.43 0.55 0.20

CAIXA GERAL DE DEPOSITOS N 18/10/2012 AA- 0.35 0.42 0.73 0.39 0.31 0.24

BANK OF IRELAND N 22/10/2010 AA- 0.34 0.37 0.75 0.41 0.38 0.46

BCP FINANCE BANK LTD N 31/03/2024 A+ 0.68 0.56 0.69 0.01 0.13 0.18

BCP FINANCE BANK LTD N 22/12/2008 A+ 0.33 0.24 1.06 0.73 0.82 0.27

BES FINANCE LTD N 25/03/2010 A+ 0.40 0.38 0.89 0.49 0.50 0.32

SNS BANK NEDERLAND N 12/11/2014 A+ 0.38 0.47 0.84 0.46 0.38 0.23

BANCO BPI SA CAYMAN N 14/11/2035 A 0.64 0.56 0.58 -0.06 0.01 0.13

BANCO PORTUGUES DE INVES N 05/10/2009 A 1.82 1.94 2.31 0.49 0.37 0.92

BCP FINANCE BANK LTD N 12/07/2011 A 1.71 1.96 2.13 0.42 0.18 1.19

SNS BANK NEDERLAND N 28/05/2014 A 1.96 1.94 2.03 0.06 0.09 -0.38

BAYER HYPO- VEREINSBANK N 17/03/2014 NR 0.24 0.28 0.47 0.24 0.19 0.08

EUROHYPO SA DUBLIN N 12/03/2009 NR 0.34 0.37 0.91 0.57 0.54 0.45

BES FINANCE LTD N 12/02/2009 NR 0.35 0.27 1.05 0.70 0.79 0.31

BANCO SABADELL SA N 15/06/2015 NR 0.28 0.41 0.61 0.32 0.20 0.24

BANCO SABADELL SA N 26/01/2011 NR 0.19 0.25 0.56 0.37 0.31 0.49

BANCO POP VERONA NOVARA N 21/01/2009 NR 0.33 0.33 0.91 0.58 0.58 0.26

Average 0.51 0.53 1.05 0.54 0.52 0.28

Sources: Bloomberg and Banco de Por tu gal.
Notes: (a)Sam ple based on 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 un der re view, 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 ratings.



first quar ter were partly re versed, fol low ing the av er age trend of euro area fi nan cial cor po ra tions24

(Chart 4.4.6). In May the improving situation in bond markets enabled some Portuguese banking

groups to place significant amounts of debt on the market.

De spite the sig nif i cant in crease in risk premia of Por tu guese banks since mid-Au gust 2007, rat ings

given by in ter na tional agen cies re mained vir tu ally un changed and, in gen eral, con tin u ing as very pos i -

tive. At the on set of fi nan cial mar ket tur bu lence in late Au gust, Stan dard & Poor’s as signed a pos i tive

out look to CGD, which re flected im proved prof it abil ity and as set qual ity. In late De cem ber the same

rat ing agency an nounced its re vised out look for Millenium BCP, from “sta ble” to “neg a tive”, due to con -

cerns that CMVM’s (the Por tu guese Se cu ri ties Mar ket Com mis sion) in ves ti ga tion out come and the

share hold ers’ dis pute could af fect the fu ture per for mance and brand of the in sti tu tion. In late April 2008 

Stan dard & Poor’s up graded the out look for Mil len nium BCP, from “neg a tive” to “sta ble”, given that the

bank re cov ered its sta bil ity “af ter a tur bu lent 2007”. More over, S&P’s con firmed rat ings for this bank’s

long and short-term debt (A/A-1), re flect ing “its dom i nant mar ket po si tion, the sound and strong brand

it rep re sents, the grow ing geo graph ical diversification of the group, the quality of domestic assets and

good operational profitability”. 

Im pact of cap i tal mar ket de vel op ments on Por tu guese banks

In 2007 de vel op ments in the over all port fo lio of se cu ri ties and fi nan cial in vest ments held by the Por tu -

guese bank ing sys tem dif fered in the two halves of the year, in line with de vel op ments in the in ter na -

tional fi nan cial en vi ron ment. There fore, in the first half of the year the se cu ri ties port fo lio held by the

bank ing sys tem re flected the over all fa vour able sit u a tion in in ter na tional fi nan cial mar kets, with an in -

crease by around 16 per cent in its value, sim i larly to to tal as sets. The strong in ter na tional fi nan cial

mar ket in sta bil ity since mid-Au gust was re flected in a lower port fo lio value over the sec ond half of the

year, par tic u larly in the case of do mes tic bank ing groups, and in the re ver sal of gains re corded in the

first half of the year. None the less, in the year as a whole, the value of the port fo lio of se cu ri ties and fi -

nan cial in vest ments held by the bank ing sys tem in creased by around 7 per cent, with a slight de cline in 

its weight in to tal as sets.25 The con tri bu tion of in come as so ci ated with the port fo lio of se cu ri ties and fi -

nan cial in vest ments to both bank ing in come and to tal earn ings de clined also in 2007 from the pre vi ous 

year. This de vel op ment was par tic u larly ap par ent for do mes tic banks as a whole. This de cline has

partly re flected the base ef fect as so ci ated with non-re cur ring profit re corded in 2006 by one ma jor do -

mes tic bank ing group re sult ing from the re struc tur ing of par tic i pat ing in ter ests in in sur ance cor po ra -

tions. Ex clud ing the im pact of this op er a tion, the con tri bu tion of in come from se cu ri ties port fo lio to

as set prof it abil ity has changed only mar gin ally.26 In turn, gains from fees as so ci ated with fi nan cial op -

er a tions have in creased, al beit slightly, com pared to the pre vi ous year. This in crease was largely due

to greater con tri bu tion of fees charged for trad ing listed se cu ri ties. The port fo lio value of bank em ploy -

ees’ pen sion funds, whose li a bil i ties are to be cov ered by bank ing groups, has in creased slightly, re -

flect ing lower asset profitability and smaller contributions than in the previous year. Pension fund

liabilities have also increased, less than the portfolio value, leading to a slight improvement in funds

coverage.
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(24) The reversal in risk premia implied in credit default swaps of financial corporations may have largely corresponded to a correction of developments in this
market, which were generally associated with risk assessment by a number of credit insurance corporations.

(25) In this section, the portfolio of securities and financial investments includes financial assets at fair value through profit or loss including trading derivatives
(net of financial liabilities held for trading purposes), available-for-sale financial assets, held-to-maturity investments, investments in branches and hedging
derivatives.

(26) In 2007, and excluding the impact of the restructuring of participating interests, the contribution of earnings related to the banks’ portfolios of securities and
financial investments to asset profitability increased slightly for the banking system and declined somewhat for domestic banks as a whole.  



In 2007 the value of banks’ fi nan cial as set port fo lios (ex clud ing de riv a tives) in creased sig nif i cantly,

which was partly off set by a larger neg a tive con tri bu tion of de riv a tive port fo lios and, to a lesser ex tent,

from lower in vest ments in branches (Chart 4.4.7). In par tic u lar, the port fo lio of avail able-for-sale fi nan -

cial as sets grew by 30 per cent, with the port fo lio of fi nan cial as sets at fair value through profit or loss

vir tu ally sta bi lis ing from the end of the pre vi ous year. With re gard to avail able-for-sale fi nan cial as sets,

one ma jor bank ing group pur chased a sig nif i cant amount of debt se cu ri ties is sued in the con text of

securitisations (in both the first and sec ond halves of the year) and an other group sold a num ber of par -

tic i pat ing in ter ests in fi nan cial and non-fi nan cial cor po ra tions (at the end of the year). De spite these

sales, the eq uity com po nent of this port fo lio grew sig nif i cantly in the last quar ter of 2007, re flect ing, on

the one hand, im prove ments in seg ments of in ter na tional stock price in di ces re lated to non-fi nan cial

cor po ra tions and, on the other hand, port fo lio shifts dur ing the as sess ment of the merger bid pro posed

by BPI to Mil len nium BCP. In turn, fi nan cial as sets at fair value through profit or loss evolved dif fer ently

in the two halves of the year, in flu enced by fi nan cial de vel op ments. In the first half of the year the value

of this port fo lio in creased in tan dem with the value of the to tal port fo lio, ben e fit ing from con sid er able

val u a tions in the eq uity seg ment and, to a lesser ex tent, in debt se cu ri ties (Chart 4.4.8). Tur bu lence in

most fi nan cial mar kets af ter mid-Au gust led to a sig nif i cant de cel er a tion in the value of this port fo lio.

Also, the debt se cu ri ties com po nent de clined, re flect ing strong in sta bil ity in money and debt mar kets.

Fi nally, the re duc tion in the port fo lio of in vest ment in branches was due to changes in the consolidation 

method of one branch of a major domestic banking group. The activity of this branch is now recognised 

under different asset items.

Ac cord ing to the In ter na tional Ac count ing Stan dards (IAS), which were adopted by the main in sti tu -

tions of the Por tu guese bank ing sys tem in 2005, most se cu ri ties held by banks are re corded at mar ket

value (fair value). How ever, gains and losses on se cu ri ties are posted sep a rately in profit and loss ac -

counts, de pend ing on their reali sa tion and the port fo lio where they are in cluded. There fore, gains and

losses on fi nan cial as sets at fair value through profit or loss are re corded un der re sults, re gard less of

whether they are real ised or not. Con versely, in the case of avail able-for-sale fi nan cial as sets, only

real ised gains and losses are posted un der re sults, while un real ised gains and losses are re corded un -
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Chart 4.4.7

FINANCIAL ASSETS PORTFOLIO OF

PORTUGUESE BANKS ACCORDING 

TO THE IAS CLASSIFICATION

As a percentage of assets

Source: Banco de Por tu gal.
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Chart 4.4.8

FINANCIAL ASSETS PORTFOLIO OF

PORTUGUESE BANKS ACCORDING 

TO RISK SOURCE

As a percentage of assets
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der cap i tal in re serve ac counts. As a re sult, the con tri bu tion of the se cu ri ties port fo lio to bank ing sys -

tem prof its re flects real ised gains and losses from the sale (or in case of im pair ment) of se cu ri ties in the 

port fo lio of avail able-for-sale fi nan cial as sets and fluc tu a tions in the value of se cu ri ties re main ing in the 

port fo lio of fi nan cial as sets at fair value through profit or loss. This dif fer en ti ated re cord of un real ised

gains and losses hin ders the as sess ment of re sults as so ci ated with each risk el e ment in the port fo lio of 

se cu ri ties and fi nan cial in vest ments held by banks, given that these re sults may not si mul ta neously

pass through to profit and loss for the year. Con cern ing ex change rate risk, it ex ists in se cu ri ties port fo -

lio seg ments where the in ter est rate risk and the stock price risk pre dom i nate (be cause they in clude

se cu ri ties de nom i nated in for eign cur rency) hin der ing its spe cific as sess ment. More over, the use of

de riv a tives to cover a sig nif i cant part of risks un der ly ing bank ing ac tiv ity, by mak ing it pos si ble to off set

fluc tu a tions in the value of other fi nan cial as sets in the banks’ port fo lios, ham pers an ac cu rate as sess -

ment of the bank ing sys tem’s ex po sure to each iden ti fied risk fac tor and its im pact in terms of re sults.

In ef fect, sub stan tial gains in some seg ments of the port fo lio of se cu ri ties and in vest ments held by

banks have co-ex isted with significant losses in derivative portfolios, which were reflected in relatively

subdued and stable contributions of the overall portfolio’s income to the total profits and losses of the

banking system.

Tak ing into ac count the port fo lio of se cu ri ties and other fi nan cial as sets held by the bank ing sys tem

from the per spec tive of risk sources, de vel op ments in 2007 gen er ally fol lowed the trends seen in the

pre vi ous year. There fore, the in ter est rate has con tin ued to be the main source of risk for this port fo lio,

re flect ing the weight of bonds and other debt se cu ri ties in banks’ in vest ment port fo lios (Chart 4.4.8).

The share of fi nan cial as sets par tic u larly sen si tive to the in ter est rate risk ac counted for around 70 per

cent of the to tal port fo lio value at the end of the year. In the year as a whole, these as sets in creased by

al most 14 per cent (7 per cent, in the port fo lio of do mes tic bank ing groups), largely re flect ing pur -

chases of se cu ri ties is sued in the con text of securitisations. Com po nents of unsubordinated debt is -

sued by non-res i dents and of for eign gov ern ment debt have also in creased slightly. In turn, the

seg ment of fi nan cial as sets par tic u larly sen si tive to price changes in shares and other cap i tal in stru -

ments rose by around 20 per cent in the year as a whole (around 30 per cent, in the case of the do mes -

tic banks’ port fo lios). Pos i tive de vel op ments in stock mar kets over the first half of the year were
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Chart 4.4.9

INCOME FROM FINANCIAL OPERATIONS OF PORTUGUESE BANKS ACCORDING TO RISK SOURCE

As a percentage of average assets in the year
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re flected in sig nif i cant growth (above 60 per cent year-on-year) of the share com po nent in the banks’

port fo lios. The situation changed in the second half of the year, when demand moved towards less

risky assets.

With re gard to the in come from the port fo lio of se cu ri ties and fi nan cial in vest ments held by the bank ing

sys tem in 2007, spe cial men tion should be made to the very pos i tive con tri bu tion of gains from shares

(Chart 4.4.9). How ever, as al ready stated, most shares held by banks are in cluded in the port fo lio of

avail able-for-sale as sets, and thus changes in the val u a tion of these se cu ri ties, when kept in the port -

fo lio, shall not sig nif i cantly af fect profit and loss ac counts. There fore, the pos i tive con tri bu tion of

shares to as set re turn may largely re flect sales of these as sets, which were par tic u larly sig nif i cant in

the case of do mes tic bank ing groups (Charts 4.4.10 and 4.4.11 and Ta ble 4.4.2). In turn, in come as so -

ci ated with in vest ments in branches, which in the pre vi ous year ac counted for a sig nif i cant share of

gains from banks’ fi nan cial op er a tions and in vest ments (re lated to the re struc tur ing of par tic i pat ing in -

ter ests in in sur ance cor po ra tions by one ma jor do mes tic bank ing group), de clined sig nif i cantly, partly

re flect ing the non-re cur ring char ac ter of gains re corded in 2006. Ex clud ing the im pact of these gains,

the con tri bu tion of gains from in vest ments in branches to as set re turn de clined some what in 2007.

Changes in the con sol i da tion method of one branch of a ma jor do mes tic bank ing group (which af fected 

this port fo lio’s seg ment, as pre vi ously men tioned) may have also con trib uted to the de cline in these

gains, given that in come gen er ated by the branch’s ac tiv ity is now posted un der other profit and loss

items. The con tri bu tion to as set re turn of in come re lated to se cu ri ties with a high in ter est rate risk was

neg a tive and close to that seen in the pre vi ous year. More over, se cu ri ties port fo lio re sults as so ci ated

with un spec i fied risks in de riv a tives made a par tic u larly sig nif i cant neg a tive con tri bu tion in the case of
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Chart 4.4.10

INCOME FROM FINANCIAL OPERATIONS OF

PORTUGUESE BANKS ACCORDING TO THE IAS

CLASSIFICATION

As a percentage of average assets in the year
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Chart 4.4.11

CONTRIBUTION OF THE PORTFOLIO OF

SECURITIES AND FINANCIAL INVESTMENTS TO

RETURN ON ASSETS OF THE BANKING SYSTEM

ACCORDING TO RISK SOURCE AND BY SEGMENT 

ACCORDING TO THE IAS CLASSIFICATION

(A) Fi nan cial as sets at fair value through profit or loss. 
(B) Avail able-for-sale fi nan cial as sets.
(C) Hedg ing de riv a tives. 
(D) Trad ing de riv a tives. 

Source: Banco de Por tu gal.
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Table 4.4.2

CONTRIBUTION OF THE PORTFOLIO OF SECURITIES AND FINANCIAL INVESTMENTS TO RETURN ON ASSETS

Banking system Domestic banks

2006 2007 2006 2007

S1 S2 Year S1 S2 Year S1 S2 Year S1 S2 Year

According to the IAS classification

Financial assets at fair value through profit or loss -0.03 0.15 0.06 0.15 -0.19 -0.02 -0.04 0.19 0.08 0.18 -0.27 -0.04

Available-for-sale financial assets 0.13 0.12 0.13 0.21 0.34 0.27 0.15 0.15 0.15 0.21 0.44 0.33

Results from exchange rate differences 0.19 0.14 0.16 0.06 0.15 0.10 0.21 0.15 0.18 0.07 0.18 0.12

Hedging derivatives -0.07 -0.18 -0.13 -0.17 -0.05 -0.11 -0.07 -0.22 -0.15 -0.21 -0.07 -0.14

Investment in branches 0.29 0.13 0.21 0.11 0.03 0.07 0.37 0.16 0.26 0.14 0.03 0.09

Excluding the impact of the restructuring of

 participating interests in companies in the insurance

sector by one of the major groups 0.11 0.13 0.12 - - - 0.13 0.16 0.15 - - -

Trading derivatives -0.10 -0.09 -0.09 -0.06 -0.03 -0.05 -0.06 -0.15 -0.11 -0.05 -0.10 -0.08

According to risk source

Interest rate -0.13 -0.13 -0.13 -0.18 0.01 -0.09 -0.08 -0.21 -0.14 -0.24 -0.02 -0.13

Equity 0.17 0.12 0.14 0.35 0.29 0.32 0.11 0.19 0.15 0.27 0.44 0.36

Other risks 0.04 -0.01 0.01 -0.04 -0.09 -0.06 0.01 0.04 0.02 0.11 -0.24 -0.07

Exchange rate 0.05 0.16 0.10 0.06 0.00 0.03 0.14 0.10 0.12 0.06 -0.01 0.03

Investment in branches 0.29 0.13 0.21 0.11 0.03 0.07 0.37 0.16 0.26 0.14 0.03 0.09

Total 0.41 0.27 0.34 0.30 0.24 0.27 0.55 0.29 0.42 0.35 0.20 0.28

Excluding the impact of the restructuring of

 participa ting interests in companies in the insurance

sector by one of the major groups 0.23 0.27 0.25 - - - 0.32 0.29 0.30 - - -

Source: Banco de Por tu gal
Note: As a per cent age of av er age as sets in the year. Six-month annualised fig ures.



one ma jor do mes tic group in the sec ond half of the year. Fi nally, re sults spe cif i cally associated with

exchange rate risks have made a further positive contribution to asset profitability, in a context of

continued appreciation of the euro against the US dollar and the yen. 

In 2007 in come from fees as so ci ated with other fi nan cial op er a tions con tin ued to con trib ute sig nif i -

cantly to banks’ as set prof it abil ity, mainly in the pe riod prior to the in ter na tional fi nan cial mar ket tur bu -

lence (Chart 4.4.12). In net terms, these fees (which ac count for around 5 per cent of the bank ing

prod uct) grew by al most 20 per cent over the year, with de vel op ments be ing neg a tively in flu enced by

in ter na tional fi nan cial mar ket de vel op ments af ter mid-Au gust (mainly in the most buoy ant seg ments).

In fact, fees as so ci ated with the pur chase and sale of se cu ri ties on be half of third par ties, which in -

creased by around 60 per cent in the first half of the year re flect ing pos i tive fi nan cial mar ket de vel op -

ments and a sig nif i cant turn over, de cel er ated strongly over the sec ond half of the year. None the less,

with re gard to fees as so ci ated with other fi nan cial op er a tions as a whole, those as so ci ated with the

pur chase and sale of se cu ri ties on be half of third par ties con trib uted the most to the change in re turn

on as sets over the year. In turn, fees from mu tual fund op er a tions (in clud ing fees for the man age ment,

is su ance and re demp tion of mu tual fund units, which in 2007 ac counted for 60 per cent of to tal fees as -

so ci ated with other fi nan cial op er a tions charged by Por tu guese banks) slowed down some what in the

sec ond half of the year, with a con tri bu tion close to that seen in 2006. De vel op ments in this com po nent

mir rored the lower in ves tors’ ap pe tite for mu tual fund units fol low ing the onset of financial market

instability, in a context of growing risk aversion and significant reductions in the return of these

investments. 

In 2007 the port fo lio value of bank em ploy ees’ pen sion funds in creased by around 5 per cent, i.e., con -

sid er ably less than in the pre vi ous year (by nearly 20 per cent) (Ta ble 4.4.3). This re flected, on the one

hand, lower fund prof it abil ity, which was most likely in flu enced by de vel op ments in in ter na tional fi nan -

cial mar kets over the sec ond half of the year, and, on the other hand, smaller con tri bu tions paid to

funds com pared to 2006. In turn, pen sion fund li a bil i ties in creased slightly more than in the pre vi ous

year, which has largely re flected dif fer ent de vel op ments and changes in sev eral ac tu ar ial as sump tions 

from pre vi ously ex pected. Re flect ing a more sig nif i cant in crease in the port fo lio value than in li a bil i ties,
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Chart 4.4.12

NET FEES ASSOCIATED WITH FINANCIAL
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the cov er age of bank em ploy ees’ pen sion funds im proved slightly. How ever, the de te ri o ra tion in in ter -

na tional fi nan cial mar kets in the first months of 2008 and the per sis tence of marked un cer tainty in most 

in ter na tional fi nan cial mar kets may have a sig nif i cant im pact on the fu ture per for mance of pen sion

funds. This may oc cur if the above de vel op ments lead to more sig nif i cant de clines in the de gree of

cov er age, mak ing nec es sary banks’ ex traor di nary con tri bu tions to pension funds, which may generate 

greater tensions in terms of banks’ profitability and solvency levels.

4.5. Liquidity risk

In 2007 ac tiv ity of the Por tu guese bank ing sys tem con tin ued to ex pand at a ro bust pace, largely re -

flect ing credit port fo lio growth (see “Section 4.2 Activity and profitability”). In the year as a whole, these

de vel op ments were mainly coun ter bal anced by re sources from cus tom ers, (net) is su ance of debt se -

cu ri ties and, to a lesser ex tent, fi nanc ing (net of in vest ments) with other credit in sti tu tions (Chart 4.5.1). 

How ever, the rel a tive im por tance of these fi nanc ing sources changed sig nif i cantly be tween the first
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Table 4.4.3

PENSION FUNDS – BANKING SYSTEM

EUR millions

2006 2007

Annual increase in liabilities 191 501

of which:

Actuarial gains and losses -315 254

of which:

Actuarial gains and losses arising from differences between

assumptions and realised values -249 196

Actuarial gains and losses arising from changes in assumptions

and, where applicable, in the plans’ conditions -66 58

Increase in liabilities arising from early retirement programmes 212 66

Liabilities

Total liabilities 13 444 14 189

Minimum level of liabilities to be covered 12 579 13 456

Pension funds

Pension funds value at the beginning of the year 11 501 13 550

Net income of the funds (+) 1 243 1 065

Contributions to the funds (+) 1 021 401

Contributions made by the beneficiaries (+) 50 49

Retirement pensions paid by the funds (-) 561 595

Survivors pensions paid by the funds (-) 28 30

Changes in the value of the funds resulting from termination (+) 0 -2

Other net changes (+) 290 1

Pension funds value at the end of the year 13 515 14 438

Coverage of the funds (Pension funds value at the end of the year –

Minimum liability level to be covered) 936 982

Other coverage 422 410

Coverage of the funds (Pension funds value at the end of the year (incl.

other coverage) – Minimum liability level to be covered) 1 358 1 392

Source: Banco de Por tu gal.



and the sec ond halves of the year, re flect ing the be hav iour of in ter na tional whole sale fi nanc ing mar -

kets, with mixed developments in domestic and non-domestic institutions.

At the end of 2007 the rate of change in re sources from cus tom ers was close to 9 per cent, i.e., far

higher than in 2005 and 2006 (around 4.5 per cent). Changes in the stock of de pos its col lected from

cus tom ers ac counted for around 37 per cent of the an nual flow of credit granted. Intra-an nual de vel op -

ment pro files of do mes tic and non-do mes tic in sti tu tions were clearly dif fer ent for re sources from cus -

tom ers, al though re cord ing sim i lar an nual rates of change at the end of the year. Over the year,

cus tomer de pos its with do mes tic in sti tu tions evolved in line with the usual pat tern, i.e., a de crease in

the first quar ter of the year, which was partly off set by an up turn in the sec ond quar ter. Sub se quently, in 

the sec ond half of the year, these de pos its ac cel er ated sig nif i cantly year on year. This ac cel er a tion

was par tic u larly no tice able in the third quar ter, when the fi nan cial as set port fo lio of eco nomic agents

was shifted, re flect ing fi nan cial mar ket tur bu lence and its im pact on prof it abil ity of the dif fer ent in stru -

ments. In this re gard, in the last two quar ters of the year, mu tual fund share re demp tions were sig nif i -

cant, par tic u larly in terms of cash, money mar ket and bond funds, i.e., in vest ments that are gen er ally

as sessed as close sub sti tutes for bank de pos its (Chart 4.5.2). In the con text of the cur rent in ter na -

tional fi nan cial mar ket tur bu lence, risk as so ci ated with port fo lios of this type of in vest ment fund was re -

as sessed. In turn, fi nan cial mar ket in sta bil ity has also ham pered ac cess to whole sale fi nanc ing

mar kets, re sult ing in in creased com pe ti tion among banks in the col lec tion of cus tomer de pos its, which

was re flected in higher re mu ner a tion of time de pos its. With re gard to non-do mes tic in sti tu tions, the de -

vel op ment pro file of re sources from cus tom ers fol lowed an up ward path dur ing the year, more sig nif i -

cantly dur ing the first half of the year.27
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Chart 4.5.1

FINANCING FLOWS OF THE BANKING SYSTEM IN

2007
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Chart 4.5.2

NET SUBSCRIPTIONS OF MUTUAL AND MONEY
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(27) The six-month annualised rates of change in resources from customers stood at -4 and 23 per cent, in the case of domestic institutions, in the first and
second halves of the year respectively. In the case of non-domestic institutions, the corresponding rates stood at 16 and 5 per cent.



Over all, the ac cel er a tion in re sources from cus tom ers in the sec ond half of 2007 re flected the ex pan -

sion of de pos its by res i dents and, to a lesser ex tent, re sources from non-res i dents (de spite the de -

cline, in ab so lute terms, re corded by non-do mes tic in sti tu tions over that pe riod) (Chart 4.5.3). On the

ba sis of Mon e tary and Fi nan cial Sta tis tics and In ter na tional In vest ment Po si tion data, the ac cel er a tion

in de pos its by res i dents was mainly as so ci ated with house hold de pos its, while the ac cel er a tion in de -

pos its by non-res i dents was due to de pos its by both house holds and non-fi nan cial cor po ra tions. De -

pos its by res i dent non-fi nan cial cor po ra tions, de spite of hav ing fol lowed an up ward path dur ing the

year, re corded a neg a tive year-on-year change at the end of 2007. The fact that the ex pan sion of re -

sources from cus tom ers was sup ported by de pos its from res i dent house holds may con trib ute fa vour -

ably to their sta bil ity given that, on the one hand, house hold de pos its tend to be (in di vid u ally) smaller

and dis trib uted by a larger num ber of de pos i tors and, on the other hand, in vest ments in house hold de -

pos its tend to of fer rel a tively lon ger ac tual ma tu ri ties, even in case of short-term con trac tual ma tu ri ties. 

This gen er ally stands in con trast with de pos its in Por tu gal by non-res i dents, which, to gether with de -

pos its by large en ter prises, fre quently re flect whole sale mar ket op er a tions. The bal ances on these

deposits tend to be more volatile and more concentrated in a lower number of depositors, which are

very sensitive to the remuneration offered.

Re gard less of con tin ued strong credit growth, the ac cel er a tion in re sources from cus tom ers dur ing the

year led to a de cline in the credit-to-de pos its ra tio over the sec ond half of the year (Charts 4.5.4 and

4.5.5). Nev er the less, at the end of the year and com pared to the end of the pre vi ous year, this ra tio in -

creased sig nif i cantly fur ther, in line with de vel op ments in the pre vi ous two years, par tic u larly in the

case of do mes tic in sti tu tions. Only one ma jor do mes tic in sti tu tion showed fa vour able de vel op ments

re gard ing this in di ca tor, re flect ing very sig nif i cant growth of re sources from cus tom ers (Chart 4.5.6). In

con trast, the credit-to-de pos its ra tio in creased sig nif i cantly in two other sys tem i cally im por tant in sti tu -

tions. This as sess ment is not qual i ta tively changed when tak ing into ac count a wider ag gre gate of re -

sources from cus tom ers, which also in cludes debt se cu ri ties is sued by banks and placed with

cus tom ers, al though in vest ments in these se cu ri ties have in creased sig nif i cantly, par tic u larly in the

sec ond half of the year, with the corresponding year-on-year rate of change reaching around 20 per

cent at the end of 2007.
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Chart 4.5.3

DEPOSITS FROM THE NON-MONETARY SECTOR

Contributions to the year-on-year rate of change
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De vel op ments in the ra tio of credit to re sources from cus tom ers of ma jor do mes tic in sti tu tions of the

Por tu guese bank ing sys tem con trib uted to the main te nance of this in di ca tor in Por tu gal as one of the

high est within the Eu ro pean Union (Chart 4.5.7).
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Chart 4.5.4

RATIO OF CREDIT TO RESOURCES FROM
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Chart 4.5.5

RATIO OF CREDIT TO RESOURCES FROM
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Chart 4.5.6

CREDIT-TO-DEPOSITS 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 4.5.7

CREDIT-TO-DEPOSITS RATIO OF AN EUROPEAN

BANK PANEL
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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 as sets. Based on a range of
89 bank ing in sti tu tions from 14 Eu ro pean Un ion coun tries whose ac counts for the 2007
fis cal year were avail able at the above men tioned source at the cut-off date of data for this 
Report.



In an nual terms, me dium and long-term debt se cu ri ties were also an im por tant source of ac tiv ity fi -

nanc ing, with very sig nif i cant net bond is su ance in 2007 (Charts 4.5.8 and 4.5.9 and Ta ble 4.5.1). In

the year as a whole, around 90 per cent of to tal is su ance of debt se cu ri ties was made by do mes tic in sti -

tu tions, which were par tic u larly ac tive in the sec ond quar ter. In fact, sim i larly to the euro area, Por tu -

guese banks re corded a fairly high is su ance vol ume in the first half of the year. In a con text of

fa vour able fi nanc ing con di tions, in sti tu tions seem to have largely ac com plished in this pe riod their fi -

nanc ing programmes fore cast for the year as a whole. To gether with the sub se quent de te ri o ra tion in fi -

nanc ing con di tions in in ter na tional fi nan cial mar kets, this con trib uted to sig nif i cant slow down in net

is su ance of debt se cu ri ties in the sec ond half of the year. Nev er the less, de spite in ter na tional fi nan cial

mar ket tur bu lence over this pe riod, li a bil i ties rep re sented by Por tu guese bank se cu ri ties in creased fur -

ther. Some se curi ti sa tion op er a tions were also con ducted (al beit in volv ing rel a tively low amounts).

Not with stand ing the fi nan cial mar ket tur bu lence, Por tu guese banks man aged to main tain some bond

is su ance, al though in volv ing low amounts and with higher costs than in the first half of the year (see

“Section 4.4 Market risk”).28 In line with previous years, most issues in 2007 were conducted at floating

rate, more markedly in the second half of the year. 

In con trast to de vel op ments up to 2006, debt se cu ri ties were mainly is sued in the Por tu guese mar ket,

but con tin ued to be largely placed with in ter na tional in ves tors. This was as so ci ated, on the one hand,

with amend ments in tro duced in 2006 in Por tu guese leg is la tion on the is su ance of mort gage bonds.

These amend ments have fa cil i tated the is sue of mort gage backed se cu ri ties that are au ton o mous

prop erty, al though they re main on the bank’s bal ance sheet, al low ing banks to ob tain fi nanc ing at lower 

costs com pared with other types of se curi tised debt, such as the is sue of bonds through EMTN

(Euro-Me dium Term Notes) programmes.29 On the other hand, the Eurosystem has spec i fied that, as
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Chart 4.5.8
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ties mentioned.

Chart 4.5.9
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(28) In the first three months of 2008 risk premia on securities issued by banks followed an upward path, which was interrupted at the end of March, with a
subsequent decline in these premia. In this context, major Portuguese banking groups issued bonds worth EUR 6 billion in May 2006.

(29) Since each issue is allocated a set of mortgage credit, increased repayment assurance is hence offered. Therefore, mortgage bonds have lower credit risk
premium and are also subject to favourable prudential treatment in terms of solvency, in the framework of the new prudential regime, which reinforces its
eligibility as financial instrument for banks as investors.



from 1 June 2007 and with the ex cep tion of in ter na tional or su pra na tional in sti tu tions, is su ers of mar -

ket able as sets el i gi ble for Eurosystem credit op er a tions must be es tab lished ei ther in the Eu ro pean

Eco nomic Area (EEA) or in one of the four non-EEA G10 coun tries (namely, Can ada, Ja pan, Swit zer -

land and the United States). Thus, as sets is sued af ter 1 Jan u ary 2007 by en ti ties do mi ciled out side the

EEA or non-EEA G10 coun tries are not el i gi ble, ir re spec tive of any guar an tee pro vided by an en tity es -

tab lished in the EEA. This change has re duced mar ket re cep tive ness to se cu ri ties is sued in other fi -

nan cial cen tres (as off-shore cen tres, for in stance) through branches and sub sid iar ies abroad.30

In 2007 as a whole, fi nanc ing (net of in vest ments) with other credit in sti tu tions in creased sig nif i cantly

(Ta ble 4.5.2). Nev er the less, de spite the break in the down ward trend seen since the be gin ning of the

de cade in the im por tance of these re sources as source of fi nanc ing for banks, their weight in to tal re -

sources re mains rel a tively small. In fact, in the con text of an ex pan sion in ac tiv ity sup ported by fi nanc -

ing through the is su ance of me dium and long-term se cu ri ties and credit se curi ti sa tion (which al lowed

for some im prove ment in the gen eral li quid ity sit u a tion of in sti tu tions, due to an in crease in re sid ual

ma tu ri ties of li a bil i ties), money mar ket fi nanc ing, net of in vest ments, has been used in li quid ity man -

age ment on a more conjunctural ba sis. In the first half of each year, and on a tem po rary ba sis, this type 

of fi nanc ing al lowed for the ac com mo da tion of im bal ances as so ci ated with the sea sonal be hav iour of

some bal ance-sheet items (e.g. customer deposits). 

In the first quar ter of 2007 in creased re course to fi nanc ing (net of in vest ments) with other credit in sti tu -

tions mainly re flected a de cline in in vest ments in cen tral banks and other credit in sti tu tions by do mes tic 

in sti tu tions, which dur ing that pe riod re corded a sea sonal re duc tion of re sources from cus tom ers.31

The sig nif i cant is su ance of se cu ri ties in the sec ond quar ter, the con duct of a num ber of se curi ti sa tion

op er a tions, and the ac cel er a tion in re sources from cus tom ers in the sec ond half of the year made it

pos si ble for do mes tic in sti tu tions to re duce, as a whole, the bal ance of fi nanc ing with other credit in sti -

tu tions. In the sec ond half of the year, claims and, to a lesser ex tent, li a bil i ties against cen tral banks in -

creased, as op posed to trans ac tions with other credit in sti tu tions. This seems to be in line with the

in ter bank money mar ket sit u a tion, which has been char ac ter ised by a strong in crease in counterparty

risk. This rise has led to a clear wid en ing of the spread be tween in ter est rates on uncollateralised in ter -

bank op er a tions and com pa ra ble rates on in ter bank collateralised op er a tions, par tic u larly for lon ger
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Table 4.5.1

STRUCTURE OF TOTAL OUTSTANDING AMOUNTS OF BONDS ISSUED BY PORTUGUESE BANKING

GROUPS

By type of rate and residual maturity

 As a percentage of 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

Total

31-Dec-2006 13.2 16.4 38.6 18.3 13.6 100.0

30-Jun-2007 12.6 18.8 36.2 21.0 11.5 100.0

31-Dec-2007 22.1 15.7 32.7 18.3 11.2 100.0

of which

Variable rate 16.7 12.8 19.2 9.9 5.2 63.8

Fixed rate and other 5.5 3.0 13.5 8.4 5.9 36.2

Sources: Bloomberg, Thomson Fi nan cial Datastream and Dealogic Bondware.

(30) Assets issued before 1 January 2007 will remain eligible until 31 December 2011 and will only become ineligible after that date.

(31) Opposite developments were seen in non-domestic institutions, i.e., these investments increased, although involving considerably lower amounts.



ma tu ri ties of the in ter bank money mar ket, which im plied a re duc tion of mar ket depth in these ma tu ri -

ties.32

The re ver sal of the net po si tion in the in ter bank mar ket, from an as set po si tion at the end of 2006 to a li -

a bil ity po si tion in De cem ber 2007, as so ci ated with an in crease in li a bil i ties and a de cline in as sets (in

ap prox i mate amounts), led to a fur ther nar row ing of 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 (which in clude in ter bank as sets and el i gi ble se cu ri ties in mon e -

tary pol icy op er a tions) (Chart 4.5.10).33 How ever, these de vel op ments were largely af fected by the be -

hav iour of one ma jor do mes tic bank, which, fol low ing a change in its fi nanc ing strat egy, re duced its

in vest ments (net of the col lec tion of re sources) in the money mar ket.34 There fore, dis tri bu tion in this in -

di ca tor was less dis persed across do mes tic in sti tu tions as a whole, given that this bank had re corded

the high est in di ca tor in 2006 (Chart 4.5.11). In line with de vel op ments since 2004, de te ri o ra tion in this

in di ca tor for do mes tic in sti tu tions was mit i gated by the increase in the portfolio of eligible securities in

monetary policy operations (by around 19 per cent in December 2007).
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Table 4.5.2

POSITION OF PORTUGUESE BANKS VIS-À-VIS OTHER CREDIT INSTITUTIONS AND CENTRAL BANKS

EUR millions

Banking system Dec-06 Jun-07 Dec-07

Net resources from other credit institutions 13 767 22 522 23 113

of which vis-à-vis central banks -5 254 -2 930 -2 555

Cash and claims on central banks 7 156 5 144 8 105

Claims and investment in other credit institutions 41 841 42 043 41 003

in the country 7 848 7 003 10 720

abroad 33 993 35 041 30 283

Resources from central banks 1 901 2 213 5 550

Resources from other credit institutions 60 862 67 496 66 671

in the country 4 863 4 912 5 962

abroad 55 999 62 584 60 709

Domestic banks Dec-06 Jun-07 Dec-07

Net resources from other credit institutions -1 407 7 182 3 152

of which vis-à-vis central banks -4 452 -2 061 -3 763

Cash and claims on central banks 6 254 4 174 7 084

Claims and investment in other credit institutions 30 240 28 942 27 491

in the country 5 650 5 050 8 448

abroad 24 590 23 892 19 044

Resources from central banks 1 803 2 112 3 320

Resources from other credit institutions 33 285 38 186 34 407

in the country 4 028 4 265 5 084

abroad 29 257 33 921 29 322

Source: Banco de Por tu gal.

(32) In a context of euro money market uncertainty, several institutions may have tried to obtain liquidity at longer maturities, subsequently placing it at shorter
maturities with the central bank and other credit institutions. 

(33) This indicator facilitates a first assessment of the institutions’ ability to meet some of their most immediate liabilities using highly liquid assets. However, its
information content is limited, given that, on the one hand, it is based on accounting information that does not take into account the residual maturities of
items used in its calculation and, on the other hand, it does not consider other balance-sheet items maturing in the short term, which are key determinants for 
the institutions’ current liquidity management.

(34) At the end of 2006 this bank had a position as net fund provider in this market of around 7 per cent of total assets, compared to a position as net fund receiver 
for domestic institutions as a whole close to 2 per cent of assets.



Li quid ity man age ment of non-do mes tic in sti tu tions is dif fer ent from that of do mes tic in sti tu tions. The

pos si bil ity of ob tain ing funds from their head of fices (or trans fer ring funds thereto) en ables  non-

 domestic in sti tu tions to pur sue their credit ac tiv ity with out de pend ing on de pos its of do mes tic cus tom -

ers. There fore, these in sti tu tions gen er ally have higher credit-to-de posit ra tios and far lower cov er age

ra tios of in ter bank li a bil i ties by highly liq uid as sets. In this con text, in the year as a whole, the change in

the bal ance of fi nanc ing (net of in vest ments) ob tained by non-do mes tic in sti tu tions from other credit in -

sti tu tions was sim i lar to that of do mes tic in sti tu tions. How ever, in the case of non-do mes tic in sti tu tions,

these de vel op ments re flected a si mul ta neous in crease in in ter bank as sets and, mainly, li a bil i ties. In

par tic u lar, in the sec ond half of the year, fi nanc ing ob tained from other credit in sti tu tions and cen tral

banks in creased. Fi nanc ing ob tained from cen tral banks was con cen trated in one non-do mes tic bank -

ing group that used as col lat eral with the Eu ro pean Cen tral Bank se curi tised bonds held af ter se curi ti -

sa tion op er a tions con ducted in 2007 on claims held in its port fo lio.35 

Over the past few years in sti tu tions have also turned to credit se curi ti sa tion as a source of fi nanc ing.

Al though higher than in 2006, the to tal amount of op er a tions con ducted in 2007 was short of the lev els

seen in pre vi ous years, namely 2003 and 2005. Sim i larly to the is su ance of debt se cu ri ties, main credit

se curi ti sa tion op er a tions were con ducted prior to the on set of fi nan cial mar ket tur bu lence, re sort ing to

loans to house holds for house pur chase as main un der ly ing as sets and tak ing the form of op er a tions

with out derecognition of as sets. At the end of 2007 the out stand ing amount of loans granted in se curi ti -

sa tion op er a tions amounted to 11.6 per cent of to tal loans orig i nally granted by banks to the res i dent
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Chart 4.5.10

COVERAGE RATIO OF INTERBANK LIABILITIES BY

HIGHLY LIQUID ASSETS
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Source: Banco de Por tu gal.
Note: Cov er age ra tio is de fined as the ra tio of highly liq uid as sets (in ter bank as sets and
debt se cu ri ties el i gi ble for mon e tary pol icy op er a tions) to in ter bank li a bil i ties. The break in
the se ries in 2004 cor re sponds to the im ple men ta tion of the In ter na tional 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. In turn, the break in the se ries in 2006 cor re sponds to a widening of the group of
institutions under analysis.

Chart 4.5.11

COVERAGE RATIO OF INTERBANK LIABILITIES BY

HIGHLY LIQUID ASSETS 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.

(35) In accounting terms, this securitisation operation contributed to an increase in the securities portfolio of this institution. However, given that these securities
were used as collateral in financing operations with the European Central Bank, they are not reflected, for the purpose of liquidity assessment, in
developments in the portfolio of eligible securities in monetary policy operations. 



non-fi nan cial pri vate sec tor (in creas ing by 0.6 p.p. from the end of 2006), of which around 87 per cent

cor re sponded to loans granted to house holds for house pur chase (Chart 4.5.12).36

De spite mixed de vel op ments in the first and sec ond halves of the year, the rel a tive im por tance of the

var i ous bank fi nanc ing sources (as sessed as a per cent age of the stock of credit, in clud ing se curi tised

credit), as well as the main de vel op ment trends in this do main since the be gin ning of the de cade, re -

mained rel a tively un changed at the end of 2007 (Chart 4.5.13). There fore, the im por tance of re sources 

from cus tom ers and, to a lesser ex tent, sub or di nate li a bil i ties have de creased, coun ter bal anced by

greater weight of debt se cu ri ties. In con trast to de vel op ments over the past few years, and as pre vi -

ously men tioned, there was in creased re course to fi nanc ing (net of in vest ments) with central banks

and other credit institutions in 2007. 

The greater weight of me dium and long-term mar ket debt has bene fited from the par tic i pa tion in the

euro area, given that it has cre ated room for the fi nanc ing of do mes tic agents, par tic u larly banks, in a

wider ex change-rate risk-free se cu ri ties mar ket, as well as very fa vour able fi nanc ing con di tions pre -

vail ing in in ter na tional whole sale fi nanc ing mar kets up to mid-2007. This has firstly en abled a gen eral

im prove ment in li quid ity in di ca tors, par tic u larly due to the in crease in the av er age ma tu rity of fi nanc ing

with whole sale mar kets, which is more ap pro pri ate to the av er age ma tu rity of as sets. How ever, the

need to re fi nance a grow ing vol ume of li a bil i ties, in the con text of a sig nif i cant and sus tained ex pan sion 

of ac tiv ity, has raised the sen si tiv ity of Por tu guese banks to changes in fi nanc ing con di tions in in ter na -

tional whole sale mar kets. With re gard to do mes tic in sti tu tions, the weight of debt rep re sented by se cu -
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Chart 4.5.12

DEVELOPMENTS IN THE OUTSTANDING AMOUNT

OF LOANS GRANTED IN SECURITISATION

OPERATIONS

Source: Banco de Por tu gal (Mon e tary and Fi nan cial Sta tis tics).
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Chart 4.5.13

LIQUIDITY SOURCES OF THE BANKING SYSTEM
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Source: Banco de Por tu gal.
Note: Net re sources from other credit in sti tu tions in clude net re sources on cen tral banks.
Securitisations in clude de rec og nised and non-de rec og nised trans ac tions. The break in
the se ries in 2004 cor re sponds to the im ple men ta tion of the In ter na tional 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. In turn, the break in the se ries in 2006 cor re sponds to a wid en ing of the group of
institutions under analysis.

Not de rec og nised securitisations – non-fi nan cial cor po ra -
tions

De rec og nised securitisations – non-fi nan cial cor po ra tions

Not de rec og nised securitisations – house holds

De rec og nised securitisations – house holds

Re sources from cus tom ers and other loans

Debt se cu ri ties

Sub or di nated li a bil i ties

Se curi ti sa tion

Net re sources from other credit in sti tu tions

(36) At the end of 2007, approximately 22 per cent of loans originally granted by banks to resident households for house purchase had been securitised.



ri ties and in ter bank li a bil i ties with a ma tu rity of up to 1 year has been increasing consistently since

2004, mainly reflecting the maturity of debt securities (Chart 4.5.14).
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Chart 4.5.14

STRUCTURE BY RESIDUAL MATURITY OF DEBT SECURITIES AND INTERBANK LIABILITIES
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Source: Banco de Por tu gal.
Note: 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 in 2004 cor re sponds to the im ple men ta tion of the In -
ter na tional 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. In turn, the break in the se ries in 2006 cor re sponds to a wid en ing of
the group of institutions under analysis.

Chart 4.5.15

LIQUIDITY GAPS BY MATURITY LADDER
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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 dashed line shows do mes tic in sti tu tions.
The break in the se ries in 2004 cor re sponds to the im ple men ta tion of the In ter na tional 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. In turn, the break in the se ries in 2006 cor re sponds to a wid en ing of the
group of institutions under analysis.

Chart 4.5.16

LIQUIDITY GAP OF DOMESTIC INSTITUTIONS FOR

AN HORIZON OF UP TO 1 YEAR 
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Source: Banco de Por tu gal.
Note: The break in the se ries in 2004 cor re sponds to the im ple men ta tion of the In ter na -
tional 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. In turn, the break in the se ries in 2006 cor re sponds to a
wid en ing of the group of institutions under analysis.
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Debt se cu ri ties

Gap



In ef fect, the sig nif i cant in crease in the re demp tion of debt se cu ri ties has been the main fac tor be hind

the de te ri o ra tion of do mes tic in sti tu tions li quid ity gaps for a re sid ual ma tu rity of up to 1 year since 2004

(Charts 4.5.15 and 4.5.16).37 Be tween 2001 and 2004, li quid ity in di ca tors bene fited from a sig nif i cant

in crease in in ter bank in vest ments (net of re sources), more than off set ting the con cen tra tion of ma tu rity 

dates for se cu ri ties. Sub se quently, these in vest ments sta bi lised some what, whereas debt se cu ri ties

with a ma tu rity of up to 1 year con tin ued to in crease sig nif i cantly. In 2007 de vel op ments in li quid ity

gaps for dif fer ent ho ri zons also re flected, al beit to a lesser ex tent, the above-men tioned de crease in in -

ter bank in vest ments (net of re sources) by one ma jor do mes tic bank ing in sti tu tion. This has con trib uted 

to higher con cen tra tion of em pir i cal dis tri bu tions of li quid ity gaps up to three months and up to 1 year,

at more negative level than at the end of 2006 (Charts 4.5.17 and 4.5.18).

4.6. Credit risk

Gen eral de vel op ments in ex po sure to the non-fi nan cial pri vate sector

At the end of 2007 the ex po sure of the Por tu guese bank ing sys tem to credit risk (as sessed by the

amount of gross credit to cus tom ers) reached two thirds of to tal as sets on a con sol i dated ba sis, while

the share cor re spond ing to res i dent house holds and non-fi nan cial cor po ra tions ac counted for around

80 per cent of the total.

The con cen tra tion of this ex po sure, in its dif fer ent seg ments, is a risk el e ment war rant ing par tic u lar at -

ten tion. On the one hand, with re gard to to tal credit granted by res i dent banks to the non-fi nan cial pri -

vate sec tor, it is highly con cen trated on real-es tate re lated cred its, with bank loans to house holds for
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Chart 4.5.17

LIQUIDITY GAP OF DOMESTIC INSTITUTIONS

CONSIDERING MATURITIES OF UP TO 3 MONTHS

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.

Chart 4.5.18

LIQUIDITY GAP OF DOMESTIC INSTITUTIONS

CONSIDERING MATURITIES OF UP TO 1 YEAR

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.

(37) The liquidity gap may be defined as the ratio of the difference between net assets and volatile liabilities to the difference between total assets and net assets. 
This indicator allows for a more complete and appropriate characterisation of institutions’ liquidity, given that it includes information on the residual maturity
of a wide range of assets and liabilities. For further details on liquidity indicators, see “Box 4.1 Monitoring the banking system’s liquidity risk”, Banco de
Portugal, Financial Stability Report 2004.



house pur chase ac count ing for around 47 per cent of the to tal, while loans to non-fi nan cial cor po ra -

tions in the con struc tion and real es tate ser vices sec tors ac counted for around 17 per cent (Chart

4.6.1). None the less, the weight of the real es tate sec tor in to tal credit has sta bi lised since 2005, af ter

suc ces sive in creases since the late 1990s. In 2007 this sta bili sa tion mainly re flected a de cel er a tion in

credit to house holds for house pur chase, and a con sid er able ac cel er a tion in loans to com pa nies of the

con struc tion and real es tate ser vices sec tors. On the other hand, with re gard to credit to non-fi nan cial

cor po ra tions, con cen tra tion is sig nif i cant, given that loans granted by res i dent credit in sti tu tions to this

sec tor re late to a rel a tively low num ber of large en ter prises. At the end of 2007 nearly 80 per cent of the 

out stand ing amount of loans cor re sponded to li a bil i ties of cor po ra tions with loans over €1 mil lion.

These cor po ra tions ac counted for a lit tle over 6 per cent of res i dent com pa nies that bor rowed from res -

i dent credit in sti tu tions. Around 0.5 per cent of these com pa nies had bor rowed over €10 mil lion, to tal -

ling al most half the credit granted by banks to this sec tor (Ta ble 4.6.1). This concentration profile is

generally shared by the five major Portuguese banking groups and has not changed considerably over 

time.

De spite the highly con cen trated credit port fo lio of the bank ing sys tem in the real es tate sec tor and in

large en ter prises, some fac tors help to mit i gate risks in the Por tu guese econ omy. On the one hand, the 

great est share of ex po sure to the real es tate sec tor cor re sponds to loans to house holds for house pur -

chase, which have low prob a bil ity of de fault and a high re cov ery rate. In fact, these are largely

owner-oc cu pied hous ing loans, whose pur pose is to meet a ba sic need of house holds, and there fore

the prob a bil ity of de fault is very low. More over, as a rule, these loans are collateralised by real as sets,

en sur ing a high re cov ery rate in case of de fault.38 On the other hand, ev i dence sug gests 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

are ex pected that may com pro mise the re cov ery of out stand ing de faults, in the event of mort gage fore -

clo sure. Also in the case of credit to large en ter prises, prob a bil i ties of de fault are gen er ally low, al -

though rel a tively sig nif i cant un ex pected losses may oc cur in the event of de fault of a suf fi ciently high
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Chart 4.6.1

EXPOSURE OF THE BANKING SYSTEM TO THE

REAL ESTATE SECTOR
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Source: Banco de Por tu gal.
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 loans granted to the non-fi nan cial pri vate
sec tor (ad justed for se curi ti sa tion operations).

(38) For further details, see “Financial sector assessment programme Portugal: banking system stress-testing exercise” (April 2007), Banco de Portugal,
Occasional Paper No 1.



num ber of large loans. How ever, large Por tu guese en ter prises have gen er ally re corded very pos i tive

prof it abil ity lev els over the past few years, while tak ing ad van tage of the particularly favourable

financial environment seen up to mid-2007 to consolidate their balance sheets. 

De fault ra tios in the port fo lio of bank loans to the res i dent non-fi nan cial pri vate sec tor has re mained at

very low lev els, com pared with those at sim i lar stages of pre vi ous busi ness cy cles. At the end of 2007

the weight of credit over due and other non-per form ing loans in to tal credit granted to the sec tor (ad -

justed for securitisations) reached a trough, re main ing vir tu ally un changed from De cem ber 2006

(Chart 4.6.2).39 The sta bi lised weight of de fault credit in to tal credit was vis i ble for the five ma jor bank -

ing groups (with larger mar ket shares in loans for house pur chase and loans to large en ter prises,

which are typ i cally credit mar ket seg ments with a lower prob a bil ity of de fault) as well as for the other

banks as a whole (for which the weight of de fault in to tal credit granted is gen er ally higher) (Chart

4.6.3). The lower credit de fault ra tio of the five ma jor bank ing groups largely re flects their larger rel a tive 

share in the hous ing loan seg ment (in which the de fault ra tio is lower than the to tal). How ever, con -

sumer credit and other lend ing to non-fi nan cial cor po ra tions and house holds granted by the five major

banking groups also show lower default ratios than other banks.

In the con text of an in ter est rate up ward trend and grad ual re cov ery in eco nomic ac tiv ity, the main te -

nance of low de fault ra tios re flects, on the one hand, some ad just ment of credit sup ply con di tions to the 

cur rent abil ity of com pa nies and house holds to ser vice debt and, on the other hand, ac tive strat e gies of 

banks in re mov ing from their bal ance sheets credit over due and other non-per form ing loans with high

provisioning lev els, through write-offs and sales. In 2007 write-offs or sales of non-per form ing loans to

the non-fi nan cial pri vate sec tor ac counted for around 0.4 per cent of av er age out stand ing amount of

loans to the sec tor, i.e., a slight de cline from the pre vi ous year (0.5 per cent). There fore, de spite the

rel a tive sta bili sa tion of the to tal de fault ra tio, an nual new credit over due and other non-per form ing
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Table 4.6.1

CREDIT TO NON-FINANCIAL CORPORATIONS, BROKEN DOWN BY SIZE OF EXPOSURE (a)

Annual percentage changes 
(b)

Memo (in December 2007):

Dec-06 Dec-07 Lower

limit (e)

Average

outstanding

amounts

(103€)

Weight of the 

outstanding

amounts in

the total (%)

Total 8.8 11.2

Large exposures (percentile 90) (c) 9.3 11.2  468 3 625 88

of which: very large exposures (percentile 99) (c) 11.4 12.4 5 961 22 857 55

of which: the largest exposures (percentile 99.5) (c) 12.4 12.7 11 199 37 669 46

Retail exposures (d) 5.7 10.9 - 57 12

Source: Banco de Por tu gal.
Notes: (a) In di ca tors based on Cen tral de Responsabilidades de Crédito (CRC) (Cen tral Credit Reg is ter) data. They cor re spond to credit granted by banks, sav ings banks, mu tual ag ri cul -
tural credit banks, credit fi nan cial in sti tu tions, fac tor ing com pa nies, leas ing com pa nies, credit card card is su ing or man ag ing com pa nies, credit-pur chase fi nanc ing com pa nies and other
res i dent fi nan cial in ter me di ar ies. It in cludes credit granted in se curi ti sa tion op er a tions. (b) For the cal cu la tion of an nual changes, the lower lim its of each group of ex po sures were de fined
by suc ces sively ap ply ing in each pe riod the rate of change of the to tal ex po sure to De cem ber 2007 fig ures. (c) Per cen tiles de fined on the ba sis of the num ber of com pa nies ranked ac -
cord ing to the to tal ex po sure amount. (d) Ex po sures whose amounts are be low the lower limit of large ex po sures. They cor re spond to 90 per cent of com pa nies that bor rowed from in sti tu -
tions par tic i pat ing in the CRC. (e) Amount of the lower exposure within exposures as a whole taken into account in the percentile. In EUR million.

(39) This aggregate corresponds to the concept as presented in Monetary and Financial Statistics. Credit overdue includes loans (regarding principal debt or
interest) overdue for more than 30 days. Other non-performing loans relate to future instalments of doubtful credit, pursuant to Notice of Banco de Portugal
No 3/95 and other legal acts in force.



loans of the non-fi nan cial pri vate sec tor have con tin ued to grow at a ro bust pace, amount ing to 0.53

per cent of to tal loans granted to the sec tor by res i dent banks (adjusted for securitisations), after 0.47

per cent in 2006 (Chart 4.6.2).

The de fault pro file of house holds and non-fi nan cial cor po ra tions led to a mar ginal change in the ra tio of 

de fault credit to to tal credit of the whole bank ing sys tem, from 1.24 per cent at the end of De cem ber

2006 to 1.27 per cent, with a slight de cline in dis per sion among ma jor bank ing groups40 (Chart 4.6.4).

In turn, im pair ment and pro vi sions for credit over due in creased sig nif i cantly, while provisioning of de -

lin quency sit u a tions by spe cific pro vi sions (ac tu ally ob served or highly ex pected) de clined from 84 to

76 per cent. 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, in creased to 0.31 per cent (af ter 0.20 per cent at the end of

2006), with a par al lel de cline in dis per sion across in sti tu tions (Chart 4.6.5).41

Ex po sure to and de fault of the house hold sec tor

In 2007 credit granted by res i dent fi nan cial in sti tu tions to house holds con tin ued to grow at a high rate

(of around 9 per cent), al though slightly be low the pre vi ous year rate (10 per cent). De cel er a tion in

loans to house holds re flected mixed de vel op ments in seg ments by pur pose, with con tin ued and

marked slow down in credit for house pur chase and fur ther ac cel er a tion in con sumer credit and other

lend ing, which had grown sig nif i cantly in 2006 (see “Chap ter 3 Fi nan cial Sit u a tion of the Non-fi nan cial

Pri vate Sec tor”). This trend in credit to house holds per sisted in the first months of 2008, with a slight

de cline in the rate of change of to tal bank loans, mainly driven by the hous ing loan seg ment, while the

growth rate of con sumer credit and other lending remained at the high levels seen in late 2007.
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Chart 4.6.2
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Chart 4.6.3
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Note: Credit and in ter est over due and other non-per form ing loans as a per cent age of to -
tal credit to the sec tor in the banks’ port fo lio. Lat est fig ures for the to tal: March 2008. For
the re main ing items: De cem ber 2007.

(40) The prudential concept of default credit includes credit overdue for more than 90 days and non-performing loans reclassified as credit overdue for
provisioning purposes, pursuant to Notice of Banco de Portugal No 3/95. For further details, see Instruction of Banco de Portugal No 16/2004 and Notice of
Banco de Portugal No 3/95 at www.bportugal.pt/servs/sibap/sibap_e.htm. 

(41) Figures presented in this paragraph differ from those presented in previous publications due to the inclusion of banks that adopted the International
Accounting Standards in 2006. For further details, see footnote 1 in this chapter.



This pro file was shared by the five ma jor bank ing groups and other banks, with a very marked ac cel er -

a tion in con sumer credit and other lend ing granted by sev eral in sti tu tions par tic u larly ori ented to wards

this type of fi nanc ing (Chart 4.6.6). As a re sult, the mar ket share of the five ma jor bank ing groups has

re mained un changed in loans for house pur chase (close to 80 per cent), de clin ing mark edly in the

case of con sumer credit and other lend ing (to 60 per cent) (Chart 4.6.7). 

The above de vel op ments oc curred in the con text of sus tained up ward trend in in ter est rates on these

op er a tions (in line with the con tin ued cy cle of ECB’s key in ter est rate rise that started at the end of

2005) and sup ply con di tions that, up to the on set of in sta bil ity in the mar kets fund ing the bank ing sys -
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Chart 4.6.4
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Chart 4.6.5
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Chart 4.6.6

ANNUAL RATE OF CHANGE IN LOANS TO HOUSEHOLDS
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tem, re mained gen er ally sta ble. At the same time, con sumer con fi dence lev els de clined grad u ally over 

the year, with a de cel er a tion in con sump tion of cur rent goods and an ac cel er a tion in con sump tion of

du ra ble goods, as well as a fur ther de cline in the house hold sav ing rate. Ac cord ing to the re sults of the

Bank Lend ing Sur vey, over the past few years the sup ply of loans to house holds  was char ac ter ized by

the pro vi sion of a di ver si fied range of credit prod ucts ad just able to the cur rent abil ity of house holds to

ser vice debt. These prod ucts, which were ini tially avail able in lend ing for house pur chase, may have

also been sig nif i cant for con sumer loans in a more re cent pe riod, mak ing it pos si ble to sus tain the con -

tin ued in crease in this sector’s indebtedness and to maintain the corresponding default at relatively

subdued levels.

Tur bu lence in in ter na tional fi nan cial mar kets since the sum mer of 2007, which led to dif fi cul ties in ob -

tain ing funds from whole sale mar kets, sig nif i cantly changed sup ply con di tions in loans to house holds.

Ac cord ing to the re sults of the Bank Lend ing Sur veys of Oc to ber 2007 and Jan u ary and April 2008,

credit stan dards ap plied to the ap proval of loans to house holds tight ened sig nif i cantly, more mark edly

in loans for house pur chase (where amounts and loan ma tu ri ties are higher). At the same time, de -

mand for loans for house pur chase grew con sid er ably up to the third quar ter of 2007, de clin ing mod er -

ately in the last months of the year and in the first quar ter of 2008. In the case of con sumer credit and

other lend ing, de mand fol lowed a slightly up ward trend up to the end of 2007 and stabilised in the first

months of 2008. 

Tight en ing of credit stan dards ap plied to the ap proval of loans for house pur chase by banks re port ing

to the Bank Lend ing Sur vey was re flected in wider spreads, higher col lat eral de manded, lower

loan-to-value ra tios and higher fees and other charges not re lated to in ter est rates. With re gard to con -

sumer credit and other lend ing, tighter sup ply con di tions mainly led to an in crease in spreads and

shorter ma tu ri ties (Chart 4.6.8). How ever, this only ap plies to credit pol i cies pur sued by the five ma jor

bank ing groups, whose par tic i pa tion in credit to house holds de clined in 2007. For res i dent banks as a

whole, avail able data re gard ing in ter est rates on new con sumer loans to house holds sug gest that

spreads in this seg ment of the credit mar ket may have de clined some what over the sec ond half of the

year, with a fur ther in crease in the weight of loans with a ma tu rity of over 5 years in the to tal out stand ing 

amounts of con sumer credit and other lend ing. In ad di tion to dif fer en ti ated credit pol i cies for banks
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Chart 4.6.7
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whose share in this market segment has increased, these developments may reflect the fact that some

new consumer loans granted in 2007 were associated, on account of their nature, with real collateral

(such as some financing for car purchases or loans with mixed purposes that share the same collateral

with other types of credit, particularly for house purchase). By facilitating a higher recovery rate in the

event of default, collateral will allow for the approval of loans with lower spreads and longer maturities,

for each loan-specific risk level.

At the end of 2007 the default ratio of loans to households remained unchanged from December 2006,

accounting for 1.74 per cent of total credit granted at the end of the year (Chart 4.6.9). However, the

write-off of loans from assets over the year was significant, albeit slightly lower than in the previous

year, and the sale of credit overdue continued to be noteworthy. Therefore, in 2007, and reflecting the

deterioration of the household financial capacity and increasing debt service burden, the flow of new

credit overdue and other non-performing loans remained high (0.47 per cent of average outstanding
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Chart 4.6.8
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amounts of bank loans to the sec tor, ad justed for securitisations), i.e., sim i lar to the pre vi ous year and

close to 2003 levels (Chart 4.6.10). 

In a con text of sub dued eco nomic growth and high un em ploy ment and in debt ed ness rates, the up ward 

trend in in ter est rates may lead to greater dif fi cul ties faced by Por tu guese house holds in en sur ing debt

ser vice in the near fu ture. There fore, a lim ited rise is ex pected in this sec tor’s de fault ra tio. More over,

in sta bil ity per sists in in ter na tional fi nan cial mar kets, which sig nif i cantly changed the fi nanc ing frame -

work for eco nomic agents. The re val u a tion of risk premia and the de te ri o ra tion in whole sale fi nan cial

mar ket con di tions may tend to spill over into higher fi nanc ing costs and tighter credit stan dards ap plied 

to the ap proval of new loans by credit in sti tu tions, thus re duc ing the flex i bil ity that has char ac ter ised

the use of bank credit by house holds over the past few years. Par tic u larly in a frame work where pos si -

bil i ties to re ne go ti ate or re struc ture debt (which in the re cent past made it pos si ble to mod er ate the in -

crease in this ra tio) may be more lim ited, de fault in more vul ner a ble house hold groups, such as

lower-in come and youn ger house holds, may tend to rise more rap idly. Ac cord ing to the re sults of the

lat est House hold Wealth and In debt ed ness Sur vey (Inquérito ao Património e Endividamento das

Famílias – IPEF), debt-to-in come ra tios are usu ally very high in these groups, largely re flect ing the

weight of loans for house pur chase in these house holds’ bud get.42 Debt ser vice bur den is also higher

in these groups, al though gen er ally sub dued. This could re flect prac tices pur sued by banks with a view 

to lim it ing the ef fects of in creas ing in ter est rates and higher in debt ed ness on debt ser vice bur den. In

par tic u lar, IPEF data sug gest that, over the past de cade, the weight of lon ger ma tu ri ties in hous ing loan 

con tracts may have in creased, in ac cor dance with lon ger ma tu ri ties for new con tracts and re ne go ti a -

tions of older credit con tracts. In gen eral, risks to fi nan cial sys tem sta bil ity as so ci ated with house hold
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Chart 4.6.9
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Note: Lat est fig ures: March 2008.

Chart 4.6.10
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cal cu lated as the change in the out stand ing amount of credit over due and other non- per -
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ten-off from as sets, as re ported on a quar terly ba sis in ac cor dance with In struc tion of
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(42) See Farinha, (2008), “Indebtedness of Portuguese households: recent evidence based on the results of the Household Wealth and Indebtedness Survey
2006-2007”, in this Report.



debt seem to be rel a tively low, ei ther be cause the weight of to tal loans to more vul ner a ble house holds

(lower-in come and youn ger) or sus cep ti ble of be com ing more vul ner a ble (where the household head

is unemployed) may be fairly small in the total debt of the sector, or because in these more vulnerable

groups the debt value is most likely collateralised by the assets purchased. 

Ex po sure to and de fault of the non-fi nan cial cor po rate sec tor

Loans 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 sig nif i cantly

in 2007, with the an nual rate of change in to tal loans amount ing to al most 13 per cent. This ac cel er a -

tion, which was more marked in the first months of 2008, was vis i ble across the en tire spec trum of

classes (by di men sion) of credit granted, but was more sig nif i cant in the case of less le ver aged com pa -

nies. How ever, highly le ver aged com pa nies have con tin ued to grow more con sid er ably than the to tal

(Ta ble 4.6.1). While loans have ac cel er ated across most sec tors of ac tiv ity, it should be high lighted the

sig nif i cant growth of loans to real es tate ser vices, rental and ser vices pro vided mainly to com pa nies

(that in clude hold ing com pa nies), con struc tion and ho tel and res tau rant ser vices (de spite a slight de -

cel er a tion from 2006 in the lat ter case). In turn, loans to in dus try, which had grown neg li gi bly in the pre -

vi ous two years, ac cel er ated mark edly in 2007 (Ta ble 4.6.2). De vel op ments in credit granted by the

five ma jor bank ing groups to non-fi nan cial cor po ra tions in 2007 were over all close to de vel op ments in

the to tal bank ing sys tem, with the corresponding market share remaining virtually unchanged, around

69 per cent (Charts 4.6.11 and 4.6.12). 

Ac cord ing to the re sults of the Bank Lend ing Sur vey, in the first three quar ters of 2007 de mand for

bank credit by non-fi nan cial cor po ra tions in creased slightly, par tic u larly by small and me dium-sized

en ter prises. In the last quar ter of the year and early 2008, de mand de creased slightly due to de vel op -

ments in in ter na tional fi nan cial mar kets. Debt re struc tur ing and, to a lesser ex tent, in ven to ries and

work ing cap i tal fi nanc ing needs con tin ued to be the main fac tors be hind the in crease in de mand for

loans by non-fi nan cial cor po ra tions through out the year. In vest ment fi nanc ing led to a slight in crease in 

de mand for credit in the sec ond half of the year, while over the same pe riod the merg ers and ac qui si -
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Table 4.6.2

LOANS GRANTED BY OTHER MONETARY FINANCIAL INSTITUTIONS TO NON-FINANCIAL CORPORATIONS (a)

End-of-period annual rate of change

Per cent

2003 2004 2005 2006 2007 Weight in total

Jun. Dec. Dec. 2007

Total loans to non-financial corporations 2.7 2.5 5.0 7.1 8.5 11.2 100.0

By branch of activity (b):

Agriculture, livestock, hunting, forestry and fishing 7.8 5.0 4.5 10.0 11.4 16.1 1.6

Mining 15.4 -6.7 0.6 -5.1 4.0 4.5 0.4

Manufacturing 0.5 -3.8 -3.0 0.7 4.9 7.9 12.7

Electricity, gas and water production and supply 4.8 -2.0 37.9 -11.3 -8.4 13.7 2.1

Construction 3.8 6.0 10.7 5.4 8.9 10.7 19.7

Services 2.6 3.2 4.2 9.9 9.8 11.8 63.5

of which:

Real estate activities 11.6 13.9 11.9 12.9 14.9 14.4 20.0

Other services provided mainly to corporations -6.1 -1.7 6.7 13.8 16.7 16.6 15.0

Trade, hotels and restaurants 4.6 2.0 3.1 7.1 4.7 6.3 17.8

Transportation, posts and telecommunications 3.7 -4.5 -10.6 0.7 -3.7 11.0 5.4

Source: Banco de Por tu gal.
Notes: (a) Rates of change are cal cu lated on the ba sis of the ra tio of end-of-pe riod out stand ing amounts of bank loans and trans ac tions, which are de rived from out stand ing amounts ad -
justed for re clas si fi ca tion. They are also ad justed for se curi ti sa tion op er a tions, write-offs and ex change rate and price re val u a tions. (b) The al lo ca tion of loans by branch of ac tiv ity is cal cu -
lated on the ba sis of the struc ture of Cen tral de Responsabilidades de Crédito (Central Credit Register).



tions and corporate restructuring financing needs resulted in a relatively significant decrease in de-

mand for loans. In this context, credit standards applied to the approval of loans to non-financial

corporations remained globally unchanged up to the onset of instability in international financial mar-

kets, while credit standards applied to the approval of medium-risk loans were even slightly eased

(Chart 4.6.13). In the second half of 2007, credit standards applied by banks to the approval of loans to

non-financial corporations tightened, a trend that proceeded in the first quarter of 2008. Tighter supply

conditions reflected the increase in capital costs and balance sheet restrictions imposed to banks (par-
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Chart 4.6.11
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Chart 4.6.12
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Chart 4.6.13
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tic u larly as re gards fi nanc ing con di tions with whole sale mar kets), the de te ri o ra tion in risks re gard ing

over all eco nomic ac tiv ity and in dus try or firm-spe cific out look, and the lower com pe ti tion from the cap i -

tal mar ket (sug gest ing greater dif fi cul ties faced by non-fi nan cial cor po ra tions in bor row ing with this

mar ket). Ac cord ing to the re sults of the Bank Lend ing Sur vey of Oc to ber 2007 and Jan u ary and April

2008, dif fi cul ties in whole sale fi nanc ing mar kets tend to lead to higher spreads and even to some ceil -

ing on amounts granted, the lat ter af fect ing large en ter prises more mark edly. In fact, the dif fer en tial be -

tween the in ter est rate on out stand ing amounts of loans to non-fi nan cial cor po ra tions and the money

mar ket rate wid ened in the first months of 2008. Ac cord ing to data pro vided by Cen tral de

Responsabilidades de Crédito (the Cen tral Credit Reg is ter ad min is tered by Banco de Por tu gal), loans

granted by res i dent credit in sti tu tions to ma jor com pa nies seem to have de cel er ated (al beit slightly) in

the last quar ter of the year (al though keep ing very high growth rates). Even though, to tal bank loans to

non-fi nan cial cor po ra tions ac cel er ated sig nif i cantly in the sec ond half of 2007 and in the first months of 

2008. The ac cel er a tion in the sec ond half of 2007 was par tic u larly marked in the in ter me di ate ma tu rity

seg ment (over 1 and up to 5 years), whose con tri bu tion to to tal change in out stand ing amounts of bank

loans fol lowed an up ward path up to the end of the year (Chart 4.6.14). In ad di tion, the con tri bu tion  to

to tal from bank over drafts (which had been neg a tive since early 2004) and loans with a ma tu rity of over 

5 years in creased in the last quar ter of 2007 and in first quar ter of 2008.43  

At the end of 2007 the de fault ra tio of non-fi nan cial cor po ra tions ac counted for 1.46 per cent of out -

stand ing amounts of loans granted to this sec tor, stand ing be low the level seen in the pre vi ous year

(Chart 4.6.15). Debt re struc tur ing in volv ing com pa nies with greater dif fi cul ties in en sur ing debt ser vice

in 2005 and 2006, as well as a greater vol ume of cred its writ ten-off and writ ten-down, made it pos si ble

to con tain the de te ri o ra tion in this ra tio in 2007. Nev er the less, the amount of new credit over due and

other non-per form ing loans was far higher than in the pre vi ous year (0.60 per cent of the av er age out -
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Chart 4.6.14

CONTRIBUTIONS FROM CONTRACTUAL MATURITY SEGMENTS TO THE RATE OF CHANGE IN

OUTSTANDING AMOUNTS OF BANK LOANS GRANTED TO NON-FINANCIAL CORPORATIONS
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Note: Con tri bu tions re fer to the un ad justed out stand ing amounts of bank loans re corded in banks’ bal ance sheets; the year-on-year rate of change of out stand ing amounts is il lus trated in
this chart. The an nual rate of change is cal cu lated on the ba sis of the ra tio of out stand ing amounts ad justed for se curi ti sa tion op er a tions to monthly trans ac tions de rived from out stand ing
amounts ad justed for reclassifications, write-offs and ex change rate and price revaluations.

(43) The structure by maturity of outstanding amounts of bank loans to non-financial corporations changed towards longer maturities mainly in the second half of
2007. Therefore, the weight of loans of up to 1 year including bank overdrafts declined (from 41 per cent in December 2006 and June 2007 to 39 per cent at
the end of the year), with an increase in the relative importance of bank overdrafts (which accounted for 20 per cent of total outstanding amounts at the end
of the year). The weight of loans with a maturity of over 1 and up to 5 years moved from around 25 per cent at the end of 2006 and in the first half of 2007 to
27 per cent in December 2007, while loans over 5 years increased from 34 to 35 per cent of the total, in the same months.  



stand ing amount of bank loans granted to the sec tor, ad justed for securitisations, after 0.47 per cent in

2006) (Chart 4.6.16).

Ac cord ing to data pro vided by Cen tral de Responsabilidades de Crédito, credit and in ter est over due

ac counted for 1.8 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 at the end of 2007.44 This fig ure re flected lower de fault in this ag gre gate com pared to 2006,

sim i larly to de vel op ments over the same pe riod in the de fault ra tio of bank loans. This path was shown

by highly in debted com pa nies as well as by the other com pa nies. Nev er the less the num ber of de fault -

ers in creased across the en tire spec trum (by di men sion) of ex po sures (Ta ble 4.6.3). Re flect ing the

higher num ber of de fault ing com pa nies, to tal out stand ing amounts at risk (de fined as to tal out stand ing

amounts of loans granted to de fault ing com pa nies), at the end of 2007, was 14 per cent higher than

one year ear lier, ac count ing for nearly 9 per cent of res i dent credit in sti tu tions’ to tal ex po sure to non-fi -

nan cial cor po ra tions. As a re sult of the con cen tra tion of credit to non-fi nan cial cor po ra tions in com pa -

nies with large ex po sures, around 1/3 of to tal out stand ing amounts at risk in De cem ber 2007

ac counted for only 0.5 per cent of bor row ing com pa nies. On av er age, the de fault rate of these com pa -

nies stood well be low the to tal, close to 0.3 per cent, which confirms the low probabilities of default

generally associated with large enterprises. 

In 2007 con tri bu tions from con struc tion and real es tate ser vices sec tors to the to tal de fault ra tio of

non-fi nan cial cor po ra tions in creased (al beit slightly) (Chart 4.6.17). In con trast, the con tri bu tion from

man u fac tur ing in dus try de clined sig nif i cantly, re flect ing the sub stan tial re duc tion in the de fault ra tio of

com pa nies in this sec tor over the last quar ter of the year. De spite these de vel op ments, the weight of
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Chart 4.6.15

DEFAULT RATIOS OF LOANS TO NON-FINANCIAL

CORPORATIONS
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Note: Lat est fig ures: March 2008.

Chart 4.6.16

ANNUAL FLOW OF NEW CREDIT OVERDUE AND

OTHER NON-PERFORMING LOANS
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Note: Es ti mate of the an nual flow of new credit over due and other non-per form ing loans,
cal cu lated as the change in the out stand ing amount of credit over due and other non- per -
form ing loans ad justed for write-offs, as a per cent age of to tal bank loans (ad justed for se -
curi ti sa tion). As from De cem ber 2005, this change is also ad justed for sales to in sti tu tions
out side the bank ing sys tem of credit over due and other non-per form ing loans not writ -
ten-off from as sets, as re ported on a quar terly ba sis in ac cor dance with In struc tion of
Banco de Por tu gal No. 2/2007 (dashed line). Lat est fig ure: March 2008 (December 2007
for the dashed line).

(44) Data provided by Central de Responsabilidades de Crédito correspond to credit granted by banks, savings banks, mutual agricultural credit banks, credit
financial institutions, factoring companies, leasing companies, credit card issuing or managing companies, credit-purchase financing companies and other
resident financial intermediaries. It also includes securitisations.
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Table 4.6.3

DEFAULT INDICATORS OF CREDIT TO NON-FINANCIAL CORPORATIONS, BROKEN DOWN BY SIZE OF

EXPOSURE (a)

Per cent

Dec-05 Jun-06 Dec-06 Jun-07 Dec-07

Total exposure

Number of defaulters (b) 11.8 12.1 12.0 13.2 13.6

Credit and interest overdue (c) 2.1 2.0 1.9 2.0 1.8

Total outstanding amount of credit to defaulters (c) 6.6 7.6 7.0 8.1 8.7

Large exposures (percentile 90) (d)

Number of defaulters (e)  9.4 10.7 10.1 11.1 10.7

Credit and interest overdue (f) 1.5 1.5 1.4 1.5 1.3

Total outstanding amount of credit to defaulters (f) 5.9 6.9 6.3 7.3 8.1

of which: very large exposures (percentile 99) (d)

Number of defaulters (e)  5.5 6.7 6.2 8.0 7.5

Credit and interest overdue (f) 0.5 0.4 0.4 0.5 0.4

Total outstanding amount of credit to defaulters (f) 3.6 4.5 4.0 5.1 6.6

of which: the largest exposures (percentile 99.5) (d)

Number of defaulters (e)  4.3 5.3 5.3 6.8 6.7

Credit and interest overdue (f) 0.3 0.1 0.1 0.3 0.3

Total outstanding amount of credit to defaulters (f) 3.0 3.8 3.4 4.3 6.2

Retail exposures (g)

Number of defaulters (e) 12.1 12.3 12.2 13.5 14.0

Credit and interest overdue (f) 5.8 5.7 5.5 5.8 5.3

Total outstanding amount of credit to defaulters (f) 11.6 12.5 12.3 13.3 12.7

Source: Banco de Por tu gal.
Notes: (a) In di ca tors based on Cen tral de Responsabilidades de Crédito (CRC) (Cen tral Credit Reg is ter) data. They cor re spond to credit granted by banks, sav ings banks, mu tual ag ri cul -
tural credit banks, credit fi nan cial in sti tu tions, fac tor ing com pa nies, leas ing com pa nies, credit card card is su ing or man ag ing com pa nies, credit-pur chase fi nanc ing com pa nies and other
res i dent fi nan cial in ter me di ar ies. (b) As a per cent age of the num ber of non-fi nan cial cor po ra tions that bor rowed from fi nan cial in sti tu tions par tic i pat ing in the CRC. (c) As a per cent age of
to tal credit granted by fi nan cial in sti tu tions par tic i pat ing in the CRC to res i dent non-fi nan cial cor po ra tions. (d) Per cen tiles de fined on the ba sis of the num ber of com pa nies ranked ac cord -
ing to the to tal ex po sure amount. (e) As a per cent age of the num ber of debt ors in this port fo lio. (f) As a per cent age of to tal credit in this port fo lio. (g) Ex po sures whose amounts are be low
the lower limit of large ex po sures. They cor re spond to 90 per cent of com pa nies that bor rowed from institutions participating in the CRC.

Chart 4.6.17

DEFAULT RATIO OF NON-FINANCIAL CORPORATIONS

By branch of activity
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credit over due in credit granted to man u fac tur ing in dus try con tin ued to be the high est (3.4 per cent at

the end of the year), far higher than that of to tal credit to non-fi nan cial cor po ra tions. More over, the de -

fault ra tio in the sec tor of trade, re pair of mo tor ve hi cles, mo tor cy cles and per sonal and house hold

goods, which is also one of the high est, de clined (to 2.5 per cent at the end of De cem ber), thus its

contribution to the total ratio was slightly lower than in the previous year. 

In a con text where ac cess of Por tu guese banks to whole sale mar ket fi nanc ing seems to be more af -

fected than in pre vi ous years, the pos si bil i ties to re ne go ti ate and re struc ture loans of non-fi nan cial cor -

po ra tions are more lim ited, which may lead to greater de fault in this sec tor. This may be es pe cially

rel e vant in the case of highly in debted com pa nies, for which higher debt ser vice bur den due to the con -

tin ued in crease in in ter est rates may lead to lower re turn lev els and also to li quid ity short ages. Tighter

credit stan dards ap plied to the ap proval of loans to non-fi nan cial cor po ra tions, to gether with greater

dif fi cul ties faced by large en ter prises in ob tain ing fi nanc ing in in ter na tional mar kets, through loans or

debt se cu ri ties, may neg a tively af fect developments in the sector’s financial situation in the near

future.

In ter na tional ex po sure of the do mes tic bank ing system

In 2007 for eign claims of do mes tic bank ing groups de creased by around 8 per cent, mainly due to a

sig nif i cant re duc tion of in ter na tional claims (Ta ble 4.6.4). In turn, lo cal claims and li a bil i ties de nom i -

nated in lo cal cur rency in creased sig nif i cantly, re flect ing the grow ing im por tance of lo cal ac tiv ity of sub -

sid iar ies abroad of Por tu guese bank ing groups over the past few years. In terms of to tal as sets,

de vel op ments in the value of claims on non-res i dents led to a re duc tion of their weight in to tal as sets of

do mes tic banks, to 26 per cent at the end of 2007, with in ter na tional claims ac count ing for around 70

per cent of for eign claims.45 Spe cial men tion should be made to changes in the struc ture of in ter na -

tional claims in terms of ma tu rity and in sti tu tional counterparty: a higher weight of as sets with a

 residual ma tu rity of over 2 years as op posed to a lower weight of as sets up to 1 year; and a de cline in

the weight of ex po sure to banks con trast ing with an in crease in the im por tance of the non-bank pri vate

sec tor. On av er age terms, in ter na tional claims on counterparties from de vel oped coun tries (par tic u -

larly France, It aly, Spain and the United King dom) have de clined mark edly. This stood in con trast to de -

vel op ments in lo cal claims de nom i nated in lo cal cur rency: the share of lo cal claims on counterparties

from de vel oped coun tries and with high sov er eign rat ing in total has increased significantly, particularly 

in the case of subsidiaries in Spain and the United States.
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(45) According to the definitions established by the Bank for International Settlements, foreign claims comprise claims on residents outside the country in which
the bank/banking group has its head office (in this case, outside Portugal). International claims are part of foreign claims and correspond to cross-border
claims (of head offices or subsidiaries abroad of the bank/banking group) and local claims of subsidiaries abroad denominated in foreign currency. For
further details on these concepts, see “Box 5.3 International exposure of the banking system”, Banco de Portugal, Financial Stability Report 2004.
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Table 4.6.4

CONSOLIDATED FOREIGN CLAIMS FROM THE

PERSPECTIVE OF IMMEDIATE RISK – STRUCTURE

2005 2006 2007

Total (106 €) 77 253 93 793 86 132

International claims 76.7 77.8 70.1

Maturity

Up to 1 year 44.5 45.3 31.6

from 1 to 2 years 3.1 2.7 2.5

over 2 years 21.1 22.7 29.8

Other 8.0 7.0 6.2

Institutional borrower

Banks 46.1 46.7 31.7

Public sector 3.5 3.3 3.0

Non-bank private sector 27.1 27.7 34.9

Other 0.0 0.0 0.5

Geographical borrower

Developed countries 55.5 55.6 48.7

Offshore centres 10.8 10.5 6.4

Developing Europe 3.3 4.0 5.5

Other 7.2 7.6 9.4

By type of sovereign rating

AAA and AA+ 57.5 55.6 49.2

AA to A 7.4 9.3 6.2

A- to BB+ 5.3 5.6 9.4

Other 6.5 7.3 5.3

Local claims in local currency 23.3 22.2 29.9

Geographical borrower

Developed countries 15.2 15.6 20.8

Offshore centres 0.6 0.5 0.6

Developing Europe 5.0 4.0 5.5

Other 2.5 2.1 3.0

By type of sovereign rating

AAA and AA+ 12.5 12.7 17.9

AA to A 3.3 3.4 3.4

A- to BB+ 5.0 3.8 6.9

Other 2.5 2.3 1.6

Memo:

Local liabilities in local currency (106 €) 16 896 18 379 21 250

Source: Banco de Por tu gal.



Box 4.1. Oversight of Banco Comercial Português: some issues on the controversy surrounding

public complaints in 2007

In 2007 news emerged on Banco Comercial Português (BCP) fol low ing pub lic com plaints re gard ing spe cific as -

pects of its ac tiv ity, which could im ply po ten tial li a bil ity not only of BCP, but also of its board mem bers. In this con -

text, four types of sit u a tions have fallen under scrutiny:

1. Credit granted to mem bers of man age ment and au dit ing boards or close fam ily mem bers (mar ried, re -

lated by con san guin ity or by af fin ity in the first de gree) as well as to com pa nies con trolled by these per -

sons, un der Ar ti cle 85 of the Le gal Frame work of Credit In sti tu tions and Fi nan cial Com pa nies, on con -

flicts of in ter est. In this re gard, Banco de Por tu gal has in sti tuted an ad min is tra tive of fence pro ceed ing for

in fringe ment of the ob li ga tion to pro vide in for ma tion to the cen tral bank, as the op er a tions that were the

ob ject of de nun ci a tion were never re ported in the list of nat u ral and le gal per sons re lated to BCP board

mem bers (in fring ing the provisions of Instruction of Banco de Portugal No 2/2004).

2. Ad e quacy of own shares or other shares that, in for mal terms, could en tail sit u a tions cor re spond ing to the 

hold ing of own shares, fall ing within the scope of Ar ti cle 325 of the Com pany Law or rel e vant in terms of

risk as sess ment. This sit u a tion had al ready been sub ject to en quiry by Banco de Por tu gal: ac cord ing to

the find ings, al though in for mal terms BCP did not in fringe the Com pany Law rules when cal cu lat ing own

shares di rectly held or di rectly re ceived as pledge or guar an tee (which can not ex ceed 10 per cent of the

com pany cap i tal), other own shares were as so ci ated with credit, and there fore did not fall within the

scope of the above ar ti cle of the Com pany Law, i.e., un der man age ment man dates and block age of

funds. There fore, Banco de Por tu gal has deemed ap pro pri ate, for pru den tial rea sons, to limit the risk

that, by credit de fault, the re ceipt of shares un der those con di tions might jeop ar dise com pli ance with the

10 per cent cap i tal limit. In this re gard, for merely pru den tial rea sons, and be yond the pro vi sions of the

Com pany Law, it was es tab lished that BCP should grad u ally re duce the to tal amount of shares re ceived

in as so ci a tion with credit op er a tions in any form (pledge, guar an tee, man age ment man date or block age

of funds) to a level below that limit. BCP complied within the deadline established by Banco de Portugal.

3. Credit granted to highly le ver aged off-shore spe cial pur pose ve hi cles, whose main busi ness was hold ing

BCP shares. This be hav iour, in volv ing com pa nies that were duly es tab lished and held by well iden ti fied

own ers (in the le gal mean ing of ul ti mate ben e fi cial own ers), had been iden ti fied by Banco de Por tu gal

and has been es pe cially mon i tored from a pru den tial stand point, with a view to reg u larly check ing

whether as sets and/or ad di tional collateral adequately cover credits.

4. Fail ure to re port to Banco de Por tu gal the ex is tence of loans to other off-shore com pa nies hold ing BCP

shares, which only came to the Cen tral Bank’s knowl edge at the end of 2007 as a re sult of de nun ci a tion.

There is an on go ing in quiry on these facts, in the con text of an ad min is tra tive of fence pro ceed ing against

BCP and its board members.

Tak ing into ac count the po ten tial in sta bil ity re sult ing from the pub lic im pact of pub lished news, Banco de Por tu gal,

within the lim its of pro fes sional and bank ing se crecy and safe guard of in teg rity of on go ing pro ceed ings, de cided to

en lighten pub lic opin ion, and con se quently pub lished three press re leases on 21, 28 and 31 De cem ber 2007,

which were fol lowed by the Par lia ment hear ing of the Bank’s Gov er nor on 18 Jan u ary 2008. It should be noted that, 

as men tioned at the time, nei ther pru den tial lim its re gard ing BCP’s sol vency nor the reg u lar op er a tion of the in sti tu -

tion were ever at stake. In fact, BCP has maintained a robust operational structure.
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INDEBTEDNESS OF PORTUGUESE HOUSEHOLDS: RECENT
EVIDENCE BASED ON THE HOUSEHOLD WEALTH SURVEY
2006-2007*

Luísa Farinha**

1. INTRODUCTION

During the 1990s, in the context of the convergence process leading to monetary union, the fast

growth of household indebtedness could be anticipated as part of the catching-up process. In fact, in

that period, the marked decline in nominal and real interest rates, in an environment of liberalisation

and increased bank competition contributed to extend access to credit to a wider group of households

than in the previous decade.
1

In the case of housing loans, the effect was amplified by the system of

subsidised interest rates intended to enable households with lower income to have access to house

purchase.
2

The increase in indebtedness was also the result of a range of other factors, namely demo-

graphic, as for instance the fact that the baby-boomers who were born during the relatively prosperous

late 60s/early 70s were entering into adulthood. Other institutional issues are also worthy of reference,

such as legislation on rentals, whose discouraging effect continued to be behind the shortage of rented

accommodation.
3

In the course of the present decade, the indebtedness of Portuguese households continued to grow at

rates well above their disposable income. The total value of household debt at the end of 2006 ac-

counted for 124 per cent of their disposable income (compared with 86 per cent in 2000).
4

In this more

recent period, some factors on the credit supply side were also crucial to the continued high growth

rate of housing loans. In particular, the conditions of access to credit underwent some changes in re-

cent years, aiming at mitigating the effect of rising interest rates in the debt service, thereby improving

the ability of households to service debt and sustaining the demand for credit. The widening of loan

maturities was among those changes, for which some anecdotal evidence was available.

The evaluation of the financial situation of households is rather important from two perspectives: from

a macroeconomic perspective, given that the increase in indebtedness may restraint consumption and

investment, as a larger fraction of income has to be assigned to debt service. This is particularly notice-

able in the case of loans for house purchase, due to the nature of housing as a necessary good, and to

possible severe social consequences if rising default would lead to the insolvency of households and

to mortgage execution.

From a financial stability perspective, fast debt accumulation by households also calls for strength-

ened monitoring of their ability to repay debt. If their ability to continue servicing debt in a regular and

timely manner is particularly affected, and a significant number of households cease to repay debt,
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* The views expressed in this article are those of the author and do not necessarily reflect those of Banco de Portugal. Any errors and omissions are the
responsibility of the author.

** Economic Research Department, Banco de Portugal.

(1) Luz (1992) presents evidence that, in the early 1990s, approximately 60 per cent of Portuguese households were subject to liquidity constraints.

(2) See Martins and Villanueva (2006).

(3) See Ribeiro (2007).

(4) These figures refer to household indebtedness, a concept in financial accounts that includes, in addition to households, non-profit institutions serving
households. It also includes the results of household activity as producers of goods and services, when it is not possible to distinguish that activity from their
activity as consumers.



consequences for financial stability may be two-fold. On the one hand, it would directly affect the finan-

cial situation of households. On the other hand, lenders could experience losses if, in the case of mort-

gage foreclosure, the asset used as collateral could not be sold for a value at least equal to the

outstanding amount of the loan. The stability of the financial intermediation process would be at stake if

such losses were very high, which would depend on the frequency of these situations and the

magnitude of the exposures.

The analysis of these topics is usually based on aggregate data, such as financial and non-financial

national accounts, chiefly because these data are made available more frequently (at least annually)

and are easier to collect. However, aggregate indicators on the household sector as a whole provide

much limited information, as they do not distinguish between indebted and non-indebted households.

For instance, it is not possible to obtain information on the number of indebted households based on

aggregate data. Moreover, indicators built from aggregate data correspond to average values, refer-

ring to a representative household, which may even not apply to an actual household. The evaluation

of indebtedness implications, from either a financial stability or macroeconomic perspective, requires

detailed information on the distribution of the relevant variables, such as income, wealth or indebted-

ness and, in particular, the characterisation of the observations in the tails of the distribution. In the

early 2000s, microeconomic data obtained from household wealth surveys were rather useful for un-

derstanding the development of private consumption, in the context of decelerating income and of an

aggregate indebtedness level well above the level observed in the corresponding stage of the previous

economic cycle.
5

The analysis of the financial situation of households based on aggregate data has revealed that, as a

whole, credit risk associated with the household sector is moderate, since in banks’ credit portfolios de-

fault has remained at historically low levels. In spite of rising interest rates, the debt service ratio repre-

sents, on average, a relatively low share of disposable income. This conclusion based on an average

situation does not prevent that, in the distribution of indebted households, some fringes of the popula-

tion show a relatively heavy debt service. The financial situation of those households could be particu-

larly affected by rising interest rates or by a significant fall in their income, for instance as a result of a

move into unemployment. Information on the distribution of income, wealth and debt, as well as on the

composition of wealth is essential to obtain a diagnosis of the situation and recommend any policy

measures.

This article aims at analysing the financial situation of Portuguese households based on data taken

from the latest Household Wealth and Indebtedness Survey (Inquérito ao Património e Endividamente

das Famílias - IPEF) (hereinafter referred to as IPEF), carried out by Statistics Portugal and Banco de

Portugal during the last quarter of 2006 and the first quarter of 2007. Particular emphasis is laid on the

analysis of the factors underlying their indebtedness level and their debt service ratio.

Section 2 of this article presents the data. Section 3 examines the distribution of household indebted-

ness according to some socio-economic characteristics, presenting some summary statistics and the

results of a regression analysis. Section 4 presents some indicators on the particular situation of in-

debted households. The conclusions and prospects for future research are presented in Section 5.

2. THE DATA

This article was based on data obtained from the IPEF, which was carried out for the third time in

2006/07. This survey was launched in 1994, intended to meet the need to collect data on the distribu-
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(5) See Farinha (2003, 2004).



tion of income and wealth of Portuguese households. In effect, in the late 1980s concerns about the

macroeconomic consequences of the decline in savings levels were common in OECD countries, and

Portugal was no exception. The first IPEF was implemented as a module of the Employment Survey in

the third quarter of 1994. It was thus possible to link data on household wealth and debt to data on their

income and other socio-economic and demographic characteristics. After the mid-1990s the fast

growth of household indebtedness raised concerns about debt sustainability. The second wave of the

IPEF was carried out in 2000 and was linked to another important survey to households, the Survey to

Household Budgets (Inquérito aos Orçamentos Familiares - IOF).
6

In its latest issue, in 2006-07, the

IPEF was linked to the Survey on Household Expenditure (Inquérito às Despesas das Famílias - IDEF)

which replaced the Survey to Household Budgets. Hence, the possibility was kept to link, at the micro-

economic level, data on household wealth and debt to data on their income and other socio-economic

and demographic characteristics.

IPEF data is obtained from directly surveying a probabilistic sample of randomly selected households.

The questionnaire, which is long and complex, focuses mainly on details of the financial situation of

households (mainly on their non-financial and financial assets and their debts). The response rates in

wealth surveys stand, in general, at around 50 per cent, below the rates usually obtained in other offi-

cial surveys to households, not only in Portugal but in other countries carrying out similar surveys.
7

In

the latest issue of the IPEF, its target sample comprised the respondents to the 2005 IDEF. The rate of

reply, measured by the ratio of the number of IPEF respondent households to the number of IDEF re-

spondent households was approximately 78 per cent, which is rather high in terms of usual standards.
8

In the 2006/07 wave, the sample of the IPEF was designed and scaled for the implementation of the

IDEF. Thus, in general terms, its objective was to ensure the representativeness of expenditure in each

of the seven NUTS II regions, under some level of precision.
9

This criterion, however, is not the most

appropriate for a wealth survey, whose distribution is much more asymmetric than the distribution of

expenditure. In addition, in wealth surveys non-response rates are in general higher. In order to obtain

aggregate indicators for the population sample weights may be used, as it is usual
10

. However these

weights were based in the sample design of the IDEF. Therefore, their use in the extrapolation of

wealth variables may correct only partially the consequences of the specific problems associated with

the inquiry of wealth. Thus the extrapolated variables should be analysed with due caution. It would be

possible to control, even if partly, the consequences of this problem, by calibrating the available

weights using data on the distribution in the population of a variable closely related to wealth. However

population data for such a variable is not currently available. Therefore, as it is not possible to satisfac-

torily control for the effect of the sample design on wealth variables, this article avoids comparisons be-

tween the two periods merely based on descriptive statistics. This does exclude, however, the results

of a regression analysis, whose purpose is to identify economic relations among certain variables at

the household level. This analysis is potentially less affected by problems associated with sample

representativeness.

For the purposes of the analysis presented in this article, some inconsistencies in the original data

were corrected and observations were excluded from the sample whenever household monetary in-
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(6) In the 2000 issue, the IPEF interview was carried out in the last visit in the context of the Survey to Household Budgets.

(7) See, for instance, in Bover (2004) the description and presentation of the methodology of the survey carried out by Banco de España.

(8) This rate of reply is not fully comparable with the usual standard, as it depends on the fact that the households selected for the IPEF sample were the same
households that had previously replied to the IDEF.

(9) NUTS II: Nomenclature of Territorial Units for Statistics 2002: North, Centre, Lisbon, Alentejo, Algarve, Autonomous Region of the Azores and Autonomous
Region of Madeira.

(10) In a probability sample, each unit is associated with a weight that is equal to the inverse of the probability of that unit being selected to be part of the sample.
In the IDEF, the initial weights, based on the sample design, were subsequently calibrated taking into account the structure of the population vis-à-vis the
following variables: number of persons in the household, type of geographical agglomeration (rural or urban), age, gender, and level of education of the
household members.



come was lower than minimum wage. Moreover, some observations with nil values were eliminated in

the case of certain key variables.
11

The results for the 2006/07 IPEF presented in the tables were

based on data from 6,631 households. In order to obtain aggregate values for the population and re-

spective sub-sets, the weights used were obtained by calibrating the original weights, so that their sum

remained equal to the number of households in the population. No weights were used in the regression

analysis.
12

Data on the 5,197 households responding to the 2000 IPEF were also used in the regres-

sions.
13

3. CHARACTERISATION OF HOUSEHOLD INDEBTEDNESS

3.1. Summary statistics in 2006-2007

The purpose of this section is to characterise household indebtedness according to the following

socio-economic variables: household income and age, level of education and labour market situation

of the household reference person.

According to data from the 2006 IPEF, slightly over 40 per cent of households participate in the debt

market (Table 1). This figure is mainly accounted for by the value of the rate of participation in the hous-

ing loan market, involving more than 30 per cent of households. However, approximately 10 per cent

only participate in the market for other lending.

According to IPEF data, debt is very asymmetrically distributed across households. A synthetic mea-

sure of this asymmetry may be given by the ratio between the average and the median (Table 2). In

some household classes, such as those with lower income and with a less educated, older and in a

less stable labour market situation reference person, more than half of the households do not partici-

pate in the debt market (i.e. the median value of debt in these classes is zero). In effect, according to

the life cycle hypothesis, individuals, subject to an intertemporal budget constraint, smooth consump-

tion throughout life, in spite of the very marked income pattern. Therefore, individuals tend to borrow in

periods when their current income is lower, typically when they are younger and with lower current la-

bour income but with prospects of future increases. Participation in the debt market and indebtedness

tend to peak between 30 and 40 years of age. At this age they have already overcome restrictions in

access to credit that generally apply to very young individuals with very low or non-existent labour

income.

The increase in indebtedness does not necessarily imply that household financing conditions have de-

teriorated. The importance of indebtedness in household budgets and their ability to meet debt pay-

ments largely depend on the level of their income.
14

Hence, the ratios of debt to income and debt

service to income are usually considered as measures of the household ability to meet debt payments

from current income. However, their ability to meet financial responsibilities depends not only on in-

come but also on accumulated wealth. Thus, Table 3 also presents the average and median values of
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(11) In the cases where the interviewee indicated that the household held a certain asset (or liability) but did not wish to assign it a specific value. This is one of
the situations in which literature points to non-response correction (see, for instance, Groves et al., 2004). An alternative manner to deal with this problem
consists in imputing missing values via model estimation. This procedure has been adopted in surveys in the United States and Spain, whereas in Italy the
other procedure has been used (see, for instance, Bover, 2004).

(12) The use of sample weights in the case of regression analysis is not consensual in the literature. It may be irrelevant when the objective is modelling
economic relationships. But it may also lead to the estimation of ratios falling outside the scope of possible logical values (see, for instance, Peracchi (2007)

(13) Results for 2000 may differ from those presented in Farinha (2003 and 2004), namely because the sample used in the analysis presented in those studies
excluded the households whose reference person was older then 65 years.

(14) Not necessarily their current income, but the sum of the actual values of their future income. Usually, when making borrowing decisions, households take
into account their intertemporal budget restriction which depends on expectations about their future income. Problems may arise in case permanent shocks
occur, moving income development away from those expectations.



the ratio of debt to assets calculated for the different types of households. Notice that these indicators

simultaneously consider the indebted and the non-indebted households. The average value (average

of the individual ratios)
15

of the ratio of debt to income is higher than 90 per cent. It grows with income,

peaking in the third bracket, declines with age and level of education and is much higher in households

whose reference person is employed. The ratio of debt service to monthly income is especially high in

the case of younger households. Debts represent little more than a fourth of total assets for house-

holds sector as a whole. The ratio is higher than 50 per cent in households whose reference person is

unemployed.
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Table 1

HOUSEHOLD PARTICIPATION IN THE DEBT MARKET IN 2006

Participation in the debt market (%)

% of

households

Debt Housing

loans

Other

lending

Both types

of loans

No debt

Total 100 41.6 22.3 10.1 9.3 58.4

Income bracket
(a)

1 10 12.6 5.9 4.9 1.8 87.4

2 15 21.4 11.5 6.9 2.9 78.6

3 25 39.6 21.0 11.0 7.7 60.4

4 25 49.1 24.7 13.1 11.4 50.9

5 15 57.5 33.7 11.5 12.4 42.5

6 10 63.9 35.0 8.6 20.3 36.1

Age

20-30 4 57.9 32.8 12.6 12.5 42.1

30-40 19 66.2 38.8 10.0 17.5 33.8

40-50 25 56.7 29.5 13.4 13.8 43.3

50-65 28 36.7 19.0 11.5 6.3 63.3

>65 25 10.7 4.5 5.0 1.3 89.3

Level of education (maximum completed)

First stage of basic education or less 50 24.5 10.8 9.3 4.4 75.5

Second or third stage of basic education 28 55.6 30.5 12.9 12.2 44.4

Upper secondary education 11 65.6 37.3 9.0 19.3 34.4

Tertiary education 10 61.4 39.4 7.8 14.2 38.6

Situation in the labour market

Employed

self-employed 13 43.9 22.1 14.4 7.5 56.1

employees 48 58.7 32.1 11.5 15.1 41.3

Unemployed 5 35.1 20.2 10.7 4.3 64.9

Retired 29 15.3 7.6 5.7 2.1 84.7

Other situations 4 29.1 14.8 10.3 4.0 70.9

Source: Household Wealth and Indebtedness Survey. Calculations made by the author.
Note: (a) The extreme values of the income brackets considered are the following: 1st bracket - €375-500; 2nd bracket - €500-700; 3rd bracket - €700-1060; 4th bracket - €1060-1630; 5th

bracket - €1630-2630; 6th bracket - €2630 and plus.

(15) It is worth noting that the average value estimated for households as a whole is 0.93, and cannot be directly compared to the aggregated indicator for a
number of reasons. First, it is an average of individual ratios and not of the average ratio (the latter is measured as the ratio of the sum of debts to the sum of
income). In addition, the income in question in this indicator corresponds to the sum of net monetary income reported by the aggregates in their replies to the
survey, which cannot coincide with the definition of disposable income in national accounting.



3.2. Regression analysis

3.2.1. Methodology

The regression analysis presented in this article aims at examining the factors behind household in-

debtedness. The effect of age, income, etc. on indebtedness can only be identified through the estima-

tion of a model, in order to control for the effect of the other variables included in the model. This

analysis pooled data from the 2000 and 2006/07 surveys. However, the data do not have a longitudinal

character, i.e., the same households are not observed for more than a period of time. The estimation of

a model simultaneously including observations for 2000 and 2006/07 makes it possible to test whether
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Table 2

HOUSEHOLD INDEBTEDNESS: SUMMARY STATISTICS IN 2006

EUR

Total debt Housing loans Other lending

% of

households
Average Median Average Median Average Median

Total 100 17 771.4 0 15 706.8 0 2 064.7 0

Income brackets
(a)

1 10 3 032.7 0 2 717.9 0 314.8 0

2 15 6 422.1 0 5 944.7 0 477.4 0

3 25 13 949.7 0 12 101.8 0 1 847.9 0

4 25 18 765.3 0 16 350.3 0 2 415.0 0

5 15 27 814.8 4 971 24 764.7 0 3 050.1 0

6 10 41 723.5 18 000 37 322.6 12 000 4 400.9 0

Age

20-30 4 31 536.1 3 900 30 039.1 0 1 497.0 0

30-40 19 37 051.8 23 895 34 266.2 18 000 2 785.5 0

40-50 25 24 795.1 3 000 21 834.0 0 2 961.1 0

50-65 28 10 417.7 0 8 192.9 0 2 224.9 0

>65 25 2 090.6 0 1 576.1 0 514.5 0

Level of education (maximum

completed)

First stage of basic education or

less 50 6 258.1 0 5 048.9 0 1 209.2 0

Second or third stage of basic

education 28 24 311.3 2 500 21 555.9 0 2 755.4 0

Upper secondary education 11 36 584.7 20 000 32 964.8 15 000 3 619.9 0

Tertiary education 10 36 002.0 11 220 33 302.6 4 100 2 699.4 0

Labour market situation

Employed

self-employed 13 19 217.8 0 15 508.3 0 3 709.6 0

employee 48 27 874.2 5 000 25 189.1 0 2 685.1 0

Unemployed 5 9 785.8 0 8 778.6 0 1 007.1 0

Retired 29 3 354.9 0 2 676.0 0 678.8 0

Other situation 4 7 274.9 0 6 616.0 0 658.9 0

Source: Household Wealth and Indebtedness Survey. Calculations made by the author.
Note: (a) The extreme values of the income brackets considered are the following: 1st bracket - €375-500; 2nd bracket - €500-700; 3rd bracket - €700-1060; 4th bracket - €1060-1630; 5th

bracket - €1630-2630; 6th bracket - €2630 and plus.
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Table 3

INDEBTEDNESS LEVEL AND DEBT BURDEN RATIO: SUMMARY STATISTICS IN 2006

Total debt /

Income

Housing loans /

Income

Total debt /

Wealth

Housing loans /

Wealth

Debt service /

Monthly income

Housing debt service /

Monthly income

% of

households
Average Median Average Median Average Median Average Median Average Median Average Median

Total 100 0.930 0.000 0.821 0.000 0.263 0.000 0.130 0.000 0.114 0.000 0.070 0.000

Income brackets
(a)

1 10 0.490 0.000 0.438 0.000 0.211 0.000 0.037 0.000 0.059 0.000 0.037 0.000

2 15 0.760 0.000 0.705 0.000 0.330 0.000 0.070 0.000 0.081 0.000 0.054 0.000

3 25 1.129 0.000 0.979 0.000 0.353 0.000 0.168 0.000 0.121 0.000 0.082 0.000

4 25 1.036 0.000 0.903 0.000 0.220 0.000 0.141 0.000 0.158 0.000 0.079 0.000

5 15 0.989 0.161 0.883 0.000 0.218 0.038 0.163 0.000 0.118 0.038 0.077 0.000

6 10 0.777 0.323 0.692 0.181 0.169 0.078 0.145 0.034 0.082 0.039 0.061 0.023

Age

20-30 3.5 2.207 0.284 2.110 0.000 0.352 0.205 0.287 0.000 0.275 0.047 0.145 0.000

30-40 19.3 2.055 1.119 1.900 0.936 0.386 0.233 0.310 0.145 0.194 0.146 0.145 0.084

40-50 24.5 1.206 0.179 1.052 0.000 0.477 0.046 0.151 0.000 0.154 0.034 0.094 0.000

50-65 27.9 0.465 0.000 0.356 0.000 0.153 0.000 0.066 0.000 0.083 0.000 0.040 0.000

>65 24.7 0.121 0.000 0.090 0.000 0.067 0.000 0.019 0.000 0.023 0.000 0.009 0.000

Level of education (maximum completed)

First stage of basic education or less 50.4 0.426 0.000 0.346 0.000 0.140 0.000 0.072 0.000 0.070 0.000 0.035 0.000

Second or third stage of basic education 28.2 1.483 0.131 1.321 0.000 0.421 0.032 0.184 0.000 0.174 0.025 0.103 0.000

Upper secondary education 11.0 1.683 0.795 1.539 0.513 0.503 0.190 0.234 0.075 0.161 0.094 0.123 0.050

Tertiary education 10.4 1.082 0.235 1.015 0.113 0.183 0.062 0.156 0.026 0.112 0.043 0.089 0.025

Labour market situation

Employed

self-employed 13.3 1.112 0.000 0.903 0.000 0.120 0.000 0.088 0.000 0.140 0.000 0.080 0.000

employee 48.1 1.407 0.258 1.272 0.000 0.383 0.075 0.216 0.000 0.169 0.067 0.106 0.000

Unemployed 5.3 0.740 0.000 0.678 0.000 0.577 0.000 0.093 0.000 0.067 0.000 0.048 0.000

Retired 29.1 0.160 0.000 0.125 0.000 0.086 0.000 0.027 0.000 0.027 0.000 0.013 0.000

Other situation 4.1 0.455 0.000 0.400 0.000 0.176 0.000 0.047 0.000 0.056 0.000 0.036 0.000

Source: Household Wealth and Indebtedness Survey. Calculations made by the author.
Note: (a) The extreme values of the income brackets considered are the following: 1 st bracket - €375-500; 2nd bracket - €500-700; 3rd bracket - €700-1060; 4th bracket - €1060-1630; 5th bracket - €1630-2630; 6th bracket - €2630 and plus.



the differences in the effects of explanatory variables in the two moments in time, are statistically

significant.

The objective of this analysis is to identify the effects of some socio-economic factors on household

debt. First, their effects on the probability of holding debt (intensive margin) are investigated. Then, the

same variables are included in the model of indebtedness (extensive margin) as measured by the ra-

tios of debt to income and the ratio of debt service to income. In the intensive margin model, the vari-

able to be explained is a binary variable taking the value one if the household is indebted and zero

otherwise. Hence, the results of the estimation of a linear model would be biased, wherefore the most

appropriate methodology is to estimate a probit model formulated as follows:
16

� � � �P y x P y x� � �1 0*

where y is the variable to be explained, x is the vector of explanatory variables and y* is the latent vari-

able underlying the model, so that:

� �y x y y* *if� � � �� � 1 0

In extensive margin models, the variables are continuous for values above zero, but may take the

value zero with a non-zero probability. In this case, the appropriate methodology is to estimate a tobit

model, generally represented as:

� �y y� max , *0

� �y x in which x* ~ ,� �� 	 	 
Normal 0 2

The explanatory variables considered are broadly the same household characteristics presented in

the descriptive tables (income bracket of the household, age, level of education and labour market sit-

uation of the household reference person). The estimated models also include as control variables

family size and region of residence. In order to facilitate the interpretation of results, the explanatory

variables are measured as dummy variables, that is, they take only the values one or zero, depending

on the type of household. Therefore, the estimated coefficients shall be interpreted as differences

vis-à-vis the category omitted in the regression which, in this case, corresponds to households in the

third income bracket (those between the 25 and 50 percentiles), residing in the North region, formed by

three persons and whose reference person is between 30 and 40 years old and has completed basic

education.

In models of limited dependent variable, such as probit and tobit, differently from the linear model, the

expected value of the dependent variable, given the value of explanatory variables, is not a linear func-

tion of estimated coefficients, and these are not equal to the marginal effects of explanatory variables

on the dependent variable. Nonetheless, in both cases, the marginal effects are a positive function of

the estimated coefficients, and therefore have the same sign. The marginal effects depend not only on

the value of the parameters, but also on the value taken by the explanatory variables.
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(16) This model results from considering that å, the residual term in the latent variable model, has a standardised normal distribution. See, for instance,
Wooldridge (2002).



3.2.2. Model estimation results for the probability of holding debt

Tables 4A, 4B and 4C present the results of the estimation of the models for the probabilities of holding

any type of debt, housing loans and other lending respectively. Columns 1 and 3 refer to the marginal

effects of each of the explanatory variables resulting from the estimation of the models with 2006 and

2000 data respectively. Columns 2 and 4 present the respective t-ratios. The estimation of a specifica-

tion that simultaneously includes observations relative to the 2000 and 2006 surveys makes it possible

to test whether the differences between the marginal effects in the two years are statistically signifi-

cant. In this specification, such information is provided by the statistical significance of the coefficients

associated with the interactive variables resulting from multiplying a temporal binary variable (whose

observations take the value one in 2000 and zero in 2006) for each of the other explanatory variables.

In addition, including the temporal binary variable as explanatory variable makes it possible to test

whether the differences in the probability of holding debt in the two years, for a reference household,

are statistically significant. Column 5 presents the pvalues associated with those coefficients.
17

In the estimation of the specification that includes the observations for both years, the estimated effect

associated with the dummy variable taking the value one for observations in 2000 is negative and sig-

nificant in both types of debt, suggesting broadly that the probability of holding debt increased from

2000 to 2006.

Income

The probability of holding debt is strongly related to household income: households in lower income

brackets have a significantly lower probability of holding debt than those in the third bracket. The oppo-

site relationship is observed in higher brackets. The impact of income intensifies, with different signs,

when approaching the tails of distribution. The relation between the probability of holding debt and in-

come is observed in the two years under analysis, and, in general, no significant differences are de-

tected between 2000 and 2006. Moreover, the results suggest that it is observed in both types of debt,

i.e. housing loans and other lending. In 2006, however, the probability of a household in the highest in-

come bracket holding debt for purposes other than housing is only significantly higher than in the third

bracket with 10 per cent significance, differing from the result for 2000. The results for 2000 suggest

that participation in this debt market by higher-income households was significantly higher than by

medium-income households with a level of significance of 1 per cent.

Age

The probability of holding debt is also related to the age of the reference person. The results suggest

that the probability is the highest in the 30-40 year old group, and significantly lower in the other age

brackets. This result is even more evident in the case of housing loans. In the case of other lending, the

results suggest that, in 2006, there were no significant differences in the probability of holding debt

among the households in the first three age brackets. These results differ from those obtained from

2000 data, which suggests an upward trend in recourse to this type of credit by younger households.
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(17) The marginal effects for 2006 and 2000 obtained in the estimation of the pooled model are very similar to those reported in the Tables, obtained by using the
observations in both years separately.
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Table 4A

RESULTS OF THE PROBIT MODEL ESTIMATION

Dependent variable (participation in the debt market)

(1) (2) (3) (4) (5)

2006 2000 Difference

between

marginal

effects

pvalue

Marginal

effect
t-ratio Marginal

effect
t-ratio

Dummy: 1
st

income bracket -0.13634 -5.12 -0.10740 -4.43 0.817

Dummy: 2
nd

income bracket -0.11131 -5.28 -0.05478 -2.73 0.210

Dummy: 4
th

income bracket 0.05077 2.92 0.06603 4.02 0.247

Dummy: 5
th

income bracket 0.13290 6.25 0.13368 6.51 0.408

Dummy: 6
th

income bracket 0.16167 5.99 0.22404 8.07 0.027

Dummy: 20-30 years -0.06309 -1.81 -0.04856 -1.68 0.987

Dummy: 40-50 years -0.08494 -4.54 -0.04117 -2.46 0.252

Dummy: 50-60 years -0.17452 -8.86 -0.10402 -5.87 0.175

Dummy: over 65 years -0.34242 -13.15 -0.19936 -8.53 0.022

Dummy: household with 1 person -0.06656 -2.59 0.00587 0.22 0.072

Dummy: household with 2 persons -0.06169 -3.58 0.00098 0.06 0.022

Dummy: household with 4 persons -0.00969 -0.56 0.01341 0.83 0.318

Dummy: household with more than 4 persons -0.02562 -1.16 0.01298 0.67 0.201

Dummy: first stage of basic education or less -0.10816 -6.73 -0.09193 -5.90 0.839

Dummy: second stage of basic education 0.01974 0.83 0.03749 1.49 0.500

Dummy: upper secondary or tertiary education -0.01744 -0.65 -0.02799 -1.09 0.653

Dummy: self-employed -0.04209 -2.39 -0.03539 -2.20 0.887

Dummy: unemployed -0.07163 -2.51 0.04523 1.05 0.030

Dummy: retired -0.09869 -4.46 -0.02753 -1.32 0.063

Dummy: other situation -0.08253 -2.92 -0.00440 -0.18 0.056

Dummy: IPEF 2000 0.000

Table 4B

RESULTS OF THE PROBIT MODEL ESTIMATION

Dependent variable (participation in the housing loan market)

(1) (2) (3) (4) (5)

2006 2000 Difference

between

marginal

effects

pvalue

Marginal

effect
t-ratio

Marginal

effect
t-ratio

Dummy: 1
st

income bracket -0.08808 -3.72 -0.04586 -2.37 0.700

Dummy: 2
nd

income bracket -0.07575 -4.14 -0.01718 -1.08 0.095

Dummy: 4th income bracket 0.03321 2.25 0.04082 3.30 0.238

Dummy: 5
th

income bracket 0.10783 5.87 0.07575 4.87 0.906

Dummy: 6
th

income bracket 0.17221 7.14 0.12242 5.75 0.988

Dummy: 20-30 years -0.08055 -3.21 -0.02458 -1.26 0.249

Dummy: 40-50 years -0.07954 -5.59 -0.01917 -1.68 0.023

Dummy: 50-60 years -0.15662 -10.33 -0.07239 -6.01 0.071

Dummy: over 65 years -0.27631 -13.25 -0.12884 -7.43 0.019

Dummy: household with 1 person -0.03596 -1.63 -0.02170 -1.13 0.975

Dummy: household with 2 persons -0.02899 -2.00 0.00176 0.14 0.189

Dummy: household with 4 persons 0.00521 0.37 0.01344 1.17 0.496

Dummy: household with more than 4 persons -0.06827 -3.97 -0.00868 -0.63 0.034

Dummy: first stage of basic education or less -0.08563 -6.35 -0.05541 -4.90 0.902

Dummy: second stage of basic education 0.04982 2.53 -0.00673 -0.42 0.068

Dummy: upper secondary or tertiary education 0.01759 0.79 -0.01422 -0.82 0.259

Dummy: self-employed -0.06192 -4.41 -0.04487 -4.13 0.593

Dummy: unemployed -0.05876 -2.54 0.02004 0.65 0.070

Dummy: retired -0.07135 -3.84 -0.02887 -1.79 0.405

Dummy: other situation -0.05202 -2.20 -0.00954 -0.55 0.280

Dummy IPEF2000 0.000

Source: Household Wealth and Indebtedness Survey. Calculations made by the author.
Note: The figures in columns (1) and (2) are the result of the estimation of the model using only observations relative to the 2006-07 IPEF; the figures in columns (3) and (4) are the result
of the estimation of the model using only observations relative to the 2000 IPEF; column (5) presents the pvalues associated with interactive variables in the estimation of the model using
observations of both periods.

Source: Household Wealth and Indebtedness Survey. Calculations made by the author.
Nota: The figures in columns (1) and (2) are the result of the estimation of the model using only observations relative to the 2006-07 IPEF; the figures in columns (3) and (4) are the result
of the estimation of the model using only observations relative to the 2000 IPEF; column (5) presents the pvalues associated with interactive variables in the estimation of the model using
observations of both periods.



Family size

The results also suggest that a household with one or two members has a lower probability of holding

debt than a household with three members. This effect is not observed in 2000 data. As regards larger

households, the probability of holding debt is not significantly different, but this effect results from op-

posite (and significant) effects on the probability of holding housing loans and on the probability of

holding other lending.

Education

Even though adjusted for the income and age effect, the households whose reference person has

completed, at most, the first stage of basic education have a significantly lower probability of holding

debt than those whose reference person has completed the second stage of basic education. This re-

sult, which is observed in both types of credit and in the two years under review, is consistent with the

hypothesis that literacy is a relevant advantage in access to the credit market. In particular, it may be

capturing, to a large extent, the effect of the job category of the reference person. In fact, there is evi-

dence that in Portugal the level of education and type of job are strongly correlated. In 2006, house-

holds whose reference person has completed tertiary education have a higher probability of holding

housing loans, in contrast to the results obtained from 2000 data, when this type of households had a

higher probability of holding other lending.

Labour market situation

Finally, as regards the labour market situation, results suggest that the probability of holding debt is

higher in the case of employees. The probability of holding housing loans by self-employed persons is
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Table 4C

RESULTS OF THE PROBIT MODEL ESTIMATION

Dependent variable (participation in the other lending market)

(1) (2) (3) (4) (5)

2006 2000 Difference

between

marginal

effects

pvalue

Marginal

effect
t-ratio Marginal

effect
t-ratio

Dummy: 1
st

income bracket -0.06712 -3.72 -0.07233 -3.90 0.405

Dummy: 2
nd

income bracket -0.05019 -3.53 -0.04239 -2.79 0.999

Dummy: 4
th

income bracket 0.02643 2.22 0.04704 3.64 0.160

Dummy: 5
th

income bracket 0.04309 2.97 0.09930 6.05 0.007

Dummy: 6
th

income bracket 0.03117 1.76 0.16816 7.59 0.000

Dummy: 20-30 years 0.03227 1.29 -0.03444 -1.65 0.036

Dummy: 40-50 years -0.01895 -1.56 -0.03515 -2.96 0.205

Dummy: 50-60 years -0.03864 -2.91 -0.05587 -4.30 0.156

Dummy: over 65 years -0.12169 -6.42 -0.10976 -6.44 0.729

Dummy: household with 1 person -0.05264 -3.11 0.02382 1.15 0.004

Dummy: household with 2 persons -0.04236 -3.60 0.00747 0.57 0.007

Dummy: household with 4 persons -0.00388 -0.34 0.00382 0.32 0.643

Dummy: household with more than 4 persons 0.03905 2.54 0.02938 1.97 0.846

Dummy: first stage of basic education or less -0.02997 -2.71 -0.04667 -3.98 0.192

Dummy: second stage of basic education -0.01362 -0.92 0.06119 3.17 0.002

Dummy: upper secondary or tertiary education -0.04046 -2.46 0.01618 0.82 0.027

Dummy: self-employed -0.00001 0.00 0.01574 1.23 0.343

Dummy: unemployed -0.03814 -2.06 0.03445 1.00 0.059

Dummy: retired -0.04511 -2.86 -0.00120 -0.08 0.063

Dummy: other situation -0.05120 -2.78 0.01375 0.73 0.013

Dummy IPEF2000 0.010

Source: Household Wealth and Indebtedness Survey. Calculations made by the author.
Nota: The figures in columns (1) and (2) are the result of the estimation of the model using only observations relative to the 2006-07 IPEF; the figures in columns (3) and (4) are the result
of the estimation of the model using only observations relative to the 2000 IPEF; column (5) presents the pvalues associated with interactive variables in the estimation of the model using
observations of both periods.



significantly lower, although the same does not apply in the case of the probability of holding other

lending. Results indicate that in households whose reference person is unemployed the probability of

holding debt is significantly lower in 2006 than in 2000. In the former year this situation did not signifi-

cantly influence the probability of holding debt. This result may be interpreted as evidence of a stronger

tightening in access to credit based on the labour situation. This conclusion should be drawn with

some caution, given that an indebted household whose reference person is unemployed at the time of

the interview might have incurred debt in a previous period, possibly under a different labour situation.

3.2.3. Model estimation results for indebtedness level

Tables 5A and 5B present the results of estimating the model where the dependent variable is the ratio

of total debt to income and the ratio of housing loans to income respectively. Columns 1 and 3 present

the marginal effects of the explanatory variables on the indebtedness ratio, conditional on indebted-

ness being strictly positive, based on the 2006 and 2000 observations respectively. Columns 2 and 4

present the respective t-ratios and column 5 the pvalues associated with the test of the hypothesis that

the effects in the two years are equal.
18

The statistical significance of the coefficient associated with the temporal binary variable in the models

for the two years suggests that the extensive margin (total and housing loans) for a household with the

characteristics of the reference household is higher in 2006 than in 2000. This conclusion stands in

contrast to the conclusions drawn from the comparison between the IPEFs for 2000 and 1994. The re-

sults of the comparative analysis between these two periods, based on a similar methodology, sug-

gested that, from the point of view of individual households, indebtedness in 2000 was not significantly

higher than in 1994. This result supported the view that the high increase in aggregate indebtedness in

the second half of the 1990s was chiefly due to the high increase in the number of households with ac-

cess to credit.
19

There were significant differences in the extensive margin of indebtedness (total and

housing loans) according to the characteristics of the households that are considered in this article.

Income

The results suggest that indebtedness is particularly sensitive to household income and to the age of

its reference person. Households in the two lowest income brackets have a significantly lower level of

total indebtedness and housing loans than households in the third income bracket. The opposite rela-

tion is also observed in the case of the two highest income brackets, but only for housing debt. In this

type of debt, the income dependence of indebtedness is stronger near the tails of the distribution.

When comparing the income effect in the two years, the results suggest that in higher income brackets

it was stronger in 2000 than in 2006. Moreover, the results indicate that in 2006 there are no significant

differences in indebtedness between the 3rd and 4th income brackets. In 2000, indebtedness level in

the 2nd and 3rd income brackets was not significantly different.

Age

The effect of age on indebtedness level seems to have been higher in 2006, except in the case of the

lowest age bracket. Results suggest that in 2000 indebtedness level in this age bracket was signifi-

cantly higher than in the 30-40 age bracket. This is not apparent in data for 2006.
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(18) As in the models of the previous section, this was also obtained from the estimation of the specification that includes the observations for both years.

(19) See Farinha (2003, 2004).
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Table 5A

RESULTS OF THE TOBIT MODEL ESTIMATION

Dependent variable (debt/annual income)

(1) (2) (3) (4) (5)

2006 2000 Difference

between

marginal

effects

pvalue

Marginal

effect
t-ratio

Marginal

effect
t-ratio

Dummy: 1
st

income bracket -0.24830 -3.30 -0.23497 -3.24 0.552

Dummy: 2
nd

income bracket -0.17816 -3.15 -0.07637 -1.42 0.440

Dummy: 4
th

income bracket 0.01802 0.42 0.13240 3.34 0.019

Dummy: 5
th

income bracket 0.09940 2.01 0.19026 4.16 0.042

Dummy: 6
th

income bracket 0.02878 0.47 0.26684 4.73 0.001

Dummy: 20-30 years -0.08735 -1.05 0.20283 2.82 0.008

Dummy: 40-50 years -0.31978 -7.15 -0.10713 -2.55 0.010

Dummy: 50-60 years -0.60763 -12.12 -0.29789 -6.36 0.005

Dummy: over 65 years -1.17019 -14.75 -0.55670 -8.08 0.000

Dummy: household with 1 person -0.09956 -1.49 0.04755 0.72 0.149

Dummy: household with 2 persons -0.13888 -3.18 0.01294 0.30 0.031

Dummy: household with 4 persons -0.05329 -1.29 0.01601 0.41 0.251

Dummy: household with more than 4 persons -0.07648 -1.43 0.01271 0.27 0.246

Dummy: first stage of basic education or less -0.36093 -9.22 -0.23650 -6.47 0.388

Dummy: second stage of basic education 0.05710 1.05 0.04282 0.77 0.986

Dummy: upper secondary or tertiary education -0.05786 -0.92 -0.07914 -1.23 0.669

Dummy: self-employed 0.05261 1.19 -0.01566 -0.38 0.259

Dummy: unemployed -0.15910 -2.18 0.06196 0.61 0.112

Dummy: retired -0.22223 -3.72 -0.08842 -1.65 0.248

Dummy: other situation -0.21497 -2.80 0.01772 0.30 0.031

Dummy IPEF2000 0.000

Source: Household Wealth and Indebtedness Survey. Calculations made by the author.
Nota: The figures in columns (1) and (2) are the result of the estimation of the model using only observations relative to the 2006-07 IPEF; the figures in columns (3) and (4) are the result
of the estimation of the model using only observations relative to the 2000 IPEF; column (5) presents the pvalues associated with interactive variables in the estimation of the model using
observations of both periods.

Table 5B

RESULTS OF THE TOBIT MODEL ESTIMATION

Dependent variable (housing loans/annual income)

(1) (2) (3) (4) (5)

2006 2000 Difference

between

marginal

effects

pvalue

Marginal

effect
t-ratio

Marginal

effect
t-ratio

Dummy: 1
st

income bracket -0.21547 -2.57 -0.12471 -1.75 0.959

Dummy: 2
nd

income bracket -0.13750 -2.21 -0.06844 -1.28 0.777

Dummy: 4
th

income bracket 0.01678 0.36 0.09948 2.58 0.063

Dummy: 5
th

income bracket 0.12437 2.34 0.14651 3.30 0.191

Dummy: 6
th

income bracket 0.12701 1.96 0.19772 3.61 0.060

Dummy: 20-30 years -0.14459 -1.66 0.10236 1.55 0.045

Dummy: 40-50 years -0.33235 -7.16 -0.08641 -2.22 0.005

Dummy: 50-60 years -0.65556 -12.31 -0.29636 -6.55 0.011

Dummy: over 65 years -1.21398 -13.59 -0.54029 -7.73 0.004

Dummy: household with 1 person -0.05257 -0.73 0.02849 0.44 0.528

Dummy: household with 2 persons -0.09865 -2.09 0.01851 0.44 0.121

Dummy: household with 4 persons -0.04288 -0.98 0.03236 0.88 0.184

Dummy: household with more than 4 persons -0.19339 -3.26 -0.02670 -0.58 0.099

Dummy: first stage of basic education or less -0.36200 -8.58 -0.19749 -5.64 0.305

Dummy: second stage of basic education 0.11133 1.97 -0.03287 -0.62 0.105

Dummy: upper secondary or tertiary education 0.00724 0.11 -0.06318 -1.04 0.378

Dummy: self-employed -0.06262 -1.30 -0.11625 -2.82 0.115

Dummy: unemployed -0.15528 -1.97 0.02740 0.28 0.233

Dummy: retired -0.21507 -3.22 -0.10663 -1.98 0.609

Dummy: other situation -0.18220 -2.18 0.01560 0.27 0.105

Dummy IPEF2000 0.000

Source: Household Wealth and Indebtedness Survey. Calculations made by the author.
Nota: The figures in columns (1) and (2) are the result of the estimation of the model using only observations relative to the 2006-07 IPEF; the figures in columns (3) and (4) are the result
of the estimation of the model using only observations relative to the 2000 IPEF; column (5) presents the pvalues associated with interactive variables in the estimation of the model using
observations of both periods.



Education

Regarding the effect of education, the results suggest that households whose reference person has

completed, at most, the first stage of basic education are significantly less indebted than those in the

reference group (whose reference person has completed the second stage of basic education). The

effects of education in 2006 and in 2000 are not statistically different.

Labour market situation

The results of the estimation of the models with data for 2006 suggest that indebtedness is significantly

lower in households whose reference person is unemployed or inactive than when he/she is employed,

both in the case of total and housing debt. This evidence stands in clear contrast to that obtained from

data for 2000. In this year, in general, indebtedness is less sensitive to the labour market situation.

However, the results also suggest that the differences between the effects of these variables in 2006

and 2000 are not significant, which is due to the high imprecision of their estimation (resulting from the

low number of observations in some of these classes and from the high variability of the indebtedness

level).

3.2.4. Model estimation results for debt burden

Tables 6A and 6B, with a similar structure as the previous tables, present the marginal effects for the

models in which the dependent variable is the ratio of the debt service to monthly income and the ratio

of housing loans to monthly income respectively.

In the models including observations for both years, the estimated effect associated with the dummy

variable taking the value one for observations in 2000 is negative and significant, suggesting that the

debt service is significantly higher in 2006 than in 2000. This evidence stands also in clear contrast to

that obtained when comparing data from the 2000 and 1994 surveys, where no significant differences

were observed. Is should be mentioned that this result is obtained, irrespective of the fact that the inter-

est rate level of loans granted to households (either for house purchase or other lending) was lower in

2006 than in 2000.

Income

Results also suggest that the debt burden is sensitive to household income. Households in the two

lowest income brackets have a significantly lower debt burden, for both total and housing loans, than

households in the third income bracket. The opposite relation is observed in the two highest income

brackets, in the case of debt burden associated with housing loans. There is no evidence of significant

differences between income effects in 2000 and 2006.

Age

Debt burden is also sensitive to the age of the household reference person. In the three highest age

brackets debt burden is significantly lower than in the 30-40 age bracket. There are no significant dif-

ferences between the effects of age in the two years.
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Table 6A

RESULTS OF THE TOBIT MODEL ESTIMATION

Dependent variable (debt burden/monthly income)

(1) (2) (3) (4) (5)

2006 2000 Difference

between

marginal

effects

pvalue

Marginal

effect
t-ratio

Marginal

effect
t-ratio

Dummy: 1
st

income bracket -0.03114 -2.20 -0.03135 -4.07 0.046

Dummy: 2
nd

income bracket -0.04350 -4.01 -0.01354 -2.41 0.425

Dummy: 4
th

income bracket 0.01230 1.56 0.01248 3.04 0.186

Dummy: 5
th

income bracket 0.02628 2.88 0.01532 3.22 0.295

Dummy: 6
th

income bracket 0.01700 1.51 0.02307 3.92 0.006

Dummy: 20-30 years -0.01486 -0.95 -0.00487 -0.62 0.962

Dummy: 40-50 years -0.02577 -3.12 -0.00793 -1.80 0.340

Dummy: 50-60 years -0.05917 -6.39 -0.02835 -5.79 0.550

Dummy: over 65 years -0.16312 -10.97 -0.05727 -8.00 0.019

Dummy: household with 1 person -0.03174 -2.51 -0.00803 -1.14 0.363

Dummy: household with 2 persons -0.02360 -2.91 -0.00407 -0.92 0.218

Dummy: household with 4 persons -0.00705 -0.92 0.00289 0.72 0.220

Dummy: household with more than 4 persons -0.00668 -0.67 0.00091 0.19 0.536

Dummy: first stage of basic education or less -0.04586 -6.31 -0.02763 -7.24 0.516

Dummy: second stage of basic education 0.00084 0.08 0.00761 1.30 0.390

Dummy: upper secondary or tertiary education -0.01145 -0.99 -0.00857 -1.26 0.754

Dummy: self-employed 0.00415 0.51 -0.00070 -0.16 0.310

Dummy: unemployed -0.04558 -3.31 0.01271 1.21 0.006

Dummy: retired -0.04960 -4.46 -0.01078 -1.94 0.067

Dummy: other situation -0.05222 -3.60 -0.00151 -0.24 0.008

Dummy IPEF2000 0.000

Source: Household Wealth and Indebtedness Survey. Calculations made by the author.
Nota: The figures in columns (1) and (2) are the result of the estimation of the model using only observations relative to the 2006-07 IPEF; the figures in columns (3) and (4) are the result
of the estimation of the model using only observations relative to the 2000 IPEF; column (5) presents the pvalues associated with interactive variables in the estimation of the model using
observations of both periods.

Table 6B

RESULTS OF THE TOBIT MODEL ESTIMATION

Dependent variable (housing loans/monthly income)

(1) (2) (3) (4) (5)

2006 2000 Difference

between

marginal

effects

pvalue

Marginal

effect
t-ratio Marginal

effect
t-ratio

Dummy: 1
st

income bracket -0.01807 -2.37 -0.02029 -2.90 0.383

Dummy: 2
nd

income bracket -0.02028 -3.52 -0.00715 -1.44 0.253

Dummy: 4
th

income bracket 0.00307 0.75 0.00943 2.63 0.106

Dummy: 5
th

income bracket 0.01371 2.91 0.01398 3.38 0.371

Dummy: 6
th

income bracket 0.01353 2.36 0.01807 3.52 0.139

Dummy: 20-30 years -0.01856 -2.37 -0.00043 -0.07 0.143

Dummy: 40-50 years -0.02315 -5.63 -0.00555 -1.52 0.014

Dummy: 50-60 years -0.04667 -9.90 -0.02855 -6.71 0.254

Dummy: over 65 years -0.09953 -12.38 -0.05129 -7.94 0.013

Dummy: household with 1 person -0.00813 -1.25 -0.00704 -1.12 0.853

Dummy: household with 2 persons -0.00881 -2.09 -0.00214 -0.55 0.390

Dummy: household with 4 persons -0.00076 -0.20 0.00165 0.48 0.595

Dummy: household with more than 4 persons -0.01817 -3.44 -0.00737 -1.71 0.286

Dummy: first stage of basic education or less -0.02719 -7.25 -0.02019 -6.17 0.987

Dummy: second stage of basic education 0.00950 1.91 -0.00287 -0.58 0.115

Dummy: upper secondary or tertiary education 0.00316 0.55 -0.00626 -1.09 0.237

Dummy: self-employed -0.00520 -1.23 -0.01168 -3.05 0.093

Dummy: unemployed -0.02196 -3.06 0.01041 1.17 0.011

Dummy: retired -0.02321 -3.91 -0.00925 -1.86 0.235

Dummy: other situation -0.01990 -2.65 0.00148 0.27 0.037

Dummy IPEF2000 0.000

Source: Household Wealth and Indebtedness Survey. Calculations made by the author.
Nota: The figures in columns (1) and (2) are the result of the estimation of the model using only observations relative to the 2006-07 IPEF; the figures in columns (3) and (4) are the result
of the estimation of the model using only observations relative to the 2000 IPEF; column (5) presents the pvalues associated with interactive variables in the estimation of the model using
observations of both periods.



Education

Evidence regarding the effect of education on debt burden is consistent with evidence obtained for its

effect on indebtedness level. Households whose reference person has completed, at most, the first

stage of basic education have a significantly lower debt burden than households in the reference group

(those with the third stage of basic education). The effects of education in 2006 and 2000 are

statistically similar.

Labour market situation

As regards the labour market situation, the results based on data for 2006 suggest that in households

whose reference person is unemployed or inactive, the debt burden is significantly lower than in those

where he/she is employed. This result holds in terms of both total debt and housing loans, contrasting

with the results obtained from data for 2000, in which a significant effect is only observed when the

household reference person is retired. The results also suggest that the difference between the effects

of the unemployment situation in 2006 and 2000 is statistically significant, which may be partly due to a

tightening of credit standards, i.e. unemployed persons have more limited access to credit. However,

this result may be contaminated by a possible inconsistency between the reference period for income

and for the labour market situation.
20

4. INDEBTED HOUSEHOLDS – MAIN VULNERABILITIES IN 2006-07

The analysis presented in the previous section suggests that household participation in the debt mar-

ket, indebtedness level and the debt service burden, per household, were higher in 2006/07 than in

2000. Hence, the rise in household aggregate indebtedness from 2000 to 2006 may have been the re-

sult of an increase in the number of households holding debt, and of the rise in the average indebted-

ness level of indebted households.

With a view to characterising in more detail the specific financial situation of indebted households, in

order to identify potential vulnerabilities, some additional indicators are presented in this section. For a

more accurate notion as to the vulnerability of the household financial situation, the analysis which is

usually centred on average or reference values shall be complemented with additional information on

the distribution of debt by indebted households. Additional indicators presented in this section are not,

in any way, exhaustive, and are an initial approach to information contained in the latest IPEF.

When considering only indebted households, the IPEF results indicate that, on average, their debt ac-

count for approximately twice their annual income and 63 per cent of their total gross wealth (Table 7).

Debt service ratio shows an average value of 30 per cent. Given that indebtedness is rather asymmet-

rically distributed among households, the median is more appropriate than the average as an indicator

of the typical value of the distribution. The median values of those ratios for indebted households as a

whole are somewhat lower.

The variability of these indicators on indebtedness and debt service is high. It is especially apparent in

Charts 1 to 5 that they depend on household characteristics. In order to evaluate the importance of sit-
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(20) Income corresponds to the situation in the previous year and the labour market situation to the date of the survey.
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Table 7

INDEBTEDNESS LEVEL AND DEBT BURDEN RATIO OF INDEBTED HOUSEHOLDS: SUMMARY STATISTICS IN 2006

Total debt /

Income

Housing loans /

Income

Total debt /

Wealth

Housing loans /

Wealth

Debt service /

Monthly income

Housing debt service /

Monthly income

Average Median Average Median Average Median Average Median Average Median Average Median

Total 2.233 1.443 2.603 1.961 0.632 0.278 0.413 0.304 0.300 0.219 0.237 0.204

Income brackets
(a)

1 3.890 1.887 5.677 6.213 1.678 0.389 0.476 0.330 0.554 0.413 0.549 0.552

2 3.557 2.081 4.876 4.754 1.543 0.433 0.486 0.452 0.432 0.374 0.422 0.382

3 2.850 2.143 3.416 3.034 0.892 0.357 0.586 0.410 0.336 0.283 0.308 0.278

4 2.109 1.598 2.501 2.338 0.447 0.296 0.390 0.333 0.354 0.233 0.237 0.219

5 1.719 1.275 1.917 1.532 0.379 0.257 0.355 0.257 0.219 0.159 0.177 0.148

6 1.217 0.976 1.251 1.004 0.264 0.212 0.263 0.212 0.140 0.119 0.116 0.100

Age

20-30 3.814 3.943 4.660 4.762 0.609 0.609 0.634 0.658 0.531 0.300 0.345 0.300

30-40 3.103 2.464 3.377 2.727 0.583 0.433 0.552 0.433 0.311 0.261 0.271 0.249

40-50 2.127 1.492 2.430 1.825 0.841 0.276 0.349 0.291 0.296 0.205 0.234 0.191

50-65 1.265 0.700 1.410 0.877 0.418 0.134 0.262 0.140 0.253 0.164 0.174 0.141

>65 1.125 0.400 1.572 0.495 0.626 0.063 0.336 0.076 0.259 0.157 0.183 0.149

Level of education (maximum completed)

First stage of basic education or less 1.735 0.815 2.263 1.491 0.570 0.188 0.475 0.215 0.322 0.216 0.255 0.207

Second or third stage of basic education 2.667 1.967 3.093 2.657 0.757 0.353 0.431 0.381 0.343 0.258 0.262 0.244

Upper secondary education 2.565 1.906 2.717 2.028 0.767 0.357 0.413 0.323 0.260 0.213 0.229 0.191

Tertiary education 1.762 1.249 1.892 1.370 0.298 0.232 0.290 0.253 0.197 0.162 0.173 0.138

Labour market situation

Employed

Self-employed 2.532 1.348 3.054 2.143 0.272 0.180 0.299 0.199 0.364 0.274 0.291 0.258

employee 2.396 1.786 2.696 2.147 0.652 0.351 0.458 0.357 0.307 0.224 0.238 0.208

unemployed 2.108 1.004 2.772 1.879 1.643 0.256 0.382 0.298 0.226 0.176 0.227 0.179

Retired 1.044 0.490 1.287 0.568 0.563 0.086 0.274 0.086 0.212 0.143 0.156 0.117

Other situation 1.562 0.714 2.120 1.129 0.603 0.198 0.252 0.123 0.229 0.200 0.225 0.220

Source: Household Wealth and Indebtedness Survey. Calculations made by the author.
Nota: (a) The extreme values of the income brackets considered are the following: 1 st bracket - €375-500; 2nd bracket - €500-700; 3rd bracket - €700-1060; 4th bracket - €1060-1630; 5th bracket - €1630-2630; 6th bracket - €2630 and plus.
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Chart 1

INDEBTEDNESS LEVEL (DEBT / ANNUAL INCOME) PER TYPE OF HOUSEHOLD

A – Median B – P75
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Source: Household Wealth and Indebtedness Survey. Calculations made by the author.

Chart 2

INDEBTEDNESS LEVEL (DEBT / GROSS WEALTH) PER TYPE OF HOUSEHOLD

A – Median B – P75
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Source: Household Wealth and Indebtedness Survey. Calculations made by the author.
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Chart 3

DEBT BURDEN (DEBT SERVICE / MONTHLY INCOME) PER TYPE OF HOUSEHOLD

A – Median B – P75
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Source: Household Wealth and Indebtedness Survey. Calculations made by the author.
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Chart 4

CRITICAL VALUES OF INDEBTEDNESS LEVEL, PER TYPE OF HOUSEHOLD

A – Debt / income: % households with a ratio > 3 B – Debt / wealth: % of households with ratio > 0.75
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Source: Household Wealth and Indebtedness Survey. Calculations made by the author.



uations that may generate higher risk, the 75 percentile of the indicators in each household category is

also presented, in addition to the median.
21

These charts suggest that younger households frequently show very high debt-to-income ratios, which

are largely due to the importance of loans for house purchase for this type of household (Chart 1). This

interpretation is consistent with the observation that the value of gross total wealth (i.e. financial and

non-financial wealth) exceeds the value of debt with a rather comfortable margin for most of these

households (Charts 2 and 4B). The debt service ratio is lower than 50 per cent for more than 75 per

cent of the younger households (Chart 3B). The ratio is higher than 2/3 for approximately 10 per cent of

younger households (Chart 5B).

The households in more vulnerable situations as measured by debt service ratio are found in the lower

income bracket (accounting for approximately 10 per cent of households). According to data in Charts

3, 5A and 5B, the ratio is higher than 40 per cent for 50 per cent of these households, whereas for ap-

proximately 30 per cent the ratio is higher than 2/3.

In households whose reference person is unemployed the values for the median and the 75 percentile,

either of the indebtedness ratio or debt service ratio, are lower than in households whose reference

person is employed. As previously mentioned, this situation apparently shows that a potentially high

risk is under control. However, this interpretation should be made with caution because indebtedness

may have occurred under a labour market situation that is different from the observed at the moment of

interview.

In short, the situations revealing more vulnerability refer to households with lower income and whose

reference person is younger. In these categories, particularly high values in the indebtedness ratio
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Chart 5

CRITICAL VALUES OF DEBT BURDEN, PER TYPE OF HOUSEHOLD

A – Debt service / income: % of households

with a ratio > 1/2

B – Debt service / income: % of households

with ratio > 2/3
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Source: Household Wealth and Indebtedness Survey. Calculations made by the author.
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(21) For each type of household, the median of an indicator is the value dividing observations in half, i.e., 50 per cent of households of that type have a value
above the median and 50 per cent a lower value. The 75 percentile value divides observations in such a manner that 25 per cent of the observations have a
higher value while 75 per cent of the observations have a lower value.2121212121212121212121



may be observed. This is partly mitigated by the fact that, even in these brackets, debt is covered by

collateral, given that most loans are intended for house purchase. From the point of view of credit insti-

tutions, housing mortgage loans, in general, have a lower risk level. This situation also benefits from

the fact that there is evidence that prices in the residential real-estate market are not overvalued.
22

Moreover, given the social importance of housing and the higher stigma associated with delinquency in

this segment of credit, its default rates are usually low. The category “other lending” includes all other

loans having purposes other than house purchase, ( or house construction, reconstruction and con-

version). Based on IPEF data for 2006, little less than 50 per cent of these loans were intended for the

purchase of motor vehicles (the percentage is similar in both number and value of the loans) and ap-

proximately 20 per cent (in value) for the acquisition of property not intended for housing (see Chart 6).

These two categories represented 70 per cent of the total value of other lending. This value, in

principle, is guaranteed by the goods being purchased.

As regards the debt service burden, the fact that situations of higher vulnerability are limited to a rela-

tively small percentage of households may in part be the result of some action taken by banks, in re-

cent years, with a view to limiting the effect of the interest rate rise on debt burden, in particular

widening loan maturities. IPEF data suggest that during the last decade the weight of longer maturities

in loans for house purchase showed an upward trend, that partly reflects the large incidence of renego-

tiation of previous credit contracts (Chart 7).
23

Furthermore, to evaluate the risks of the more vulnerable situations for the financial system, it is impor-

tant to gauge the weight of debt held by the different types of households on total household debt. The

IPEF results suggest that total debt granted to households in more vulnerable situations (with lower in-

come and younger) or that may become potentially more vulnerable (whose reference person is unem-

ployed) has a relatively small weight on the total (Table 8).
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Chart 6

DISTRIBUTION OF OTHER LENDING, PER

PURPOSE IN 2006
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Source: Household Wealth and Indebtedness Survey. Calculations made by the author.

Chart 7

WEIGHT OF DIFFERENT INITIAL MATURITIES OF

LOANS FOR HOUSE PURCHASE, PER YEAR OF

THE LOAN
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Source: Household Wealth and Indebtedness Survey. Calculations made by the author.

(22) See the “Box Housing prices in Portugal and macroeconomic fundamentals: Evidence of quantile regression”, Banco de Portugal, Financial Stability
Report-2005.

(23) Strictly speaking, the interviewed household should report the year of the latest renegotiation as the year of the loan.



5. CONCLUSIONS AND PROSPECTS FOR FUTURE RESEARCH

The sustained growth of household indebtedness at rather higher rates than their disposable income

has raised concerns as to the ability of households to continue serving their debts. Aggregate informa-

tion has revealed that, as a whole, the credit risk associated with the household sector is moderate, be-

cause past-due credit in banks’ portfolios, despite an upward trend, remains at historically low levels.

In effect, notwithstanding the interest rate hike, the debt service burden has maintained, on average, a

relatively low ratio to disposable income. The analysis of aggregate indicators raises the problem that

these do not provide information on the number of indebted households, nor do they make it possible

to distinguish between the situation of indebted and non-indebted households. In order to evaluate the

implications of indebtedness, either from a financial stability or macroeconomic perspective, it is cru-

cial to have detailed information on its distribution, so that extreme observations, in particular, may be

characterised.

This article examines the financial situation of households from data obtained in the 2000 and 2006/07

IPEF, based on the results of econometric analysis. The results obtained suggest that participation in
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Table 8

VULNERABILITY INDICATORS OF INDEBTED HOUSEHOLDS IN 2006

Weight in total debt %

Total Housing Other

Total 100.0 100.0 100.0

Income brackets
(a)

1 1.7 1.8 1.6

2 5.4 5.6 3.4

3 19.6 19.3 22.4

4 26.4 26.0 29.2

5 23.5 23.7 22.2

6 23.4 23.7 21.2

Age

20-30 6.3 6.8 2.6

30-40 40.3 42.1 26.0

40-50 34.2 34.1 35.1

50-65 16.4 14.6 30.1

>65 2.9 2.5 6.2

Level of education

First stage of basic education or less 17.8 16.2 29.5

Second stage of basic education 38.6 38.7 37.6

Upper secondary education 22.6 23.0 19.2

Tertiary education 21.1 22.1 13.6

Labour market situation

Employed

self-employed 14.4 13.1 23.9

employee 75.5 77.2 62.6

Unemployed 2.9 3.0 2.6

Retired 5.5 5.0 9.6

Other situation 1.7 1.7 1.3

Source: Household Wealth and Indebtedness Survey. Calculations made by the author.
Nota: (a) The extreme values of the income brackets considered are the following: 1st bracket - €375-500; 2nd bracket - €500-700; 3rd bracket - €700-1060; 4th bracket - €1060-1630; 5th

bracket - €1630-2630; 6th bracket - €2630 and plus.



the debt market, the average indebtedness ratio and average debt service ratio, in the case of in-

debted households, rose from 2000 to 2006. In particular, as regards participation in the debt market

for other purposes than house purchase, the results indicate that access to this market has increased,

chiefly for households in intermediate income brackets and whose reference person is relatively

young.

It is worth stressing that the conclusions drawn on the development of indebtedness and debt service

ratio from 2000 to 2006 are in contrast to the conclusions resulting from the comparison between 1994

and 2000 results, obtained with a similar methodology. These conclusions on the most recent develop-

ments are particularly noteworthy due to the fact that the interest rates on credit to households in 2006

are lower than in 2000.

In order to identify possible situations of higher vulnerability at present, an analysis is made of the 75

percentile values of the ratio of the debt service income, the ratio of debt to income and the ratio of debt

to total wealth, as well as of the percentage of households whose ratios stand above certain critical val-

ues. These data suggest that the situations of more vulnerability arise in lower income and younger

brackets. The rise in credit default associated with these cases would certainly have social conse-

quences, but the situation should not jeopardise the stability of the financial system, since the debt of

more vulnerable households has a relatively small weight on the total.

An accurate estimation of the consequences of sustained growth of household indebtedness requires

the formulation of a model in order to identify the factors that explain debt as, for instance, in Tudela

and Young (2005) who found theoretical support in life cycle theory. Their model, which is applied to

data from the British Household Panel Survey, is used to simulate the effect of some shocks. An analy-

sis of this type would be desirable, but it is beyond the objectives of this article and will therefore be left

for future research.
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THE DETERMINANTS OF PORTUGUESE BANKS’ CAPITAL
BUFFERS*

Miguel Boucinha**

Nuno Ribeiro**

1. INTRODUCTION

Until the mid-1980s, the Portuguese banking system was almost exclusively held by the State and sev-

eral dimensions of its activity were strongly regulated, through credit ceilings and restrictions on the

setting of interest rates, on the establishment of new banks, on the opening of branches, and on the

undertaking of activities abroad. The process of accession to the European Economic Community im-

plied the gradual lift of these regulations, reflecting the political commitment to achieve the economic

and financial integration that paved the way for the creation of the Single Market.

In parallel, in the large majority of OECD countries, the set of measures implemented to achieve the

liberalisation of financial markets and in particular a competitive operational environment for banks,

was followed by the need to strengthen prudential supervision. In this context, in the early 1980s, regu-

lations setting minimum levels for the ratio between banks’ capital and assets began to arise in coun-

tries such as the United Kingdom and United States (Jackson et al. (1999)). Throughout the 1980s, the

countries represented in the Basel Committee on Banking Supervision (BCBS) tried to reach an

agreement on the regulatory minimum own funds to be held by banks. This process led to the issuing

of a document by this Committee in 1988, known as the Basel Capital Accord. In turn, this Accord was

the cornerstone of the EC Directives on the capital adequacy as well as of several regulations in this

field in more than a hundred countries.

The idea underlying banks’ prudential regulation is to ensure that banks hold an adequate level of capi-

tal in order to minimise insolvency risk. This concern (according to Jackson (2002)) is due to: (i) poten-

tial negative externalities stemming from banks’ failure, namely those resulting from risks of contagion

to other institutions in the event of a widespread redemption of deposits from the banking system, as

well as from the key role played by banks in financing the economy and in the payment system; (ii)

asymmetry of information between banks and several categories of creditors, that lead to the protec-

tion of the interests of depositors and other retail clients; (iii) potential for moral hazard behaviour by

limited liability stockholders, amplified by the existence of deposit insurance and by the lender of last

resort function of central banks.

In Portugal, the philosophy and the precepts of the Capital Accord were only fully implemented in 1993,

after the entry into force of the legislation that transposed into Portuguese law the Directive on the capi-

tal adequacy of investment firms and credit institutions. Under this framework, Portuguese banks’ own

funds become subject to a minimum limit corresponding to 8 per cent of their assets, after applying

weighting factors intended to reflect the risk of each exposure, as well as to a number of other

restrictions on the composition of own funds.
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One of the aspects that has raised the interest of policy makers is the fact that although own funds and,

in particular, equity are the most expensive source of funding,
1

banks’ solvency ratios are usually kept

well above the regulatory minimum level.
2

This points to the fact that in general the level of banks’ own

funds results from the interception between regulatory requirements and the amount actually envis-

aged by banks’ management and stockholders as a buffer to hedge for the economic risks incurred.

Thus, studying the determinants of excess capital is particularly relevant in the context of the ongoing

changes in supervisory practices, resulting from the overall revision of the Capital Accord and the re-

lease of a new document by the BCBS, known as Basel II.
3

There have been fears that the regulations

proposed in this document might increase the pro-cyclicality inherent in the functioning of the credit

market, since they are more sensitive to the risks incurred by institutions.

In the same vein, as the regulatory capital defined in accordance with the rules of Basel I is generally

understood as poorly sensitive to the risk actually assumed by institutions,
4

banks that incur higher risk

are expected to hold higher capital reserves. In addition, as mentioned above, the literature suggests

that capital is a relatively expensive source of funding when compared to bonds or deposits. Thus,

banks’ capital decisions should reflect the trade-off between the benefits and the costs of holding

excess capital.

One of the main benefits of holding high capital reserves is linked to the decrease in the probability of

incurring failure related costs. From the perspective of each institution, these costs will be higher the

higher the economic rents banks achieve in the competitive environment in which they operate.
5

More-

over, as the intervention of the supervisory authorities represents a cost for institutions, albeit not ex-

plicit, a reduction in the capital ratio to a value below the regulatory minimum level leads to intervention

by these authorities, which in many jurisdictions strongly penalises both the management and the

stockholders. With respect to the role played by capital reserves, stress should be laid on the incen-

tives for the mitigation of moral hazard in the choice of assets and, as there are fixed costs in the issu-

ance and placement of common stock, on the advantages of keeping a sufficiently large capital buffer

to meet the requirements associated with unexpected investment opportunities. Furthermore, the is-

suance of common stock may represent an indirect cost for institutions, related to the timing of such an

operation, combined with signals sent to market operators that its announcement may be related to the

deterioration of the bank’s financial position.
6

The purpose of this article is to identify the factors underlying the choice of Portuguese banks’ capital

buffers, through the estimation of a dynamic panel data model for the period between 1994 and 2004.

Among the main findings of this study is the positive relationship between excess capital and a broad

risk measure, as well as the fact that provisioning and high and stable profitability levels behave as

substitutes for capital reserves. Business cycles are negatively related to excess capital, while this

variable seems to be positively affected by the performance of stock markets. In addition, larger banks

are associated with lower capital reserves.
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(1) Financial instruments eligible as own funds, offering payments to their owners that are subordinated to the other liabilities, have implicit an increased risk
premium that increases with the degree of subordination. Moreover, it should be taken into account that a company has a tax advantage in holding debt, as
its remuneration is recognised as a cost to this effect.

(2) Following the literature, we refer to the difference between capital de facto held by banking institutions and the regulatory minimum level of capital as a
bank’s capital buffer, excess capital or capital reserves.

(3) For a discussion of the adoption of the rules of Basel II in Portugal, see “Box 4.2 The adoption of Basel II rules in Portugal”, Banco de Portugal, Financial
Stability Report-2006.333333333

(4) See BCBS (1999), Section A.

(5) Demsetz et al. (1996) concluded that the banks for which the expected current value of future profits is higher tend to hold more capital and present a lower
degree of asset risk.555555555

(6) Cornett and Tehranian (1994) report negative share price reactions in the United States to the announcements of equity issues in the banking industry.



After the discussion of some findings documented in the relevant empirical literature (Section 2), Sec-

tion 3 presents the data used and the model estimated. The results obtained are discussed in Section

4. Finally, Section 5 concludes.

2. PREVIOUS EMPIRICAL FINDINGS

Although there is an extensive literature regarding banks’ solvency, most studies are focused on US

banks and on capital ratios rather than on the difference between capital requirements and the own

funds actually held by banks. The literature on the determinants of European banks’ capital buffers in-

cludes Stolz and Wedow (2005) for German banks, Ayuso et al. (2002a) and Ayuso et al. (2002b) for

Spanish banks and Lindquist (2003) for Norwegian banks. To our knowledge, this is the first study of

the determinants of excess capital of Portuguese banks. The first three papers mentioned above re-

sort to the estimation of dynamic models, whereas Lindquist (2003) does not explicitly model for the

persistence of the dependent variable, which should capture the existence of adjustment costs.

As discussed in the previous section, banks that assume higher credit portfolio risk are a priori ex-

pected to have not only higher capital requirements, but also higher excess capital. However, the em-

pirical literature exploring this relationship generally finds a negative relationship between the credit

risk measures used and excess capital. Although the findings of Ayuso et al. (2002a) can be justified

by the ex-post nature of the risk measure used, the same does not apply to the findings of Lindquist

(2003), which uses an indicator envisaged to be an estimate of the credit risk assumed ex-ante by insti-

tutions (based on the probability of default foreseen by a credit risk model applied to sectors of activity

and local markets). Ayuso et al. (2002b) also resort to other risk indicators that the authors argue to be

a proxy for ex-ante risk (growth rate of loans granted and share of public debt in total assets) and have

also concluded that there is a negative relationship between these variables and excess capital. This

finding is particularly relevant from the point of view of the regulatory authorities and, if confirmed by

other studies that address this issue for a more comprehensive set of markets, interest is drawn in

exploring the factors that may be behind this relationship.

Both Ayuso et al. (2002a) and Ayuso et al. (2002b) find a negative effect of the price of insurance,

proxied by the return on equity (ROE), on the quantity of the insurance (under the form of capital re-

serves). Lindquist (2003) finds the same result using the � coefficient for the Norwegian banking indus-

try as a proxy for the cost of capital reserves, since it is a measure of the risk premium. However, being

an aggregate industry level variable, this proxy has the obvious shortcoming of not reflecting the

specificities of the risk assumed by each bank. Stolz and Wedow (2005) find a negative relationship

between banks’ ROA and excess capital. This suggests that the most profitable banks, anticipating the

possibility of covering for losses with current results may, in principle, have smaller capital reserve

needs.

The four papers mentioned above agree in finding a negative relationship between the business cycle

and capital reserves. This may reflect, on the one hand, an increase in the share of assets with lower

risk weighting during recession periods, which derives from a precautionary effect, and, on the other

hand, a mechanical effect resulting from the combination of credit market cycles with the existence of

adjustment costs of the level of capital. This type of effect may have macroeconomic repercussions,

namely through credit market cycles.

The findings of Stolz and Wedow (2005), Ayuso et al. (2002b) and Lindquist (2003) also support the

“too big to fail” hypothesis. That is, larger banks tend to anticipate a higher probability of support by the

authorities if they face financial difficulties, as the failure of a large institution may be negatively trans-

mitted to the whole system, through several contagion channels. The main effect of this behaviour is a
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lower capital level desired by the management of larger banks, as part of the role of insurance against

failure attributable to capital is assumed by the safety net provided by public authorities. On the other

hand, if portfolio diversification is positively correlated with bank size, the probability of experiencing

major losses (with an impact on capital ratios) should be smaller for larger banks. Another factor to be

taken into account is the existence of costs of screening and monitoring the behaviour of borrowers, to

better assess the risk of operations involving them. If there are scale economies in screening and mon-

itoring activities, larger banks are expected to exhibit smaller portfolio risk and, as such, they have im-

plicit lower optimum capital levels. As Alfon et al. (2004) remark, larger banks may also be less liquidity

constrained and have smaller costs in adjusting capital levels; therefore, it is more advantageous for

these institutions to issue more frequently capital or debt on demand, rather than hold large capital

reserves.

3. DATA AND MODEL

The dataset used in this study is an unbalanced panel of yearly data from banks’ consolidated financial

statements
7

reported by 17 Portuguese banking groups to Banco de Portugal ranging from 1994 to

2004.
8

The choice of the sample period was made with the purpose of maximising the number of ob-

servations, while avoiding changes in the structure of the most relevant accounting and prudential

data. In fact, the regulatory framework resulting from Basel I had already been in force since 1993,

while in 2004 no significant changes had yet been observed in the behaviour of banks in anticipation of

the Basel II rules.
9

The observations referring to the first three years of activity of each new bank were

excluded, so that the information used does not reflect the typical initial adjustment period. Small insti-

tutions and/or those specialised in investment banking were also excluded from the sample, as they

have different features and behaviour.

The analysis conducted in this article resorts to panel data, which has the advantage of capturing both

differences across banks and time-series variation, as well as of allowing for meaningful statistical in-

ference even using a sample with a relatively small number of banks observed over an equally short

time period. The explicit treatment of the model’s dynamic is relevant not only to infer on the persis-

tence of the dependent variable, but also to ensure that the estimates for other parameters of the

model are consistent. The estimation technique used was that proposed by Blundell and Bond (1998)

and is known in literature as System GMM. The main advantages of this methodology consist in the

possibility of obtaining consistent estimates for the parameters of interest when the persistence of the

dependent variable needs to be explicitly modelled and not requiring strong hypotheses about the

exogeneity of the regressors. For details on the estimation method and the motivation for its use, see

Boucinha (2008).

Considering the small size of the available sample, the option was to estimate a parsimonious model

and then test additional hypotheses on the initial specification. The models estimated have the

following structure:

y y Xi t i t i t i i t, , , ,� � � � ��� � � � 	1 (1)
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(7) Except for banks that do not belong to any banking group and thus do not consolidate their accounts and variables for which data are only available on an
individual basis. For these variables, group level data are obtained by adding data available for each of its members.

(8) With regard to profitability, data refer to the period between 1993 and 2004.

(9) Furthermore, in 2005 the International Accounting Standards (IAS) were introduced, and therefore there were changes in the definition of some of the
aggregates required for the construction of the variables used.



where � is a constant term, � is an unobservable variable that captures idiosyncratic features of each

institution that are constant over time and 	 is a random shock. Matrix X is composed of the tested ex-

planatory variables.

The variable under analysis (y) is defined as the ratio of excess capital to the regulatory minimum level.

As argued by Ayuso et al. (2002a) and Ayuso et al. (2002b), the coefficient associated with the lagged

value of that variable may be interpreted as a measure of adjustment costs and its expected sign is

positive. The degree of coverage of non-performing loans by provisioning should be associated with

smaller capital reserves, since provisions tend to be imperfect substitutes for capital.

The measure of non-performing loans used is a credit risk measure that intends to capture the flow

rather than the stock of non-performing loans, thus decreasing (but not fully eliminating) the ex-post

character of this variable. Thus, the sign of the coefficient associated with this variable in equation (1)

is expected to be negative if the non-performing loan measure used is still an ex-post risk measure, as

all other things being equal, banks with higher credit risk are expected to hold lower capital reserves. If

on the other hand, the variable is an ex-ante risk measure, and since the regulatory framework of Basel

I is characterised by poor risk sensitivity, a positive sign is expected, as banks with higher credit risk

should, ceteris paribus, hold higher levels of economic capital in relative terms.

If banks had not anticipated the high growth of bank credit observed during the sample period, this de-

velopment may have contributed through a relatively mechanical way to a decrease in excess capital.

In turn, it should not be ruled out from the outset that banks have anticipated, albeit partially, high credit

growth, responding to it with a precautionary increase in their capital reserves. Furthermore, since an

increase in granted loans is not expected to materialise immediately in an increase in non-performing

loans, it may be important to control for credit growth in order to correctly interpret of the

non-performing loan coefficient.

Banks with a higher share of equity exposures in their asset portfolio are expected to hold higher capi-

tal reserves, as their assets should be more volatile. As argued above, both banks’ size and the output

gap
10

are expected to have a negative impact on excess capital.

The effect of mergers and acquisitions is controlled for through the inclusion in the model of a binary

variable, equal to one in the years in which a specific bank has been involved in a merger. Obtaining a

negative sign for the coefficient associated with this variable would suggest that the mergers that in-

volved the banks in the sample consumed capital.

By including in the model banks’ return on assets (ROA) and its variance,
11

it is possible to test the hy-

pothesis that banks with higher and more stable earnings may more easily absorb potential losses and

therefore need lower capital reserves. The hypothesis of a favourable performance of the stock market

(as measured by the growth rate of the PSI Geral stock price index) being associated with a situation

where investors are more receptive to accommodating capital increases, with a positive impact on

capital reserves, is also considered. In addition, the value of banks’ capital should be positively af-

fected by two facts, i.e. in periods of more favourable stock market performance, the equity portfolios

of banks increase in value; and, in such periods, revenue from the provision of services associated

with capital markets in general tends to be higher. Therefore, the hypothesis that the effect of stock

markets is stronger for banks with a higher weight of shares in their portfolio of assets is also tested,

through the introduction of an additional variable that results from the interaction of the two relevant

variables.
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(10) The measure of the output gap was obtained through the application of a Hodrick-Prescott filter to the real output series. The value of parameter 
 used was
6.25, the value mentioned by Ravn and Uhlig (2002) as appropriate for yearly data.

(11) The variance of profits was computed using data for ROA from the three previous years to the current year.



The return on equity is considered in so far as this variable intends to proxy the cost of capital, which

should have a negative impact on capital reserves. Banks with a higher ratio of Tier I own funds to total

own funds are expected to have lower capital reserves, as according to the eligibility rules of own

funds, this ratio may not fall below 50 per cent. In fact, when a bank is close to this restriction, a nega-

tive shock in Tier I own funds will have a higher impact on the capital ratio, as the value of eligible Tier II

own funds will also decrease. In addition, a bank with a low ratio of Tier I own funds to total own funds

will have higher capital adjustment costs, as in this situation increasing own funds will imply increasing

Tier I own funds and this type of operation is lengthier and more expensive than increasing Tier II own

funds.

A higher weight of wholesale market debt
12

in total liabilities is expected to positively influence excess

capital as, on the one hand, banks should hedge for the increased exposure to liquidity risk and to

changes in market sentiment and, on the other hand, banks with higher wholesale market debt should

target higher credit ratings.

Table 1 presents some descriptive statistics of the variables considered in the analysis. With regard to

the distribution of the capital buffer in the sample, it should be noted that its value for the largest banks

(4th quartile of assets) is slightly above a third of the value observed for the smallest banks (1st quartile

of assets).

As seen in Chart 1, the in-sample aggregate capital buffer tends to be lower than the banking system’s

total. This difference is due to the fact that the banks that were eliminated from the sample – newly cre-

ated banks with very specific activities – tend to have particularly high capital reserves.

From the beginning of the sample period to the end of the 1990s, aggregate excess capital declined

sizably as the economy recovered progressively from the 1993 recession. Subsequently, in the sec-

ond half of the 1990s, the marked rise in private sector indebtedness, largely due to the reduction in the

level and volatility of interest rates associated with the catching-up process with a view to participation
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Table 1

DESCRIPTIVE STATISTICS

Variable No. Obs. Mean Std. Dev. Min. Max.

Capital Buffer 152 46.297 37.591 1.180 208.430

Provisions/Non-performing loans 148 65.626 15.407 0.000 100.000

Default Ratio 152 1.046 0.942 0.000 7.076

Credit Growth 135 19.313 28.757 -51.660 148.769

Stock holdings/Total Assets 152 2.902 2.526 0.009 12.153

Market debt/Total liabilities 152 42.554 24.492 11.006 100.000

ROA 162 0.873 1.437 -0.080 10.970

Var (ROA) 111 0.212 0.721 0.000 4.421

ROE 152 9.186 6.490 -4.154 32.791

Tier I own funds/Total own funds 152 74.982 13.722 50.000 100.000

Logarithm of assets 152 15.425 1.598 11.561 18.122

Output Gap/Potential output 187 -0.222 1.094 -1.776 1.466

Stock prices growth 187 11.627 23.895 -20.700 65.200

Source: Banco de Portugal.
Notes: Data used for the ROA variable covers the period 1993-2004. For the remaining variables the first year considered is 1994. All ratios and growth rates are defined in percentage.

(12) The wholesale market debt is defined as total liabilities excluding costumer deposits.



in the euro area, seems to have led to an additional squeeze of excess capital in the banking system as

a whole. Since 2000, following an approximation of capital ratios to the regulatory minimum level and

the slowdown in economic activity, the aggregate capital buffer underwent a progressive recovery.

4. RESULTS

Table 2 presents the results of the estimation of the models through the application of the

Blundell-Bond two-step estimator, applying to the covariance matrix the small sample correction de-

veloped in Windmeijer (2005).

The results obtained for Hansen’s J-test do not allow for the rejection of the null hypothesis of the valid-

ity of the instruments used in any of the specifications presented. AR(1) and AR(2) are the application

of the autocorrelation tests developed in Arellano and Bond (1991) to check for first and second order

autocorrelation in the residuals of the differenced equations. The fact that there is evidence of first but

not of second order autocorrelation implies that the model is well specified in levels, as expected. Fi-

nally, the F-test for the null hypothesis that all coefficients equal zero is safely rejected in both models.

Since the coefficients in credit growth and in the default ratio
13

were not found to be statistically differ-

ent from zero, these variables were eliminated from the model and the analysis is focused on the re-

duced model (1.A).
14

Obtained results confirm the persistence of excess capital in Portuguese banks, since the coefficient

associated with the lagged dependent variable is statistically significant and positive, thus presenting

evidence in favour of the adjustment cost hypothesis. The fact that the coefficient associated with the

measure of provisions is negative suggests that, as expected, this variable behaves as a substitute for

excess capital. Banks with a higher weight of stocks in their total assets, all other things being equal,
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(13) The absence of effect of the default ratio measure on excess capital may suggest that this variable does not fully eliminate the ex-post nature of the stock of
non-performing loans.

(14) Even though the coefficient on the lagged dependent variable is not significant when credit growth in controlled for, it is relevant in the models that do not
include the credit growth variable. In turn, this variable was not found to be significant in models that do not include the lagged dependent variable.
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Table 2

DEPENDENT VARIABLE: CAPITAL BUFFER

Variable Model (1) Model (1.A) Model (2) Model (3)

Capital Bufferi,t-1 0.294 0.450 0.508 0.588

0.274 0.250 0.177 0.309

Provisions/Non-performing loansi,t -1.019 -0.847 -0.107 -1.068

0.546 0.382 0.266 0.391

Default ratioi,t -12.636

8.745

Credit Growthi,t 0.255

0.323

Stock holdings/Total Assetsi,t 12.261 18.415 11.133 16.151

5.483 5.613 1.788 5.678

Logarithm of assetsi,t -19.391 -19.573 -16.212 -15.243

9.545 5.531 5.094 5.015

Output Gap/Potential outputt -6.427 -7.117 -5.478

2.522 2.434 1.662

Merger,t -9.927 -1.801 -15.936 -0.726

9.118 13.508 12.871 11.346

Constant 372.899 330.307 262.308 276.552

183.809 89.012 86.858 94.585

ROAi,t -16.060

5.003

Var (ROA)i,t 17.817

7.595

Stock prices growthi,t 0.289

0.119

Hansen 0.758 0.749 0.818 0.748

AR (1) 0.047 0.049 0.034 0.048

AR (2) 0.909 0.367 0.393 0.522

F 0.000 0.000 0.000 0.002

Source: Authors' calculations.
Note: Standard errors are reported in italic. For the Hansen, AR(1), AR(2) and F tests, p-values are reported.



hold higher capital buffers, suggesting that banks with higher exposure to market risk choose to hold

larger capital reserves in order to cover for the additional risk. As expected, a negative and statistically

significant effect of the size variable can be found. The coefficient concerning the dummy variable that

identifies mergers and acquisitions, albeit with a negative sign, is not statistically significant in any of

the econometric specifications.

Finally, as documented in the literature, a negative impact of the output gap on excess capital is found,

not only suggesting that banks tend to cover the higher risks that arise in cycle downturns with higher

capital reserves, but also that their lending behaviour may be pro-cyclical, in that it will tend to amplify

economic cycles.

The results obtained in Model (2) are consistent with the hypothesis that banks with higher and less

volatile profit tend to hold lower capital reserves.
15

This is an intuitive result, as profit is the first line of

defence against unexpected losses. Moreover, the variability of profits is a broad risk measure.

Given that stock market performance is strongly correlated with the business cycles, tests for the rele-

vance of the growth of stock prices were conducted on a specification which does not include the out-

put gap. The results of model (3) point to the existence of a positive effect of stock market performance

on excess capital, suggesting that banks tend to issue new capital in times of more positive stock mar-

ket performance, or the hypothesis that, during these periods, eligible capital for regulatory purposes is

positively affected by an increase in earnings obtained from share portfolios and revenue from ser-

vices associated with capital markets. These conclusions should, however, be interpreted with care,

as obtained results may be spurious if changes in the growth rate of the stock prices do not cause

changes in excess capital but, on the other hand, changes in the output gap cause changes both in ex-

cess capital and in stock market performance.
16

If the relationship between the performance of the

stock market index and the dependent variable is linked to the impact on the profit of banking institu-

tions of the gains and losses from their share portfolio, one would expect the effect to be stronger in

banks in which the share portfolio has a stronger weight in total assets. This hypothesis has been

tested through the estimation of a more flexible version of model (3), generalised through the inclusion

of an interaction between the variable that measures the performance of the stock market index and

the one that mirrors the weight of the share portfolio of banks in their total assets. The results of this re-

gression (not disclosed in this article, but available upon request) do not allow for the statistical

rejection of the irrelevance of this hypothesis.

One of the other hypotheses for which no statistically relevant evidence was found (and whose results

are not presented) is the effect of ROE, which was introduced as a measure of the cost of capital. How-

ever, it should be noted that, as this variable was built using accounting data, it may be a poor proxy for

banks’ true economic cost of capital. Likewise, no conclusive results have been obtained for the hy-

potheses that banks with a lower ratio of Tier I own funds to total own funds and with a higher weight of

wholesale market debt in total debt hold higher capital reserves. In addition, it was also tested without

conclusive results for the hypothesis that the effect of the wholesale market debt on excess capital

changes according to the size of the institution. Finally, the possible differences in the behaviour of do-

mestic and foreign-owned banks were also investigated, through the inclusion of a dummy variable.

However, this feature has not shown to be relevant.
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(15) The F-test for the null hypothesis that both the coefficient associated with the profitability measure and that corresponding to the profit volatility measure
equal zero allows for the rejection of the null hypothesis for a significance level of 5 per cent in the model.

(16) In fact, through an auxiliary regression of the growth of the PSI Geral index in a constant and in the lagged output gap, it can be seen that the coefficient
associated with this variable is statistically significant; the same does not hold true when the impact of the stock market index growth on the output gap in the
following period is estimated. These results suggest that the cyclical fluctuations tend to anticipate developments in the stock markets and not the opposite.



Given the small sample size, it is reassuring to see that both the sign and the significance of most of

the estimated coefficients remain stable across a wide range of alternative specifications.
17

5. CONCLUSIONS

The main purpose of this study was to investigate which factors determine Portuguese banks’ capital

buffers, through the estimation of a dynamic panel data model.

Observed persistence in banks’ excess capital suggests that there are relevant adjustment costs in

this variable. On the other hand, high and stable profits, as well as the existence of more conservative

provisioning policies, were found to be imperfect substitutes for stricter objectives regarding banks’

capital reserves.

Most of the previous empirical literature documented a negative and somewhat counter-intuitive rela-

tionship between credit risk measures and excess capital. In the analysis conducted in this study, for

the sample of Portuguese banks used and during the period under review, it is not possible to identify

any effect of the credit risk measure used. Conversely, banks’ exposure to stock market risk was identi-

fied as relevant in the definition of the optimum capital level of banks, a higher exposure to the stock

market being associated with a correspondingly higher capital buffer. Taking into account that profit-

ability variability is a risk measure in the broad sense, the positive relationship found between this vari-

able and excess capital is also in line with the idea that capital has an insurance function against

default. Thus, banks with higher risk tend to hold higher capital reserves.

The hypothesis that larger banks hold less excess capital was confirmed, as was a negative business

cycle effect, which means that the optimal choice of capital by banks contributes to amplify the

pro-cyclicality of their credit policy. Results are also consistent with the existence of a positive relation-

ship between excess capital and the performance of stock markets.

These findings allow for a better understanding of the factors underlying changes in capital reserves of

Portuguese banks and provide a better basis for the discussion about regulatory changes in this field.

In particular, obtained results confirm the idea that banks adjust their capital reserves in response to

changes in the risks they face, i.e. both those directly resulting from changes in the macroeconomic

environment throughout the cycle, and those resulting from banks’ own decisions. However, it should

be noted that with the analysis undertaken, it is not possible to identify the effects of the regulator’s ex-

plicit and implicit intervention to lead institutions to adopt corrective measures of a prudential nature.

Finally, the interpretation of the results obtained, namely in what concerns conclusions regarding the

future, should be particularly cautious, as banks are expected to change their behaviour under the new

regulatory framework of Basel II.
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(17) In fact, estimation by generalised least squares assuming random effects – the methodology used in Lindquist (2003) – provided the same qualitative
results.
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AN ASSESSMENT OF COMPETITION IN THE PORTUGUESE
BANKING SYSTEM IN THE 1991-2004 PERIOD*

Miguel Boucinha**

Nuno Ribeiro**

1. INTRODUCTION

In the course of the 1980s and of the 1990s the Portuguese banking system went through major

changes which had an important impact on the degree of competition faced by financial institutions.

The first steps towards the sector’s liberalisation were taken in the mid-1980s, stress being laid on the

opening of markets to private initiative, in the context of a banking sector dominated by public institu-

tions. Still, up to the early 1990s, banks were tightly regulated as regards key aspects of their activity. In

fact, the autonomy to define prices and quantities in deposit and loan markets was low, at the same

time as the banks’ entry (domestic or foreign) into the market and the expansion of the branch network

of banks already operating were subject to the discretionary authorisation of authorities.
1

In this set-

ting, the low degree of competition seen during the early 1980s seems to have originated in the very

strong administrative restrictions to market functioning rather than in the behaviour of banking institu-

tions. Hence, the carrying out of banking business in a full market environment was only possible as of

the early 1990s, with the liberalisation of interest rates applicable to most banking transactions, in par-

allel with the removal of quantitative credit ceilings. Thus, this paper analyses competitive conditions in

the Portuguese banking system in the post-1990 period, including the identification of time series

patterns, as well as research on possible behavioural changes associated with participation in the euro

area.

Throughout the period under analysis, in addition to increased concentration in the domestic banking

system, one should point out the relevance of the privatisation process and of the increased weight of

foreign banks, in the wake of the sector’s liberalisation. In fact, from 1991 to 1996, the number of public

banks operating in Portugal declined from ten to only one. As a consequence, the market share of pub-

lic banks, measured in terms of total assets, declined in the same period, from close to 60 per cent to

around 20 per cent. On the other hand, both the number and the market share of foreign banks in-

creased considerably from 1991 to 2004, the latter having grown from 5 to 20 per cent. In effect, the

rise in the market share of foreign banks was greater than the increase in their number, reflecting the

acquisition of a major national bank by a foreign institution in 2000. In fact, similarly to most European

countries, the organic growth of foreign banks in the Portuguese retail market was not particularly

successful in the retail business.

Chart 1 shows the evolution of concentration in the Portuguese banking system, according to 3 and

5-bank concentration indices (C3 and C5 respectively, on the left-hand scale) and to the

Herfindahl-Hirschman index (HHI, on the right-hand scale), derived from banks’ total assets.
2

These
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(1) See Ribeiro (2007) for a brief overview of the Portuguese financial system’s liberalisation process.
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banking group. For more details on this point, refer to Section 3.2222222222



three indicators show that concentration has increased throughout the period under analysis, as the

deregulation period was followed by a consolidation trend across the market. A more careful analysis

of Chart 1 shows that between 1991 and 2004 there were two distinct consolidation waves. Up to 1996,

following the privatisation programme, concentration increased almost linearly. Afterwards it stabilised

until 2000, when there were deep changes in the shareholding structure of some of the major banking

groups.

According to the traditional paradigm establishing a direct relationship between structure, conduct and

performance developed in Bain (1951), an increase in concentration is linked to a decrease in compe-

tition. However, this result contradicts common wisdom and anecdotal evidence according to which the

Portuguese banking system seems to have been characterised by increased competition in this pe-

riod. This performance – increased competition in a period of increased concentration – is consistent

with both Baumol’s theory of contestable markets Baumol (1982) and the assumption that concentra-

tion may be driven by growth in more efficient institutions (Demestz 1974), and motivates the use of the

non-structural test described below.

The approach taken to assess the banking system’s degree of competition consists in specifying tests

based on reduced-form revenue equations, as originally suggested in Panzar and Rosse (1987).

Hence, revenue is explained by a vector of input prices and the sum of the corresponding elasticities is

the so-called H-statistic, which makes it possible to infer the degree of competition. However, the use

of this statistic is not immune to criticism, namely as regards assumptions underlying its use as a mea-

sure of competition in banking markets. Therefore, the Panzar-Rosse methodology is a non-structural

approach, as opposed to estimable specifications rooted on static oligopoly models, which establish

testable relationships between market structure, direct measures of strategic behaviour and competi-

tion. Further, this methodology relies on the crucial hypothesis that banks are essentially producers of

a single product in the credit market, while all funding sources, including deposits, are considered in-

puts. Another controversial issue across most empirical studies of this type is the definition of the most

appropriate variable to represent banking revenue: interest income or total income, used in levels or

scaled by total assets. These issues as well as the possible ways of overcoming them in the empirical

specification are discussed in detail in this paper. Special attention is paid to the definition of the inter-
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Chart 1
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est revenue variable, in order to restrict the analysis to the domestic loan market, which is the bank as-

set component most likely to exhibit market power. Similarly, the definition of the cost of funding

variable takes due care of the differences in the profile of services provided by banks, namely as re-

gards payment and liquidity services. The aim of this procedure was to control for systematic differ-

ences in the importance for each bank of the segments of funding markets where market power is

more prone to emerge. The banks’ funding cost measure is also adjusted to account for the presence

of a given institution in the interbank market both as creditor and debtor.

Despite the shortcomings, the simplicity of this methodology helps to explain its frequent use in studies

on competition in banking markets. One of the main advantages lies in the fact that to implement this

methodology it is not necessary to gather price and quantity data on services provided by banks. This

information, needed to estimate structural equations of banks’ behaviour, is often not available, and

therefore most services are not easy to quantify. Another appealing property of this methodology is the

fact that it allows for the inference of the interaction between input price shocks and the revenue func-

tion, without requiring the estimation of output demand or cost functions. In addition, there is no need

for an a priori definition of the relevant market in a geographic sense, as the input price to revenue rela-

tionship captures possible local market product differentiation on average, in the aggregate.

According to the main results obtained, the Portuguese banking sector, and particularly the credit mar-

ket, experienced weak competition between 1991 and 1996, underwent a period of restructuring until

2000, and from then until 2004 behaved consistently with a high degree of competition. Results further

suggest that on occasions both private and domestic banks have competed more aggressively than

the banking system as a whole, and no relationship between competitive behaviour and bank size was

identified.

The next section briefly summarises the results obtained in empirical applications of the Panzar and

Rosse approach to the Portuguese banking market. Section 3 presents the data and the methodology

employed. Section 4 discusses the results obtained and Section 5 draws the main conclusions of the

analysis.

2. PREVIOUS EMPIRICAL FINDINGS

Most studies applying the Panzar and Rosse methodology reject both the hypothesis of monopoly (or

perfect cartel) behaviour and that of perfect competition. In a cross-country analysis for the EU-15 for

the period between 1997 and 2003, Casu and Girardone (2006) find a value for the H-statistic between

zero and one, thus rejecting both monopoly and perfect competition at EU-15 level, as well as for most

countries individually, including Portugal. The article by Koutsomanoli-Fillipaki and Staikouras (2004)

also rejects both monopoly and perfect competition, for the period ranging from 1998 to 2002. How-

ever, in this study, rather than being estimated individually for Portugal, the H-statistic is estimated for

the EU-15 as a whole. Bikker et al. (2006) estimate competitive conditions for 101 countries between

1986 and 2005. Since this study intends to make a methodological point, several different specifica-

tions are estimated, and the results obtained for Portugal range from monopoly, in their preferred spec-

ifications, to perfect competition in the models they consider misspecified. In general, obtained results

for Portugal are similar to those estimated for other countries. For a more complete summary of results

obtained in recent applications of the Panzar and Rosse methodology, refer to Table 1 in Casu and

Girardone (2006) or to Table 1 in Bikker et al. (2006).
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3. DATA AND METHODOLOGY

The dataset used in this study was obtained from banks’ financial statements reported to the Banco de

Portugal. The database comprises an unbalanced panel of yearly data for all active banks operating in

Portugal from 1991 to 2004. Since detailed consolidated accounting data are available only for the

most recent period, data on an individual basis were used instead. However, since interest lies in com-

paring the behaviour of different economic units rather than legal entities, data for banks belonging to

the same economic group were aggregated, and thus the observation unit is the group rather than the

bank. Mergers in the database obviously pose a number of difficulties, and there is no way to address

this issue that is free from criticism. In this analysis, the choice fell on independently considering the

two groups until their merger. Thereafter, only one of the two survives, and a dummy variable was in-

cluded to control for potential behavioural changes arising from the merger. All money variables used

were assessed at constant 1991 prices, and deflated using the GDP deflator.

All banks operating in Portugal are required to report financial statements to the Banco de Portugal.

However, there are a large number of small banks that mostly operate in investment banking and are

thus likely to behave differently from most commercial or universal banks. Hence, in order to obtain a

sample of reasonably homogenous banks, observations for institutions with less than 15 branches or

15 employees were eliminated. Banks that do not take any deposits from customers were also elimi-

nated, and it was checked that positive values for total assets and equity were reported for all observa-

tions. The first two years of activity of each bank were also eliminated, as it seems reasonable to

assume that during the early years banks may behave somewhat atypically. At the end of this process,

the sample included a total of 197 observations corresponding to 25 banking groups. For each year,

the final sample includes no less than 92% of loans granted to customers, 94% of customer deposits

held and 92% of total assets of the Portuguese banking system.

The definition of banks’ outputs and inputs is by no means simple. On the one hand, the “production

approach” to bank modelling regards banks as firms producing services which are related to loans and

deposit accounts, thus measuring output by the number of deposit accounts serviced and the number

of loans originated, and input by labour and physical capital. On the other hand, according to the “inter-

mediation approach” (Sealey and Lindley (1977)), banks’ main activity is granting loans and investing

in securities and other assets using funds obtained through deposits, wholesale market debt and eq-

uity.
3

Hence, while both approaches agree in classifying labour and physical capital as inputs, they

present a conflicting view as to whether deposits should be classified as an output or as an input. Since

economic theory does not give clear guidance as to which alternative best describes the behaviour of

banks, it is somewhat reassuring to note that estimated cost functions appear relatively insensitive to

the approach followed (Humphrey 1990). In turn, there is empirical evidence suggesting that deposits

overall behave primarily as inputs (see for example Gilligan and Smirlock (1984), Hughes and Mester

(1993), Shaffer (1994) and Hughes, Mester and Moon (2000)). These results, joined with the fact that

there are no available data on the number of deposits collected and of loans granted by each bank,

sustain this paper’s choice of the intermediation approach, which is crucial for the application of the

Panzar and Rosse methodology. Hence, banks are modelled as firms that use labour, physical capital

and funds in order to produce loans.

There has been considerable debate in the literature as to whether the dependent variable to be used

in the estimation of equations to conduct the Panzar and Rosse test should consider total or interest
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revenue. On the one hand, the fact that the methodology itself considers a priori loans as banks’ main

output suggests that interest revenue should be used. On the other hand, the increase in the relative

importance of commissions and fees in banks’ total revenue should not be neglected. Hence, use was

made of the stricter definition of revenue, while including the ratio of other income to interest income as

a regressor. Thus, a general model is obtained, encompassing both the specification where the de-

pendent variable is interest income (if the coefficient on this regressor equals zero) and the specifica-

tion where the dependent variable is total income (if the same coefficient equals minus one).
4

A third matter of discussion is whether banks’ size should be controlled for. Since it seems overly sim-

plistic to assume banks’ size is uncorrelated with input prices, the exclusion of a scaling variable is

likely to bias the estimates for the elasticities of factor prices, thus introducing a negative bias should

there be increasing returns to scale, and a positive bias in the presence of decreasing returns to scale.

However, Bikker et al. (2006) point out that the use of a scaling variable through the inclusion of total

assets (either as an independent variable or by defining the dependent variable as the ratio of revenue

to total assets) effectively turns the revenue equation into another equality, which is quite similar to a

price equation. The point is that the sum of output price elasticities with respect to input prices is posi-

tive by definition and uninformative on the degree of competition. Hence, including a scaling factor in

the estimated equation could introduce a positive bias in the estimate for the H-statistic. The possible

presence of “errors-in-variables” due to the approximation of input prices, however, may bias the

estimated coefficients downwards, regardless of a scaling factor being used or not.

In the event that banks operating in Portugal in the period under analysis have behaved consistently

with long-run equilibrium under perfect competition, the H-statistic should equal one. This is due to the

fact that, in a situation where banks have zero economic profit and face an infinitely elastic demand,

revenue will necessarily have to follow input price developments so as to guarantee the survival of

banks, with free entry determining zero economic profit. In cases of monopoly, perfect cartel or

short-run monopolistic competition equilibrium, the statistic of interest should be negative. With regard

to monopoly, this result is rather intuitive, since monopolists always operate in the elastic zone of the

demand curve. Therefore, an input price increase, which will lead to an output price increase, will

cause a reduction in revenue. Finally, in the case of a long-run monopolistic competition model with

free entry of firms into the market, the H-statistic is increasing in the perceived demand elasticity con-

verging to 1 as it approaches infinity, thus replicating the result for perfect competition.
5

The revenue equation was estimated based on the following baseline specification:
6

[1] ln (Interest Revenue)it= h w h w h w XL K F it i itit it it1 2 3ln ln ln '� � � � � �� � � �

where Panzar and Rosse’s H-statistic is obtained by hk
k �

�
1

3

, Xit is a set of control variables,� is a con-

stant term, �i is an unobservable variable that captures idiosyncratic features of each institution that

are constant over time (although they may be correlated with some explanatory variables) and �it is a

random shock.

The average price of labour –wL– is proxied by the ratio of labour costs to the number of employees,

whereas the ratio of (tangible and intangible) capital expenditure to (tangible and intangible) fixed as-
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through other activities. This approach is used in Bikker et al. (2006).4444444

(5) These results are formally derived in Boucinha and Ribeiro (2008).

(6) The use of the loglinear form is widespread among studies applying the Panzar and Rosse methodology, as it typically improves the regression’s goodness
of fit and may reduce a possible simultaneity bias (De Bandt and Davies 2000). Furthermore, Molyneux et al. (1996) found that a loglinear revenue equation
yielded similar results as a more flexible translog equation.66666



sets –wK – proxies the cost of physical capital, and the ratio of interest paid to interest bearing debt –wF

– measures banks’ average funding cost.

The dependent variable used in the baseline specification is the natural logarithm of interest revenue

obtained from loans granted to domestic customers. The option to focus the analysis only on the por-

tion of interest revenue earned on loans rather than including all interest income is explained by the

fact that banks are known to have little market power on the remaining interest earning business, such

as interbank and securities activities. As such, interest lies in testing how competitive banks are in cus-

tomer lending. This is a novelty feature of this study worth emphasising, as to our knowledge all previ-

ous studies apply this methodology to all interest revenues.

As to what concerns the control variables included in Xit , the ratio of demand deposits to total deposits

and that of market liabilities to total liabilities are included to account for banks’ funding mix, whereas

the ratio of short-term loans to total loans and of interbank assets to customer loans, on the other hand,

intend to capture the asset structure. The increasing importance of banks’ off-balance-sheet activity is

controlled for by the inclusion of the ratio of off-balance-sheet activity to total assets. The ratio of assets

to branches intends to capture different branching strategies, measuring systematic differences in

banks’ branch density.

The share of customer loans that have defaulted during each year is a credit risk measure that at-

tempts to capture the flow rather than the stock of non-performing loans, thus decreasing the ex-post

character of this variable. In turn, the ratio of equity to assets should proxy banks’ risk aversion once

credit risk is controlled for.

The ratio of other revenue (composed of net commission and fee income) to interest revenue, as dis-

cussed above, intends to capture the increasing role of non-interest revenue in banks’ income. The in-

clusion of asset quartile dummies in the equation is a compromise solution that intends to address the

misspecification described in Bikker et al. (2006), while at the same time controlling at least partially for

the correlation between banks’ size and input prices.
7

Finally, dummy variables identifying when a

merger has occurred, or if a bank is foreign or public are also included.
8

Descriptive statistics of the included variables are presented in Table 1 below.

Equation [1] was first estimated for the whole sample, including domestic and foreign as well as private

and State-owned banks for the period ranging from 1991 to 2004. However, as discussed in Section 1,

this time period is by no means homogenous, since during the early to mid-1990s the Portuguese

banking system underwent a phase of privatisations, consolidation and liberalisation, while preparing

for euro area participation. Hence, in order to account for this fact, a sequential test was performed for

differences in the H-statistic through time, by first estimating equation [1] using data for the first four

years in the sample and checking whether the estimate for the fourth year is statistically different from

that obtained for the period comprising the first three years. If so, a new period starting on the fourth

year would be created; if not, 1994 would be pooled with 1991-1993. This process was repeated until

2004, restricting each period to comprise at least three years of data.
9

In order to test for differences in the competitive behaviour of different types of banks, equations con-

sidering only domestic banks and only private banks were estimated. Even though it would be more in-

formative to allow the estimate of the degree of competition to vary across types of banks, this option is
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(7) In the sample used, the simple correlation coefficient between the logarithm of assets and the price of labour, capital and funds is 0.36, -0.07 and -0.23
respectively.

(8) Only domestic public banks are classified as public, since public banks operating abroad are likely to exhibit a different behaviour than that of local public
banks. Tables A1 and A2 in the Appendix display which banks are classified as public and as foreign, respectively, for each year.

(9) One reason to maintain this restriction is connected to the small size of the available sample. Furthermore, De Bandt e Davies (2000) advocate the
importance of the time series component as they find variable results for cross-section equations even with information for a larger number of banks.



not feasible due to the small number of public and foreign banks in the sample. Hence, although the

statistical significance of differences in competitive behaviour across types of banks may not be tested

in the approach taken, it nevertheless provides a number of hints in that respect.

As several authors have pointed out – inter alia Bikker and Haaf (2002) and Hempel (2002) – small

banks may have more market power in local markets, whereas larger banks are generally believed to

be more active in markets where they face greater competition. However, this argument may not be

relevant for the Portuguese banking industry, considering that the smaller size of the national market

leaves less room for the existence of independent local markets and most regions tend to be served by

at least one large bank. Nevertheless, the only truly effective way of addressing the misspecification

pointed out in Bikker et al. (2006) while avoiding the introduction of other sources of bias in the analysis

is to assess the competitive behaviour of similarly sized banks, thus avoiding the need to use a scaling

variable. Hence, a similar estimation procedure to that in equation [1] is applied to small and large

banks separately, where small and large is defined according to whether a bank’s total assets are

above or below average total assets for each year.
10

The interpretation of the H-statistic depends on whether or not the banking system is in a state of

long-run equilibrium. In fact, while the result that the sum of factor price elasticities of a monopolist’s

revenue must be non-positive holds even in the short run, the validity of the rejection of models of per-

fect and monopolistic competition depends on the assumption that the banking groups observed are in

long-run equilibrium (Panzar and Rosse 1987). In order to investigate whether the system is in

long-run equilibrium, as is common practice in several studies applying the Panzar and Rosse meth-

odology,
11

one uses the fact that in equilibrium risk-adjusted rates of return should be equalised across

banks. Thus, banks’ return on assets (ROA) should be uncorrelated with input prices when the market

is in equilibrium. A direct test of equilibrium consists in estimating the equation for revenue with ROA as

the dependent variable and performing a test to the null hypothesis H � 0 (equilibrium) against H 
 0

(disequilibrium), where H is the sum of factor price elasticities with respect to profitability measures.
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Table 1

DESCRIPTIVE STATISTICS

Variable No. Obs. Mean Std. Dev. Min. Max.

Interest Revenue 197 307.6 340.0 2.5 1445.6

Total Revenue 197 348.7 385.0 2.5 1702.3

Interest Revenue/Assets 197 4.2 2.0 0.4 10.6

Total Revenue/Assets 197 4.7 2.0 0.8 10.9

wL (thousands of euros) 197 21.2 3.9 7.4 31.9

wK 197 13.3 5.6 4.0 41.9

wF 197 6.9 4.5 1.1 27.6

Demand Deposits/Total Deposits 197 35.6 9.5 18.7 65.2

Market Liabilities/Total Liabilities 197 44.1 14.6 13.4 88.7

Short Term Loans/Total Loans 197 46.7 20.8 9.3 93.8

Interbank Assets/Customer Loans 197 45.2 36.5 0.3 169.7

Off Balance Sheet Activity/Assets 197 190.1 2365.9 3.4 33228.2

Assets/Branches 197 27.3 10.9 4.4 58.7

Default Ratio 197 1.5 1.3 0.0 7.6

Equity/Assets 197 6.9 2.7 1.5 29.8

Other Revenue/Total Revenue 197 14.6 12.8 1.0 105.6

ROA 197 4.9 5.7 -47.4 25.8

Assets 197 9295.6 11447.3 70.5 45172.8

Source: Banco de Portugal.
Note: Money variables are valued in 1991 euro million (unless otherwise stated) and ratios are defined in percentage form.

(10) Table A3 in the appendix shows which banks are classified as large for each year. In order to test the robustness of estimates, use was also made of an
alternative classification which does not allow a given banking group to shift from one class to another, unless the group has purchased/sold a sizeable
bank.

(11) See for example Shaffer (1982) and Molyneux et al. (1994).11111111111111



To test for the robustness of results, some alternative specifications were estimated, including the use

of total rather than interest income as the dependent variable and using alternative scaling variables,

such as the natural logarithm of total assets, scaling income by total assets and not controlling for size

differences at all.

4. RESULTS

Table 2 presents estimation results for equation [1] for the Portuguese banking system in the

1991-2004 period, as well as for the auxiliary regression used to perform the long-run equilibrium test

in this period. Estimates for elasticities of interest income with respect to each of the three inputs con-

sidered prove to be positive. The estimate for the H-statistic, lying at 0.691, changes only marginally

when statistically non-significant variables are eliminated from the regression. The monopoly test per-

formed is a one sided test for the null hypothesis H � 0 versus the alternative H � 0. The former is

clearly rejected in favour of the latter, thus providing compelling evidence against the hypothesis that

the Portuguese banking system has operated as a monopoly or a perfect cartel on average during the

period under scrutiny. If, on the other hand, banks were under perfect competition, the H-statistic

should equal one. A two-sided test to this hypothesis is thus performed and, as shown in Table 2, the

p-value is close to 10%, so that it is not clear whether perfect competition should be rejected or not. An-

other relevant result reported in Table 2 is that the application of the long-term equilibrium test de-

scribed in the previous section does not allow for the rejection of the null hypothesis, therefore

providing no evidence to reject the assumption that the Portuguese banking industry was in long-run

equilibrium during the relevant period. Hence, one may conclude that, on average, in the period rang-
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Table 2

ESTIMATION RESULTS

Variable Model [1] Equilibrium Test

ln (IR) ROA

ln wL 0.284 0.155 -0.692 1.795

ln wK 0.230 0.076 -0.492 0.818

ln wF 0.177 0.105 3.188 1.911

Demand Deposits/Total Deposits -0.794 0.709 3.837 6.506

Market Liabilities/Total Liabilities -0.631 0.582 -5.729 6.097

Short Term Loans/Total Loans -1.025 0.307 6.617 3.675

Interbank Assets/Customer Loans -0.460 0.099 -3.852 1.199

Off Balance Sheet Activity/Assets 0.004 0.001 -0.015 0.014

Assets/Branches
(a)

0.022 0.006 0.147 0.070

Default Ratio 1.580 2.328 -193.520 82.798

Equity/Assets -8.103 2.616 39.284 14.485

Other Revenue/Total Revenue -1.730 0.416 8.455 6.059

Aqrt(25) -1.352 0.206 -0.671 1.797

Aqrt(50) -1.107 0.186 -0.935 1.520

Aqrt(75) -0.271 0.108 -0.542 0.966

M 0.022 0.064 0.119 0.683

F 0.491 0.172 4.839 2.482

P -0.821 0.162 -3.424 1.841

� 14.218 0.721 9.812 8.186

H-Statistic 0.691 0.184

p(H � 0) 0.00

p(H � 1) 0.10

Equilibrium Test (p-value) 0.41

R
2

0.63 0.00

Obs. 197 197

Banks 25 25

Source: Authors’ calculations.
Notes: Heteroskedasticity robust standard errors are presented in italic. (a) The coefficient on this variable and the corresponding standard error are multiplied by 1000.



ing from 1991 to 2004, the behaviour of Portuguese banks cannot be assessed as consistent with al-

ternative forms of monopoly-like conduct (such as perfect cartel or monopolistic competition in a

market without the threat of entry), and it is not clear whether it is consistent with perfectly competitive

behaviour, or whether it is best described as stemming from a long-run monopolistic competition

model with weak market power.

As regards control variables included in the specification, one concludes that the funding mix seems

not to have been a relevant determinant of the interest income on granted loans, whereas the coeffi-

cient sign on the variable which measures the maturity structure of granted loans suggests that banks

for which the weight of short-term loans is more important tend to earn less revenue, which is consis-

tent with the fact that credit risk-adjusted spreads tend to be generally lower on short-term loans. The

same reasoning accounts for the fact that banks with a higher ratio of interbank assets to customer

loans tend to earn lower interest revenue from customer loans, whereas it seems natural that banks

which are more active in the interbank and securities market vis-à-vis the customer loan market, for a

given value of total assets, earn less revenue from the latter business. Banks with more off-bal-

ance-sheet activity seem to earn higher interest revenues, which may be explained by the possibility

that this variable is capturing the effect that these banks tend to have a riskier profile.

Banks with relatively less – and possibly larger – branches tend to earn higher interest income,

whereas the measures of credit risk and of risk aversion have the expected signs, even if the former is

not statistically significant. The coefficient on the variable which controls for the ratio of other revenue

to interest income on loans yields a negative sign. However, its value is different from minus one, which

means that the estimated equation is not equivalent to one where the dependent variable is total,

rather than interest revenue.
12

As expected, the estimated coefficients for the dummy variables identi-

fying the quartile of the asset distribution to which each bank belongs indicate that, all else constant,

smaller banks tend to earn less revenue. As to what concerns the remaining control variables, mergers

do not seem to have a significant impact on interest revenue earned, whereas, ceteris paribus, foreign

banks seem to earn more interest revenue, while the opposite result is found for public banks.

Table A.4 in the appendix illustrates, through a series of robustness tests, the impact on results of dif-

ferent choices regarding the dependent variable and the scaling variables used. The reduced sensitiv-

ity of results to different alternative specifications suggests that the conclusions of Table 2 are quite

robust. Hence, although the authors are available to provide the results of other specification estima-

tions, in order to provide a clear presentation of results, the analysis conducted in the remainder of this

paper focuses only on the results of a specification similar to that in [1].

As briefly discussed in the introduction to this paper, the Portuguese banking system underwent signifi-

cant changes during the sample period. Hence, in order to investigate whether the process of

liberalisation and consolidation of the sector had a relevant impact on competitive conditions, the esti-

mated H-statistic is allowed to vary over time without any particular functional form being imposed

upon it, through the method described in the previous section. As a result, three periods were ob-

tained: a first period of consolidation and adjustment to less restrictive regulations – 1991 to 1996; a

second period of post-consolidation adjustment, which includes the beginning of euro area participa-

tion – 1997 to 2000; and a final post-liberalisation and post-consolidation period in which the

Portuguese banking system is already relatively mature – 2001 to 2004.

The first line of Table 3 shows estimates of the H-statistic for Portuguese banks for each of the three

periods, as well as for the total sample. During the first period, it is not possible to reject collusive be-

haviour, and perfect competition is clearly rejected. Furthermore, during this first period of intense con-
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solidation and deregulation, there is no empirical evidence to reject the hypothesis that the Portuguese

banking system was operating under long-run equilibrium. Hence, one concludes that the degree of

competition was relatively low during this period. As to what concerns the behaviour of the banking

system as a whole in the following period, even if conclusions for the hypothesis tests on the H-statistic

are the same, there is evidence that the system was not operating under long-run equilibrium. There-

fore, estimated coefficients constitute no evidence of collusive behaviour given that, while the rejection

of monopoly remains valid in this context, the non-rejection of H � 0 no longer implies that the industry

has behaved jointly as a monopoly. In the most recent period, there is strong statistical evidence to re-

ject perfect cartel, but perfect competition is not rejected. In addition, the point estimate for the H-sta-

tistic in this period is close to one, and the difference between estimates obtained for the intermediate

and the most recent period are, both in the magnitude and in the statistical significance, more striking

than those found between the first and the second period.

Domestic banks seem to have behaved more competitively throughout the period under analysis. In

fact, even if conclusions regarding the first period remain unchanged, between 1997 and 2000 the per-

fect competition hypothesis for domestic banks cannot be rejected. Results obtained for the most re-

cent period are consistent with domestic banks behaving too aggressively. This might be rationalised

under a more complex dynamic oligopoly model, where banks aggressively fight for increased market

share in order to capitalise on it with high profits in the future.
13

Furthermore, there is no empirical evi-

dence that domestic banks did not operate under long-run equilibrium between 1997 and 2000. Re-

stricting the estimate for the H-statistic to be constant from 1991 to 2004, for domestic banks the

obtained value is clearly higher than that estimated for the whole banking system, and there is no evi-

dence to reject perfect competition in domestic banks throughout the whole period under analysis.

However, the average value of the H-statistic estimated for the whole period under analysis masks

important behavioural changes over time.

As regards the behaviour of private banks, for the 1991-2004 period the value obtained for the H-sta-

tistic is higher than that for the banking sector as a whole, and the perfect competition hypothesis is not

rejected. Still, it is important that developments in this statistic are analysed over time. In fact, although

the point estimate obtained for the 1991-1996 period is higher for private banks than for the total bank-

ing system, which suggests a more competitive behaviour by the former, the monopolistic behaviour

hypothesis still cannot be excluded. As of 1997 the behaviour of private banks follows closely in line

with that of the system as a whole. This is by no means a surprise, given that in this period the
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Table 3

THE EVOLUTION OF THE H-STATISTIC FOR PORTUGUESE BANKS

1991-1996 1997-2000 2001-2004 1991-2004

No. Obs. No.

Banks

All Banks
0.07 -0.50* 0.97 0.69

197 25
0.39 0.00 0.20 0.87 0.00 0.00 0.00 0.90 0.00 0.10

Domestic Banks
0.17 1.19 1.37 0.98

150 21
0.27 0.00 0.01 0.00 0.64 0.64 0.00 0.05 0.00 0.92

Private Banks
0.39 -0.13* 0.80 0.74

162 180.14 0.09 0.26 0.60 0.03 0.08 0.00 0.48 0.00 0.30

Source: Authors’ calculations.
Notes: For each cell, the value in the centre is that of the H-statistic, whereas p-values for the tests H� 0 (left), H=1 (right) and Ht=Ht+1 (between periods) are presented below. ***, ** and
* indicate evidence of disequilibrium at the 1%, 5% and 10% confidence level, respectively.

(13) This sort of behaviour may stem from the presence of switching or search costs.



privatisation stage was already completed, with only one public banking group remaining in the whole

system.

As to what concerns a comparison between the behaviour of differently sized banks, no robust differ-

ence was found. In fact, in addition to results not being robust to slight changes in the banks’ classifica-

tion, a formal test to the equality of estimates obtained for small and large banks does not identify

statistically relevant differences. Hence, during the analysed period there is no evidence for a hypothe-

sis that is widely stated and tested in empirical literature for other countries, which is that small banks

may be able to exert higher market power due to a stronger presence in local markets where competi-

tion is less aggressive. This fact should be linked to the smaller size of the national market as com-

pared to those for which the relevant result has been obtained, since in larger countries it is common to

find banks which have a strong position in the region where they operate, despite having little weight in

the national market as a whole. This result reduces the plausibility of the existence of fully segmented

local markets in the Portuguese case.

5. CONCLUSIONS

The main conclusion to retain from this study is that on average, over the period from 1991 to 2004,

Portuguese banks do not seem to have operated either under perfect competition or as a perfect car-

tel. During this period, both private and domestic banks seem to have competed more aggressively on

average than the banking system as a whole, and perfect competition may not be rejected for these

two types of banks.

An investigation of changes in competition throughout the period suggests that competition was rela-

tively weak between 1991 and 1996, even though results indicate domestic and especially private

banks exhibited a slightly sharper competitive behaviour. A period of adjustment to liberalisation, con-

solidation and openness of the sector followed between 1997 and 2000, although for domestic banking

groups the hypothesis of behaviour consistent with perfectly competitive long-run equilibrium cannot

be rejected. In the more recent period, ranging from 2001 to 2004, after the liberalisation and open-

ness of the Portuguese banking sector, strong competition was observed, and it is even possible that

domestic banks have competed more aggressively than expected in a framework described by a static

model with no distortions. Thus, the outlook for participation in the euro area seems to have been one

of the factors catalysing an increase in competition in the national banking system.

One should, nonetheless, bear in mind the limitations of the non-structural approach employed, partic-

ularly regarding the hypotheses implicitly imposed on the underlying bank behaviour model. Obtained

results should therefore be compared with those to be derived in future research from alternative meth-

ods, in order to draw more general conclusions on the degree of competition in banking services

markets in Portugal.
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Table A 1

PUBLIC BANKING GROUPS

1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004

BCA BCA BCA BCA BCA CGD CGD CGD CGD CGD CGD CGD CGD CGD

BFB BCM BFE BFE BFE

BFE BFE BPSM BPSM CGD

BPA BPA CGD CGD

CGD BPSM

CPP CGD

UBP CPP

UBP

7/17 8/19 4/15 4/14 3/15 1/15 1/14 1/14 1/14 1/12 1/12 1/12 1/12 1/12

Source: Banco de Portugal
Notes: BPSM was not considered in 1991 due to the unavailability of profit and loss account data. All foreign banks are classified as private.

Table A 2

FOREIGN BANKING GROUPS

1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004

BARCLAYS BARCLAYS BARCLAYS BARCLAYS BARCLAYS BARCLAYS BARCLAYS BARCLAYS BARCLAYS BARCLAYS BARCLAYS BARCLAYS BARCLAYS BARCLAYS

BBVA BBVA BBVA BBVA BBVA BBVA BBVA BBVA BBVA BBVA BBVA BBVA BBVA BBVA

CLP CLP CLP CLP CLP CLP CLP SANTANDER SANTANDER SANTANDER SANTANDER SANTANDER BNC BNC

SANTANDER SANTANDER SANTANDER SANTANDER SANTANDER

3/17 3/19 3/15 3/14 4/15 4/15 4/14 3/14 3/14 3/12 3/12 3/12 4/12 4/12

Source: Banco de Portugal.

Table A 3

LARGE BANKING GROUPS

1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004

BCP BCP BCP BCP BCP BCP BCP BCP BCP BCP BCP BCP BCP BCP

BFE BFE BFE BPA BPSM BPI BPI BPI BPI BPI BPI BPI BPI BPI

BPA BPA BPA BTA CGD BPSM BPSM BPSM BPSM CGD CGD CGD CGD CGD

BTA BPI BTA CGD GES CGD CGD CGD CGD GES GES GES GES GES

CGD BPSM CGD GES GES GES GES GES SANTANDER SANTANDER SANTANDER SANTANDER SANTANDER

GES BTA GES

CGD

GES

6/17 8/19 6/15 5/14 4/15 5/15 5/14 5/14 5/14 5/12 5/12 5/12 5/12 5/12

Source: Banco de Portugal.
Notes: BPSM was not considered in 1991 due to the unavailability of profit and loss account data. Large banks are defined as those with total assets exceeding average total assets for each year. The remaining banks are classified as small.
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Table A 4

ALTERNATIVE DEPENDENT AND SCALING VARIABLES

Scaling variable

Dependent variable ln (Assets) Asset quartiles None

Ln (Interest Revenue) 0.70 0.69 0.61

0.00 0.04 0.00 0.10 0.00 0.06

Ln (Total Revenue) 0.71 0.71 0.60

0.00 0.06 0.00 0.12 0.00 0.07

Ln (Interest Revenue/Assets) ________ ________ 0.71

0.00 0.06

Ln (Total Revenue/Assets) ________ ________ 0.71
0.00 0.07

Obs. 197

Banks 25

Source: Authors’ calculations.
Notes: For each cell, the value in the centre is that of the H-statistic, whereas p-values for the test H�0 (left) and H=1 (right) are presented below. ***, ** and * indicate evidence of disequi-
librium at the 1%, 5% and 10% confidence level, respectively.
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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 2005 2006 2007

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 3.6 3.1 2.9 2.2

Euro area 2.6 1.5 2.6 2.8 3.0 3.9 1.9 0.9 0.8 2.1 1.6 2.8 2.6

Portugal 2.3 3.6 4.2 4.7 3.9 3.9 2.0 0.8 -0.8 1.5 0.9 1.3 1.9

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 -4.4 -3.6 -2.6 -2.5

Euro area -5.1 -4.3 -2.6 -2.3 -1.4 -1.0 -1.9 -2.6 -3.1 -2.9 -2.6 -1.4 -0.6

Portugal -4.2 -3.8 -2.8 -2.4 -2.7 -2.9 -4.3 -2.9 -2.9 -3.4 -6.1 -3.9 -2.6

Current account balance (as a percentage of GDP)

US -1.5 -1.6 -1.7 -2.4 -3.2 -4.2 -3.8 -4.4 -4.8 -5.5 -6.1 -6.2 -5.3

Euro area n.a. n.a. 1.4 0.7 0.3 -0.7 0.1 0.7 0.5 1.1 0.2 -0.1 -0.2

Portugal -2.8 -4.2 -5.9 -7.0 -8.5 -10.2 -9.9 -8.1 -6.1 -7.6 -9.5 -10.1 -9.9

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 56.1

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 4.25

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 4.00

3-month Euribor n.a. n.a. n.a. n.a. 3.3 4.9 3.3 2.9 2.1 2.2 2.5 3.7 4.7

Yields on (10-year) Government bonds

US 5.6 6.4 5.7 4.7 6.4 5.1 5.0 3.8 4.3 4.2 4.4 4.7 4.0

Euro area 7.7 6.3 5.4 3.9 5.4 4.8 5.0 4.2 4.3 3.7 3.3 4.0 4.3

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 3.5

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 4.9

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 18.3

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 4.9

Notes: y-o-y year-on-year; n.a. not available.

(to be 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 2005 2006 2007

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 91

As a percentage of disposable income 36 43 52 63 76 85 90 97 103 110 116 123 129

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 9.0

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 9.2

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 8.5

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 9.4 11.7

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

As a percentage of GDP 5.3 3.4 1.9 1.4 0.9 1.2 2.7 3.0 3.1 2.8 3.2 1.8 1.3

As a percentage of disposable income 7.0 4.6 2.6 2.0 1.3 1.7 3.8 4.3 4.4 4.0 4.5 2.5 1.8

Current savings
(b)

As a percentage of GDP 9.9 8.8 7.8 7.4 6.9 7.3 7.8 7.5 7.5 6.9 6.6 6.0 5.5

As a percentage of disposable income 13.1 11.9 10.8 10.5 9.8 10.2 10.9 10.6 10.5 9.7 9.2 8.4 7.9

Investment in real assets
(b)

As a percentage of GDP 6.2 6.1 6.5 6.8 6.9 6.7 6.5 6.1 5.1 5.1 5.1 4.9 4.7

Change in financial assets

As a percentage of GDP n.a. n.a. n.a. 14.2 15.2 12.9 11.5 9.2 11.2 10.1 10.4 9.5 9.4

Idem, excluding extraordinary contributions to pension funds n.a. n.a. n.a. 14.0 14.9 12.7 10.6 8.0 10.7 9.7 9.0 9.3 9.4

Change in financial liabilities

As a percentage of GDP n.a. n.a. n.a. 12.8 14.3 11.6 8.9 6.2 8.1 7.2 7.2 7.7 8.2

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 up to 2005 use National Accounts base 2000; 2006 and 2007 ratios correspond to
Banco de Portugal estimates. Investment comprises gross fixed capital formation and the net acquisition of land and intangibles.
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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 2005 2006 2007

Non-financial corporations

Total debt
(c)

As a percentage of GDP n.a. n.a. 63 73 80 89 95 95 100 99 104 107 114

Annual rate of change n.a. n.a. n.a. 22.1 17.6 20.1 12.6 5.2 7.1 5.6 7.8 7.0 12.4

Financial debt
(d)

As a percentage of GDP n.a. n.a. 56 65 72 80 90 91 94 91 96 99 107

Loans granted by resident financial institutions
(a)

Annual rate of change n.a. n.a. n.a. n.a. 25.6 26.4 15.5 7.3 5.4 3.2 4.1 6.2 12.5

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

As a percentage of GDP -1.1 -1.1 -2.9 -3.8 -5.3 -8.3 -7.2 -6.4 -4.7 -4.5 -5.9 -7.8 -8.8

Current savings
(b)

As a percentage of GDP 9.7 9.4 8.4 9.2 8.7 7.2 7.6 7.6 8.2 8.1 6.6 5.0 4.3

Investment in real assets

As a percentage of GDP 12.0 11.9 13.4 15.2 16.0 16.6 15.9 14.9 13.8 13.6 13.7 13.0 14.2

Change in financial assets

As a percentage of GDP n.a. n.a. n.a. 13.5 11.7 16.0 13.3 -0.2 14.1 8.9 4.3 7.1 8.0

Change in financial liabilities

As a percentage of GDP n.a. n.a. n.a. 17.3 17.0 24.5 20.5 5.9 18.9 13.6 10.0 15.0 16.7

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”.
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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* 2006** 2007**

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 20.6 20.6 18.0

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 1.25 1.13

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 1.87 1.86

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 0.75 0.74

Cost to income ratio 64.5 66.1 60.9 54.1 63.1 58.2 57.6 59.1 57.4 57.2 71.7 58.3 53.4 53.5 53.2

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 11.0 10.2

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 2.6 2.6 2.3

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 5.1 4.9

Liquidity Risk
(e)

Credit-to-deposit ratio 62.5 65.4 72.5 90.9 104.7 116.0 122.7 129.5 129.1 128.3 130.9 137.5 145.6 146.7 154.9

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 99.2 87.6 77.1

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 -1.5 -0.6 -1.9

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 -7.1 -9.7

For domestic banks

Credit-to-deposit ratio n.a. n.a. n.a. 87.2 99.9 114.6 121.1 125.6 124.8 127.2 129.2 134.2 140.6 139.3 149.0

Coverage ratio of interbank liabilities by highly liquid assets n.a. n.a. n.a. n.a. n.a. n.a. 88.1 91.6 120.1 120.8 127.3 126.5 115.7 118.1 107.2

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 -0.8 -2.1

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 -8.9 -8.5 -9.9

Notes: * The break in the series resulting from the implementation of the International Accounting Standards (IAS), which also implied a redefinition of the group of banking institutions under analysis. ** Break in the series related to the widening of the group of institutions under analysis, due to the inclusion of institutions that only
started preparing their financial statements according to the IAS in 2006. Breaks in the series do not apply to indicators based on Monetary and Financial Statistics, which consider resident banking institutions. (e) Indicators for the period comprised between 1995 and 1997 are estimates of Banco de Portugal for a smaller set of in-
stitutions 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) 2005, 2006 and 2007 figures were reported according to the valuation criteria used in IAS.
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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* 2006** 2007**

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 8.2 8.2 10.7

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 1.5 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 1.0 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 1.7 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 2.1 1.7 1.7 1.7 1.5 1.5 1.5

Annual flow of new credit overdue and other credit considered to be doubtful
(h)

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 0.38 0.58 0.21 0.21 0.22 0.36 0.36 0.44

Adjusted for sales outside the banking system 0.28 0.47 0.47 0.47

Non-financial corporations n.a. n.a. n.a. n.a. -0.01 0.34 0.74 0.76 0.56 0.52 0.52 0.60 0.42 0.42 0.56

Adjusted for sales outside the banking system 0.62 0.47 0.47 0.61

International exposure (for domestic banks):

Share of external assets in total assets
(i)

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 31.7 26.0

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 7.0 7.8

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 14.8 8.2

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 9.8 10.0

Sources: Bloomberg, IMF, INE, Reuters, Thomson Financial Datastream and Banco de Portugal.
Notes: (h) Change in amounts outstanding of credit overdue and other non-performing loans recorded in the balance sheet of resident monetary financial institutions plus write-offs/write-downs as a percentage of bank loans adjusted for securitisations. Sales outside the banking system included in the adjusted flow correspond to
credit overdue and other non-performing loans not written-off, in accordance with the quarterly report defined in Instruction of Banco de Portugal No 2/2007. (i) From 2004 onwards, figures on external assets are based on a new information report. Comparable figures for 2004, 2005 and 2006 are based on estimates on total assets
for the whole set of domestic banks. Comparable figures for 2006 and 2007 are based on assets for domestic institutions.
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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 2007

PSI Geral -19.0 -20.7 17.4 18.0 17.2 33.3 18.3

PSI 20 -24.7 -25.6 15.8 12.6 13.4 29.9 16.3

PSI Basic Materials -9.7 -14.2 15.1 15.6 16.7 36.5 -4.1

PSI Industrials -29.1 13.4 26.4 31.1 68.3 40.9 4.8

PSI Consumer Goods -10.8 -13.1 -0.5 -6.7 21.2 31.6 0.2

PSI Consumer Services -27.8 17.0 23.7 29.3 11.6 18.0 23.1

PSI Telecommunications -17.7 -24.6 27.1 20.6 12.0 22.3 6.4

PSI Utilities -27.2 -31.4 38.0 15.5 21.7 52.4 19.3

PSI Financials -14.6 -24.8 4.0 12.0 24.4 34.8 4.9

PSI Technology -58.9 -37.9 4.5 24.0 -9.5 -15.1 -22.8

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: Prepared in accordance with the accounting standards in force until December 2004. n.a. - not available.



X

P
artIII

|
A

nnex

B
anco

de
P

ortugal
|

FinancialStability
R

eport2007

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: Prepared in accordance with the accounting standards in force until December 2004. n.a. - not available.
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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.



Financial Stability Report 2007 | Banco de Portugal

Annex | Part III

XIII

Table A.7

BALANCE SHEET OF THE BANKING SYSTEM (INTERNATIONAL ACCOUNTING STANDARDS)

On a consolidated basis

EUR millions

2004 2005 2006 2006* 2007*

Cash and claims on central banks 7 555 6 205 6907 7 156 8 105

Claims and investment in other credit institutions 25 041 30 876 31442 41 841 41 003

In the country n.a. 5 748 5763 7 848 10 720

Abroad n.a. 25 127 25679 33 993 30 283

Financial assets at fair value through profit or loss 12 900 18 150 20 137 22 635 22 742

Equity n.a. 853 1 301 1 684 1 691

Debt instruments n.a. 12 221 12 734 14 500 13 173

Other n.a. 5 076 6 102 6 451 7 877

Available-for-sale financial assets 14 806 14 037 17 965 20 323 26 566

Equity n.a. 4 169 6 077 6 153 7 766

Debt instruments n.a. 8 909 11 468 13 724 18 100

Other n.a. 959 420 446 700

Investment held to maturity 520 718 663 1 060 1 116

Hedging derivatives 692 816 1 096 1 501 1 376

Investment in subsidiaries 2 613 3 475 4 070 4 089 3 465

Net credit to customers 182 717 199 873 222 898 239 028 275 676

Securitised non-derecognised assets 12 157 14 186 15 391 16 199 19 317

of which: credit to customers 12 157 14 186 15 372 16 181 19 320

Tangible and intangible assets 3 611 3 886 4 232 4 401 4 880

Other assets 9 799 13 768 13 269 14 441 14 415

Total do activo 272 411 305 989 338 070 372 674 418 660

Resources from central banks 3 542 6 215 1 739 1 901 5 550

Resources from other credit institutions 33 315 38 840 42 921 60 862 66 671

In the country n.a. 5 384 4077 4 863 5 962

Abroad n.a. 33 457 38843 55 999 60 709

Resources from customers and other loans 142 784 149 139 156 633 166 678 181 815

Liabilities represented by securities 55 694 62 807 81 254 82 774 96 875

Subordinated liabilities 9 887 9 973 9 890 10 112 11 142

Financial liabilities held for trading 2 589 4 306 5 397 7 277 9 985

Hedging derivatives 562 956 1 744 1 881 2 002

Liabilities for non-derecognised assets in securitisation operations 0 2 363 4 130 4 226 4 592

Other liabilities 10 013 13 608 12 641 13 831 14 053

Total liabilities 258 386 288 208 316 349 349 543 392 685

Capital 14 025 17 782 21 721 23 131 25 974

Total liabilities and net wealth 272 411 305 989 338 070 372 674 418 660

Source: Banco de Portugal.
Notes: *Change in the set of banking institutions under analysis, due to the inclusion of institutions that only started preparing their financial statements according to the IAS in 2006. 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 2006* 2007*

1. Interest income 12 622 13 977 17 258 18 790 24 488

2. Interest expenses 7 504 8 601 11 273 12 322 17 149

3. Financial margin (1-2) 5 119 5 375 5 985 6 468 7 339

4. Income from capital instruments 161 217 164 168 203

5. Income from services and commissions (net) 1 923 2 212 2 473 2 602 2 933

6. Income from financial assets and liabilities measured at fair value 346 505 -40 -54 -170

7. Income from available-for-sale financial assets 104 663 455 445 1 083

8. Income from foreign exchange revaluation 208 53 498 563 403

9. Income from the sale of other financial assets 72 366 758 777 306

10. Other operating profit and loss 602 417 596 643 619

11. Gross income (3+4+5+6+7+8+9+10) 8 535 9 809 10 890 11 612 12 716

12. Staff costs 3 667 3 300 3 348 3 530 3 719

13. General administrative costs 1 891 1 956 2 020 2 226 2 528

14. Depreciation and amortisation 562 465 445 462 515

15. Provisions net of restitutions and annulments 279 187 129 149 192

16. Impairment losses and other net value adjustments 1 012 1 138 1 069 1 135 1 606

17. Negative consolidation differences 0 0 0 0 -12

18. Appropriation of income from associates and joint ventures (equity method) 624 217 231 231 298

19. Income before taxes and minority interests (11-12-13-14-15-16-17+18) 1 749 2 981 4 109 4 341 4 467

20. Taxes on profit 228 401 722 776 710

21. Income before minority interests (19-20) 1 521 2 580 3387 3 565 3 757

22. Minority interests (net) 236 383 579 607 683

23. Net profit and loss (21-22) 1 284 2 197 2807 2 958 3 074

Source: Banco de Portugal.
Note: *Change in the set of banking institutions under analysis, due to the inclusion of institutions that only started preparing their financial statements according to the IAS in 2006.
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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 2006* 2007*

Cash and claims on central banks 6 955 5 548 6 200 6 254 7 084

Claims and investment in other credit institutions 21 629 25 780 27 037 30 240 27 491

In the country n.a. 4 795 4 700 5 650 8 448

Abroad n.a. 20 985 22 337 24 590 19 044

Financial assets at fair value through profit or loss 12 038 16 302 17 822 19 561 19 683

Equity n.a. 622 1 127 1 211 1 360

Debt instruments n.a. 11 720 12 213 13 819 12 480

Other n.a. 3 960 4 482 4 530 5 844

Available-for-sale financial assets 13 206 13 117 17 139 17 797 22 164

Equity n.a. 3 775 5 818 5 890 7 692

Debt instruments n.a. 8 383 10 901 11 486 13 786

Other n.a. 959 420 421 686

Investment held to maturity 495 693 663 681 525

Hedging derivatives 669 680 885 891 901

Investment in subsidiaries 2 396 3 204 3 705 3 710 3 038

Net credit to customers 157 128 171 226 190 921 192 546 224 509

Securitised non-derecognised assets 5 214 5 316 7 332 8 141 8 832

of which: credit to customers 5 214 5 316 7 314 8 122 8 835

Tangible and intangible assets 2 962 3 220 3 527 3 605 3 824

Other assets 9 006 12 983 12 145 12 897 13 161

Total assets 231 697 258 068 287 376 296 323 331 213

Resources from central banks 1 010 851 1 736 1 803 3 320

Resources from other credit institutions 24 751 27 441 31 238 33 285 34 407

In the country n.a. 4 610 3 569 4 028 5 084

Abroad n.a. 22 833 27 669 29 257 29 322

Resources from customers and other loans 124 770 130 933 139 056 141 546 154 070

Liabilities represented by securities 49 509 56 715 67 989 68 848 82 225

Subordinated liabilities 8 959 8 702 8 851 9 008 9 953

Financial liabilities held for trading 1 921 3 150 3 572 5 092 7 207

Hedging derivatives 539 822 1 350 1 350 1 625

Liabilities for non-derecognised assets in securitisation operations 0 2 363 4 130 4 226 4 592

Other liabilities 8 693 12 439 11 525 12 321 12 718

Total liabilities 220 151 243 415 269 445 277 479 310 117

Capital 11 546 14 654 17 931 18 843 21 095

Total liabilities and net wealth 231 697 258 068 287 376 296 322 331 212

Source: Banco de Portugal.
Notes: *Change in the set of banking institutions under analysis, due to the inclusion of institutions that only started preparing their financial statements according to the IAS in 2006. n.a.-
not available.



X
V

I

P
artIII

|
A

nnex

B
anco

de
P

ortugal
|

FinancialStability
R

eport2007

Table A.10

PROFIT AND LOSS ACCOUNT OF THE DOMESTIC INSTITUTIONS (INTERNATIONAL ACCOUNTING STANDARDS)

On a consolidated basis

Em milhões de euros

2004 2005 2006 2006* 2007*

1. Interest income 10 255 11 192 13 642 14 039 18 484

2. Interest expenses 5 959 6 669 8 552 8 782 12 574

3. Financial margin (1-2) 4 297 4 523 5 090 5 257 5 911

4. Income from capital instruments 141 198 156 157 193

5. Income from services and commissions (net) 1 610 1 835 2 028 2 078 2 337

6. Income from financial assets and liabilities measured at fair value 280 470 -45 -6 -262

7. Income from available-for-sale financial assets 120 643 412 410 1 017

8. Income from foreign exchange revaluation 213 29 488 490 386

9. Income from the sale of other financial assets 66 364 710 713 266

10. Other operating profit and loss 540 356 542 547 495

11. Gross income (3+4+5+6+7+8+9+10) 7 267 8 419 9 382 9 646 10 343

12. Staff costs 3 178 2 917 2 914 2 976 3 110

13. General administrative costs 1 667 1 717 1 780 1 825 2 017

14. Depreciation and amortisation 482 386 361 368 404

15. Provisions net of restitutions and annulments 197 180 139 139 171

16. Impairment losses and other net value adjustments 835 993 919 944 1 339

17. Negative consolidation differences 0 0 0 0 -12

18. Appropriation of income from associates and joint ventures (equity method) 587 164 160 160 178

19. Income before taxes and minority interests (11-12-13-14-15-16-17+18) 1 498 2 390 3 430 3 555 3 491

20. Taxes on profit 196 296 584 609 531

21. Income before minority interests (19-20) 1 302 2 094 2 846 2 946 2 960

22. Minority interests (net) 197 362 551 579 647

23. Net profit and loss (21-22) 1 105 1 732 2 295 2 367 2 313

Source: Banco de Portugal.
Note: *Change in the set of banking institutions under analysis, due to the inclusion of institutions that only started preparing their financial statements according to the IAS in 2006.
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Table A.11

CAPITAL ADEQUACY OF THE BANKING SYSTEM

On a consolidated basis

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 17 851

1.2. Additional own funds 3 834 4 269 5 026 7 030 7 809 8 313 8 567 8 337 10 776 9 914

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 25 360

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 17 968

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 18 599

Per cent

3. Ratios

3.1. Own funds / Total requirements 139.2 135.1 115.3 119 121.9 124.4 129.5 127.4 140.9 136.4

3.2. Own funds / (Total requirements x 12.5) 11.1 10.8 9.2 9.5 9.8 10 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.
Note: *The break in the series corresponds to the implementation of the IAS, which also implied a redefinition of the group of banking institutions under analysis.
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Table A.12

CAPITAL ADEQUACY OF THE BANKING SYSTEM - BASEL II

On a consolidated basis

EUR millions

Instruction of Banco de Portugal No 25/97 - Basel I 2006 2007 Instruction of Banco de Portugal No 23/2007 - Basel II

1. Own funds 1. Own funds

18 806 1.1. Total original own funds for solvency purposes

1.1. Original own funds 18 917 19 665 1.1.1. Original own funds (gross)

860 1.1.2. Deductions from original own funds

10 603 1.2. Total additional own funds for solvency purposes

1.2. Additional own funds 10 076 11 453 1.2.1. Additional own funds (gross)

850 1.2.2. Deductions from additional own funds

1.3. Deductions 2 415 745 1.3. Deductions from total own funds

1.4. Supplementary own funds 4 17 1.4. Total supplementary own funds eligible to cover market risk

Total own funds 26 582 28 680 Total own funds

2. Capital requirements 2. Capital requirements

21 657 2.1. Capital requirements for credit risk, counterparty credit risk and free deliveries

198 2.1.1. Standard approach

2.1. Required by Notice of Banco de Portugal No 1/93 (solvency ratio) 18 546 21 340 2.1.2. Credit risk (Notice of Banco de Portugal No 1/93) - transitional derogation from the standard approach

2.2. Settlement and counterparty risks 72 118 2.1.3. Free deliveries and counterparty credit risk (trading book) - transitional derogation

0 2.2. Settlement risk

761 2.3. Capital requirements for position risks, foreign exchange risks and commodity risks

2.3. Position risks - debt instruments 476 527 2.3.1. Debt instruments

2.4. Position risks - Equity 103 111 2.3.2. Equity

2.5. Foreign exchange risks 94 94 2.3.3. Foreign exchange risks

2.6. Commodity risks 1 30 2.3.4. Commodity risks

13 2.4. Capital requirements for operational risk

2.7. Capital requirements - Fixed overheads 0 0 2.5. Capital requirements - Fixed overheads

2.8. Large exposures - Trading book 0 0 2.6. Large exposures - Trading book

2.9. Other requirements 1 0 2.7. Other and transitional capital requirements

Total capital requirements 19 292 22 431 Total capital requirements

Per cent

3. Ratios 3. Ratios

3.1. Own funds/Total requirements 137.8 127.9 3.1. Own funds/Total requirements

3.2. Own funds/(Total requirements x 12.5) 11.0 10.2 3.2. Own funds/(Total requirements x 12.5)

3.3. Original own funds/(Total requirements x 12.5) 7.8 6.7 3.3. Original own funds/(Total requirements x 12.5)

Source: Banco de Portugal.
Note: Break in the series resulting from changes in prudential reporting models.




