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I. Motivation: Contextualizing the Troika’s proposals for the Banking System 

The Euro zone is facing a period of severe stress, especially due to the high level of 
indebtedness of many Euro zone economies. If the roots of the problem in many 
countries is public debt, in the case of Portugal private debt seemed to be at the root 
of the crisis. At the beginning of 2012, private debt was very high at around 190-200% 
of the Portuguese GDP. With public debt at 100% of GDP, the country needed an 
orderly rebalancing to achieve a sustainable debt path, in both the private and public 
sectors. The IMF/EU/ECB delegation came to Portugal in May 2011 with this in mind, 
and formulated proposals aimed at restoring confidence, sustainability and 
competitiveness of the Portuguese economy. 

The financial system deserved special attention, as banks were particularly leveraged, 
thus posing risks to the stability of the sector. The loans-to-deposit ratio (LTD) back in 
2008 was around 180%, a level considered unsustainable. Even though Portugal didn’t 
face a severe housing bubble burst as Spain, the so-called Troika required banks to 
reach the more sustainable LTD ratio of 120%. In addition, banks were required to 
increase their core capital levels and set more capital buffers and to accept new 
regulatory standards under the supervision of the Bank of Portugal (BoP). The 
Portuguese financial system also suffered from isolated cases that posed the possibility 
of systemic risks to the financial system itself, like Banco Portugues de Negocios (BPN). 
The international authorities also required the strengthening of the deposit guarantees 
to avoid potential situations of deposits flight that could cause severe stress in the 
banking system. If banks were extremely leveraged, also the corporate and households 
are mentioned in the Troika program. The national authorities are set to be 
responsible for monitoring the corporate and household deleveraging. Deleveraging of 
the private sector is nonetheless treated as a delicate issue in the MoU, given the 
fragility of the Portuguese economy. The access to credit is considered as essential for 
growth, as thus the deleveraging process should be ordered and not abrupt. 
Particularly, this process should not limit the access to credit for small and medium 
enterprises, which constitute the base of the Portuguese economy. More recently, the 
Troika and the BoP have required banks to report overdue loans and to avoid 
evergreening of doubtful loans, a practice that limits the availability of credit to the 
more productive sectors of the economy. More in general, the Troika is assisting the 
Portuguese authorities in creating a more sustainable financial system in the long run. 
The same applies for the other areas covered in the MoU, such as labor market, justice 
system and health care. 

Our intention here is to develop a series of key performance indicators to assess the 
situation of the Portuguese financial system and to keep track of the changes made 
within the financial sector since the start of the Troika’s program. The indicators will 
have some common characteristics, such as the frequency and accessibility in terms of 
data availability. We will cover what we consider the three main areas of the MoU: 
liquidity, solvency and deleveraging. For each of the three areas we will develop key 
performance indicators and comment the evolution of the selected time series. 
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The report is structured as follows: section II will present an overview of the MoU. We 
will list the measures required by the Troika and show which ones have been 
completed or changed according to renewed needs. Section III briefly describes the 
methodology of our work, such as data used, sources and structure of the work. 
Section IV presents the key performance. 
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III. Methodology 

The proposed measures to address the banking and financial system stability in 
Portugal are divided into two groups. The first one contains all the measures to be 
taken to ensure liquidity and solvency of the banking system and conduct an orderly 
deleveraging of the economy. Within this group we also find special cases, such as the 
sale of the NOVO BANCO former (BES). The second group comprises measures related 
to enforce the banking supervision, monitor the progresses made under the directives 
of the program and create an appropriate resolution and restructuring framework for 
banks, corporates and households. For the first group the measures are the following: 
maintain liquidity in the banking system, support an orderly deleveraging of the 
economy, preserve financial sector stability, transfer the banking system pension fund 
to the social security fund, reinforce the deposit guarantee fund and address the 
Banco Portugues de Negocios and Caixa Geral the Depositos’ cases. The second 
subgroup includes: monitor bank solvency and liquidity, strengthen the banking 
regulation and supervision, strengthen the banking resolution framework, reinforce 
the corporate and households restructuring framework and monitor corporate and 
households indebtedness. 

In the present report we intend to cover the first three areas of the first subgroup: 
liquidity, deleveraging and solvency of the banking system. Our choice is moved by the 
fact that our final aim is to understand what is the impact of the IMF/EU/ECB program 
on the financial sector, and in turn how the restructuring process of the latter will 
affect the real economy through the credit channel. Thus, we will start assessing the 
liquidity of the banking system, particularly the deposit base and other sources of 
funding such as short-term debt securities. Banks by nature collect deposits in order to 
give loans, and the dynamics of the deposit base are crucial in understanding the 
potential business volume of banks. Then, we will shift to the deleveraging of the 
economy to understand at what speed the deleveraging process is occurring and which 
economic sectors are suffering the most from it. Last, we cover the solvency of the 
banking system through the analysis of the capital adequacy and profitability of 
Portuguese banks. 

Our work is almost entirely empirical, and thanks to the extensive amount of financial 
data we were able to gather a consistent amount of information. Given the nature of 
our project, we needed the data to be timely and accessible in official databases. Our 
main source of data has been the Bank of Portugal (BoP), which collects information on 
the shape of the banking and financial system on a monthly basis. For the bank-to-
bank analysis we used the financial reports of Portuguese banks, available at different 
frequencies. Some of our information also comes from the Bank for International 
Settlements (BIS). We also used financial information platforms such as Bloomberg and 
DataStream to collect financial information regarding stocks and bonds’ prices. The 
time horizon of our indicators covers more or less ten years of history, starting from 
January 2002 whenever possible. Thus, one can observe the behavior of the selected 
financial time series since the introduction of the Euro and see how the Portuguese 
banking system has passed through the 2008-2009 financial crisis and the latest Euro 
zone debt crisis. 
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III. Key Performance Indicators 

III.1 – Liquidity of Portuguese Banks 

 

The CDS 6 months is a good proxy to evaluate the risk of credit in Portugal, that is, 
for assessing the market access of Portuguese banks. 

Since the onset of the financial crisis CDS for Portuguese banks have increased, 
reaching their peak levels in December 2011, and started decreasing only after the 
first and second LTROs of the ECB. In the above graph we see that in 2012 the CDS 6 
months have dropped steeply with a continuous improvement in the next years. 

Chart 1.B.1 

 

Table 1.B.1   KPI Description 

Name CDS 6-months spreads 

Frequency Weekly 

Period Jan-201o – May-2015 

Objective Proxy for short-term financing conditions of Portuguese banks  

Unit Basis Points  

Formula 6M CDS of Portuguese debt 

Variable CDS 6-month levels of the Portuguese debt 

Sources Bloomberg 

Interpretation A decrease in the index signals better financing conditions and lower market- 
perceived default probability in a 6-months horizon for Portuguese banks  

Last Update May 2015 
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By the above graph we can clearly see that the latest developments in Greece did 
not affect the market confidence in the Portuguese debt, the 6M CDS present little 
to no fluctuation in the first quarter of 2015. 

Liquidity ratios 
 

There are two regulatory ratios that should be taken into account when assessing 
the liquidity requirements for credit institutions, namely the liquidity coverage ratio 
(LCR) and the Net Stable Funding Ratio (NSFR). 

The CRR envisages a liquidity coverage requirement the specifications of which are 
provided by the LCR delegated act adopted by the EU Commission (EC) on 10 
October 2014 for credit institutions. The liquidity coverage requirement is aimed at 
covering the net liquidity outflows under gravely stressed conditions over a period 
of thirty days by holding adequate liquidity buffers. The Liquidity Coverage Ratio 
(LCR) was revised by the Basel Committee in January 2013. With the goal of 
achieving sufficiency of the high quality liquidity assets to meet short-term liquidity 
needs under a severe stress scenario, it was regulated that the minimum 
requirement of LCR in the short-run should meet the following criteria:  

 
 
 
Year 2015 2016 2017 2018 2019 
LCR 60% 70% 80% 90% 100% 
 
 
 

On the other hand, the Net Stable Funding Ratio (NSFR) is also a relevant indicator 
of liquidity in the sense that it seeks to establish a minimum acceptable amount of 
stable funding based on the liquidity characteristics of an institution’s assets and 
activities (therefore, the probability of failure of the bank diminishes significantly)1. 
Regarding minimum standards, the Committee aims to transform the NSFR a 
minimum standard by 2018.  

 

By analyzing the main Portuguese banks considering both LCR and NSFR, a clear 
picture can be drawn about the overall stability in terms of liquidity of the 
Portuguese banking system. Considering Core T1 fully implemented rules BPI has a 
LCR of 124% and a NSFR of 99%. BCP´s LCR and NSFR are respectively 136% and 
114%. (CGD no information found). In a primary observation there seems to be no 
conflict with the regulation target in both the short-run and long-run, thus signifying 
no apparent liquidity problems of Portuguese major banks.  

 

                                                           
1 Following “Basel III: The Net Stable Funding Ratio”, Basel Committee on Banking 

Supervision, 2014 
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The Portuguese banking system should continue to monitor the evolution of the 
liquidity requirements and the fact that some areas may deserve further 
investigation: banks would be required to make some adjustments to their business 
models, especially those banks focusing on auto and consumer credit and pass-
through financing;  

the general calibration may need a sensitivity analysis of the liquidity coverage 
requirements, as defined by the EU Regulation; 

the interaction between the LCR and the monetary policy; 

Drivers of the LCRs and strategies for adjustments since December 2011. The 
analysis should identify the major drivers of the LCR and the adjustment 
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mechanisms that have been used by the Portuguese banks since 2011 to comply 
with the LCR requirements;   

Interactions between the LCR, the NSFR, the LR and the capital ratios. The analysis 
should study the evolution of the interactions between the regulatory ratios and 
assesses how different strategies adopted by Portuguese banks with regard to balance 
sheet adjustments to comply with the LCR requirements affect the other regulatory 
ratios;  

Impact of the LCR on lending supply with a particular focus on SMEs. In addition of the 
impact of the LCR on the cost of lending and on the credit demand it should be 
developed a new insight into the impact of the LCR on the lending supply, including 
lending to SMEs.  
 

 
III.2 –Deleveraging of Portuguese Banks 
 

European banks have deleveraged by nearly €4tn in assets since the crisis and 
added €203bn in capital since July 2013. The Portuguese banks followed the same 
pattern raising capital and liquidity buffers in the last years. 

 

Regarding the Deferred Tax Credits (DTAs), there are risks of further domestic tax 

decreases, as per December´s cut from 23% to 21%, further eroding the capital base 

supported by government guaranteed DTAs. In addition, with regard to the RWA of 

resolution fund investment in Novo Banco, the loan exposures to the resolution 

fund is currently risk weighted 100%, however it could be regarded ultimately as an 

equity  stake in a financial institution  and there are risks that these exposures 

become an equity deduction.  
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III.3 – Solvency & Profitability of Portuguese Banks 

 

Following the recommendations of the Basel III committee, the banks had to 
restructure their capital reserves as well as their liquidity positions. These measures 
are mainly aimed to improve the banking sector's ability to absorb shocks arising 
from financial and economic stress. The requirements for each year are described in 

the following table. 

 

Since there was a transition period to Basel III, the definition of capital used in the 
stress tests have changed, using the common equity capital instead of the core tier 
1 capital. The difference is mainly on the deductions, which are operated. The EBA 
Core Tier 1 definition is based on the current concept of “total original own funds 
for general solvency purposes” whose calculation is provided in the revised 
framework on Common Reporting (COREP) from which hybrid instruments are 
deducted. Certain elements of the two definitions converge (this is the case for 
example for the deduction of goodwill). Other elements diverge (this is the case for 
example of the deductions of deferred tax assets or participations in financial 
institutions). Another example is that there is no adjustment applied to remove 
unrealised gains or losses from Common Equity Tier 1 under the Basel 3 definition, 
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whereas prudential filters are applied in the EBA definition. Both definitions are 
nevertheless very close in terms of positive elements of common equity (i.e. before 
applicable deductions and adjustments). In some ways, the Common equity tier 1 
definition may be considered as stricter for example because it requires the 
deduction of participations in financial institutions from Core Tier. On the other 
hand, it does not address issues such as deferred tax assets. The Basel 3 definition 
will be fully implemented only after the end of the transitional period 2018.    

III.3.A – Solvency 

The Portuguese Deposit Guarantee Fund (DGF) as of 2013 had €1.5bn of equity. On 
the top of the DGF, Portugal set up in 2012 a Resolution Fund (RF) with the primary 
aim of providing financial support for the implementation of resolution measures. 
Overall BPI and BCP´s contribution to both funds in 2013 stood at €8mn and €20mn, 
respectively. There is a risk of the RF incurring losses following the disposal of Novo 
Banco, expected to be closed in 1H2015, which could reduce the equity and 
translate into higher additional contributions from the banks, an important 
contingency to follow. 

 Chart 3.A.i 

 
Table 3.A.1   KPI Description 

Name Core Tier 1 

Frequency Quarterly 

Period Dec-2011 – Dec-2013  

Objective Measures the development of core capital compared to risk-weighted assets 
(credit, market and operational risk) 

Unit Ratio 

Formula Core capital / risk-weighted assets 

Variable Core Tier 1 ratio of each bank 

Sources Quarterly reports of BCP, BES, BPI and CGD 

Interpretation A Core Tier 1 of above 10% in Dec 2013 is sufficient to fulfill the criteria set by 
the Bank of Portugal 
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dez/11 mar/12 jun/12 set/12 dez/12 mar/13 jun/13 set/13 dez/13

BCP 9,30% 9,20% 12,10% 11,90% 12,40% 12,10% 12,50% 12,70% 13,80%

BPI 9,20% 9,40% 14,50% 14,80% 15,00% 15,00% 15,30% 15,10% 16,50%

CGD 9,50% 9,60% 11,70% 11,80% 11,60% 11,50% 11,30% 11,40% 11,50%

BES 9,20% 9,40% 10,50% 10,70% 10,50% 10,50% 10,60%
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Last Update December 2013 

 

Chart 3.A.ii 

 

 
 

Table 3.A.2   KPI Description 

Name Common Equity Tier 1 phased in 

Frequency Quarterly 

Period Mar-2014 – Mar-2015 

Objective Measures the development of common equity tier capital compared to risk-
weighted assets (credit, market and operational risk) as if the 2019 rules were 
applied 

Unit Ratio 

Formula Common Equity Tier 1 capital / risk-weighted assets 

Variable Common Equity Tier 1 ratio of each bank 

Sources Quarterly reports of BCP, BES, BPI and CGD 

Interpretation A Common Equity Tier 1 ratio above 8% in 2016 is sufficient to fulfill the criteria 
set by the EBA 

Last Update March 2015 
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Chart 3.A.iii 
 

  
 

Table 3.A.iii   KPI Description 

Name Common Equity Tier 1 fully implemented 

Frequency Quarterly 

Period Mar-2014 – Mar-2015 

Objective Measures the development of common equity tier capital compared to risk-
weighted assets (credit, market and operational risk) as if the 2019 rules were 
applied 

Unit Ratio 

Formula Common Equity Tier 1 capital / risk-weighted assets 

Variable Common Equity Tier 1 ratio of each bank 

Sources Quarterly reports of BCP, BES, BPI and CGD 

Interpretation A Common Equity Tier 1 ratio above 4,5% in 2016 is sufficient to fulfill the 
criteria set by the EBA 

Last Update March 2015 

 
 

The EBA and the ECB (for the Euro Area) last year published the results of the EU-
wide Stress Test exercise. In order to assess the resilience of the banks to adverse 
economic developments the EBA conducted a EU-wide stress test incorporating the 
3 major Portuguese banks. The assessment was done in terms of transitional CET1 
ratio and fully loaded CET1 with a capital hurdle rate of 8% CET1 for the baseline 
scenario and 5,5% for the adverse scenario. 

 

Using the transitional criteria the only bank the 2015 1Q ratios present reasonable 
results for BCP, BPI and CGD, signalling a compliance with the 8% hurdle rate set for 

mar/14 jun/14 set/14 dez/14 mar/15

BCP 8,40% 10,10% 10,20% 8,90% 9,90%

BPI 9,70% 9,90% 9,80% 8,60% 9,10%

CGD 9,70% 10,70% 11,10% 10,20% 10,30%
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next year. The 2015 1Q ratios under fully loaded scenario still show improvement 
and signal the compliance of the 8% hurdle of 2016. 

We can conclude that the four banks of the Core Group have taken measures in 
order to increase or at least maintain the ratio. Regarding BCP, it successfully 
boosted the CET1 ratio from 8.9% at 2014Q4 to 9.9% at 2015Q1. The bank just 
announced an asset sale of the asset management business in Portugal for €16m 
and further rationalisation may be expected ahead. The moment of the repayment 
of the €750m of State CoCo’s is also an important to take into account. In addition, 
the ability to merge or acquire other banks under the current EU Commission/DG 
Competition agreement in place and the State CoCo’s of €750m to repay is another 
aspect to consider. 

However, it is also important to analyze how the ratios have been met. To check the 
evolution of the risk-weighted assets (RWA) and the risk-weighted assets over total 
assets. This evolution is important in a context of significant deleveraging process 
and decreasing of credit asset quality. 

Chart 3.A.iv 

 

Table 3.A.4   KPI Description 

Name Total risk-weighted assets (RWA) 
Frequency Annual 

Period 2011 – 2015 

Objective Measures the evolution of risk-weighted assets 

Unit End-of-period outstanding amounts in EUR mn 

Formula End-of-period outstanding amounts of each bank 

Variable Risk-weighted of each bank 

Sources Annual reports of BCP, BPI 

Interpretation An increase of RWA implies higher exposure to riskier assets 

Last Update 1Q 2015 
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The EBA is currently reviewing the consistency of RWAs across EU banks, and the 
ECB/SSM is planning a comprehensive assessment of the RWA internal models of 
the banks for the Euro Area. 

Chart 3.A.v 

 

Table 3.A.5   KPI Description 

Name Total risk-weighted assets (RWA) over total assets 

Frequency Annual 

Period 2011 – 2015 

Objective Measures the evolution of risk-weighted assets over total assets 

Unit Ratio 

Formula End-of-period outstanding amounts of each bank 

Variable Risk-weighted over total assets of each bank 

Sources Annual reports of BCP, BPI 

Interpretation A higher ratio implies more risk on the total asset of the bank 

Last Update 1Q 2015 

(2015 1Q) Considering the effects of the Law n.º 61/2014, that established a special regime for the 

deferred tax assets, with the Notice n.º 3/95 from Bank of Portugal. 

EU banks have also increased capital ratios by reducing RWAs. We present an 
evolution – since the Basel III came out – of the Risk Weighted Assets (absolute 
value) in the 2 current main banks in Portugal (the objective was to also include 
Caixa Geral de Depositos, but due to lack of data such was not possible). Also, for a 
better understanding of this evolution, we did the RWA’s of the banks in relation to 
its total assets, meaning that a decrease in RWA’s is only significant if total assets 
are kept constant (or increase). 
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Deferred tax assets are created due to taxes paid or carried forward but not yet 
recognized in the income statement. This asset helps in reducing the bank’s future 
tax liability. However, DTAs have a significant importance in the capital (for BCP and 
BPI around 40% and 20% of Core Tier 1 capital, respectively). 

 

Basel III rules will deduct some DTAs from capital. That is, in the future due to the 
BASEL III agreements will have a weight of 100% in the risk weighted assets. So in 
the near future DTA’s will have no effect on the CET1 ratio. Some European 
governments have passed laws allowing banks to convert them into tax credits, 
which will not be deducted.  

Chart 3.A.vi  

 

 

Table 3.A.6   KPI Description 

Name Deferred Tax Asset 

Frequency Annual 

Period 2004 – 2014 

Objective Measure the evolution of the DTA’s 

Unit Millions € 

Formula End-of-period outstanding amounts of each bank 

Variable DTA’s of each bank 

Sources Annual reports of BCP, BPI and CGD 

Interpretation A higher value means more taxes carried forward but not yet recognizes in the 
income statement 

Last Update Dec 2014 

 

European Commission and regulatory uncertainty is unhelpful and consensus is that 
DTAs are too significant to be removed completely owing to political and economic 
ramifications. Nevertheless, the EU Commission State Aid investigation and EBA and 
ECB/SSM talk about harmonising capital rules create some uncertainty. 
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We are using long-term DTA’s since this type of assets have inherent a greater risk 
in the long-term opposing to the near future, because if the bank needs to recover 
capital through its assets, it’s not possible to do it with this type of assets. 

Chart 3.A.vii 

 

 

Table 3.A.6   KPI Description 

Name Deferred Tax Asset over total equity 

Frequency Annual 

Period 2004 – 2014 

Objective Measure the evolution of the DTA’s over total equity 

Unit Millions € 

Formula End-of-period outstanding amounts of DTA over total equity of each bank 

Variable DTA’s over total equity of each bank 

Sources Annual reports of BCP, BPI and CGD 

Interpretation A higher value means more taxes carried forward but not yet recognizes in the 
income statement compared to the total equity 

Last Update 2014 

 

 

Regarding the year of 2011, the increase in BPI ratio was both because DTA’s more 
than double it and because total equity also decreased for less than half of what it 
was. In 2013, the BCP DTA’s slightly increased, but the main reason of the increase 
of the ratio was the decrease in total equity. 

It is possible that a number of changes to DTAs rules in Portugal may happen in 
future in order to harmonise them to other European jurisdictions and help to 
confirm them as high quality arms-length capital, currently still unclear. A possible 
evolution may be the introduction of an equity dilution mechanism for loss making 
years incentivising banks to reduce DTAs faster. This also creates an arm´s length 
cost if ever the government´s guarantee is triggered. In Portugal, banks have had to 
obtain shareholder approval to enter the government DTA/DTC scheme owing to 
the equity dilution terms. The equity dilution mechanism works as follows, future 
annual P&L will trigger equity conversion rights for the government, based on 
converting a portion of the scheme DTCs into tax credits, using the ratio of the 
annual net loss divided by the equity base multiplied by 110%. Regarding the 
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supervisors, the effect may appear via Pillar 2 qualitative adjustments and may 
include a limitation of payouts for banks with high DTAs until this aspect improves 
or, more drastically, simply exclude from CET any DTAs relying on earnings over, for 
instance, 5 years. These possibilities would have negative impact on banks and 
should be monitored. 

 

 Impact of removal of DTA on 

2015 CET1 (€ mn) 

Impact of removal of DTA on 

adj. 2015 CET1 / RWA (%) 

BCP -1,535 -3.5% 

BPI -108 -0.6% 

Source: KBW 
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In terms of weight taken in the totality of the loan portfolio, in gross terms, until 2006 
nonperforming loans (NPL) had a smaller default rate than the Euro Area. Actually, in 
the year 2005, Portugal´s default rate was at 1,5 percentage points vis-à-vis Europe’s 
2,0%. Until 2010, it is noticeable that a great discrepancy began and consequently the 
default rate in Portugal greatly overshoot Euro Area’s one. The most significant 
difference was registered in 2014, when Portugal default rate was 10, 83% against 
Europe´s 5, 26%. Nonperforming loans persisted in Portugal maintained in 2014 the 
same figures (11%) of 2013, whereas the Euro Area decrease from 6% to 5% 
respectively.   
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By analyzing the main Portuguese banks singularly by their nonperforming loan 
ratio in 2013 and 2014, we can conclude that Millennium BCP is characterized by 
having the highest nonperforming loans ratio relative to total loans given, more 
specifically 11% and 11,50%, respectively. On the other hand, BPI respective ratio was 
3, 60% in 2013 and 3, 80% in 2014. 

Overall, there was a slight rise of nonperforming loans ratio relative to the 
corresponding years, where the average increase was about half a percentage point. 

 

When considering the Nonperforming Loans (NPL) divided by sector in Portugal, it can 
easily be seen that not only the trend has been constantly positively sloped, but has 
also been exhibiting an exponential increase in practically all sectors.  

In 2014 besides the “Other activities” case (that reaches 43,70%),  the 
particular case of “Electricity, gas, steam and air conditioning supply; water supply; 
sewerage, waste management and remediation activities” is the sector where the 
increase in loan’s default was more deeply felt, achieving 29 percentage points. 
Following the same pattern, “Real Estate activities” and “Construction” achieve 21, 30% 
and 16, 5%, respectively.  

On the other hand, the manufacturing sector seems to be the one representing 
less risk in terms of default (1, 5%), followed by “Wholesale and retail trade; repair of 
motor vehicles and motorcycles” (6%).From 2012 to 2013 the annual average growth 
rate of NPL on the overall of the sectors reaches its highest (approximately 4%) and the 
annual average on NPL of all sectors departs from 1, 51% in 2006 to 13, 86% in 2014. 
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III.3.B.2 – Coverage Ratio 

The Impairment Reserve Coverage Ratios, i.e. the provisioning for credit at risk, 
were also analyzed. In the meantime, we are able to present data for all four banks. 
However, CGD only presents its coverage ratio on an annual basis in June. In line 
with the Credit at Risk ratio above, BCP has the lowest while BPI has the highest 
Coverage ratio. On the upside, BCP was able to strengthen its ratio to a level above 
50%. We will be looking forward to analyzing CGD’s data when published. 

Chart 3.B.2.i 
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Table 3.B.2.1  KPI Description 

Name Coverage for credit at risk 

Frequency Quarterly 

Period Dec-2011 – Mar-2013 

Objective Measures the coverage for non-performing loans at each other monetary 

financial institution 

Unit Ratio 

Formula Coverage / non-performing loans 

Variable Coverage ratio in % 

Sources BCP, BES, BPI, CGD 

Interpretation A higher coverage ratio enhances the institution to absorb losses due to the 

downside risk in Portugal 

Last Update June 2013 

 

A higher ratio allows the bank to better absorb credit losses and is essential as 
downside risks still prevail given the banks’ exposure to sovereign risks and the risk 
of falling collateral values. However, the risks on the private household side seem to 
be manageable, given the fact that Portugal has not experienced a housing boom in 
the past. 

While BES’s and BPI’s figures remain stable, we can see a slight upward trend for 
BCP. Nonetheless, we will keep observing these data, especially BCP which has a 
Credit at Risk ratio considerably above 10% and the lowest Coverage Ratio. 
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III.3.C – Profitability 

IV.3.C.1 – Loans and Deposits 

Chart 3.C.1.i 

 

 

Table 3.C.1.1  KPI Description 

Name Total Loans over Total Deposits 

Frequency Annual 

Period 2004 – 2014 

Objective Measures the amount lent compared to the deposits 

Unit Percent 

Formula Total loans over total deposits of each bank 

Variable Loans over deposits ratio 

Sources BCP, BPI, CGD 

Interpretation Higher values signal a higher leveraging of the bank 

Last Update 2014 
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Chart 3.C.1.ii 

 

Table 3.C.1.2  KPI Description 

Name Loan Growth 

Frequency Annual 

Period 2004 – 2014 

Objective Measures the amount lent compared to the deposits 

Unit Percent 

Formula Total loans minus total loans of the previous period over total loans of the 

previous period. 

Variable Total loan growth 

Sources BCP, BPI, CGD 

Interpretation Positive values measures a growth in loans  

Last Update 2014 
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III.3.C.2 – Net interest income and operating income 

Chart 3.C.2.i 

 

Chart 3.C.2.ii 
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Table 3.C.3.1&2  KPI Description 

Name Net interest income & operating income 

Frequency Annually 

Period 2004 – 2014 

Objective Both a measures of banks’ profitability. It shows how well the bank is able to 

generate profits. 

Unit Percentage, Millions € 

Variable EBIT, Net Income, Total Assets, Equity 

Sources BCP, BPI, CGD 

Interpretation A higher net interest income means a better turn over from the deposits. 

A higher operating income means more profitability before taxes. 

Last Update 2014 

 

III.3.C.3 – Market Capitalization 

The problems and concerns in the Portuguese banking system are also reflected by 
the evolution of the financial markets. In the following graph, we show the monthly 
changes in prices for the two major listed Portuguese banks, namely BCP and BPI. 
We can observe market evolution has not been favourable for BCP who registers no 
relevant gains, on the other hand BPI stock prices has been on the rise since 2012 
with a steep drop in the end of 2014 but bounced back right away in 2015, most 
probably due to an OPA from the Spanish bank CAIXABANK. 

Chart 3.C.4.i 
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Table 3.C.4.1  KPI Description 

Name Market Capitalization 

Frequency Monthly 

Period Dec-2006 – Mar-2015 

Objective Measures the Changes in Prices of listed Portuguese banks 

Unit Euros 

Variable Last Price 

Sources Bloomberg 

Last Update Mar 2015 
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III.4.D - Non-performing loans of NFC and mechanisms to solve it 

Deleveraging in Portugal for Public and Private Sector assumes huge proportions, with 
the private corporations’ level of debt corresponding to approximately 140% of GDP, 
as we can see in the two figures below. 

Chart 4.D.i 

 

Chart 4.D.ii 

 

 

This very high level of debt, allied to the current crisis, led lots of firms to face financial 
problems, given their poor performance due to the market conditions. The non-
financial enterprises’ situation caused an increase in the level of non-performing loans 
(NPL’s) which drastically affected the balance sheets from the banks, provided that not 

Source: Bank of Portugal 
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only the credit risk suddenly increased but also the banks were forced to declare 
enormous levels of imparities and losses due to the overdue loans. 

Chart 4.D.iii 

 

 

If we look for the private sector and divide it, we can see which the small and medium 
enterprises (SME’s) are the most exposed to the nonperforming phenomenon.  

Chart 4.D.iv 

 

The serious condition of banks requires the restructuring of the assets from the banks’ 
balance sheet. This is the “direct method” of action to improve the banks situation, but 
we can also think in an “indirect approach” to improve banks’ condition. This approach 
is linked to the goal of reduction of the credit risk of existent loans, and it is simply the 
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debt restructuring of non-financial enterprises, given that these firms are some of the 
main borrowers of banks. With this objective in mind, it were created by the 
Portuguese Government various tools in consequence of Troika’s recommendations. 
To analyze the efficiency of these tools is our next step.  

 

III.4.D.1 - BIR processes and Debt Restructuring Tools  

The graph below illustrates the evolution of the Bankruptcy, Insolvency and Recovery 
(BIR) processes of companies in the First Instance Judicial Courts from Jan. 2009 to Jun. 
2014. Two important trends stand out. On the one hand, the number of started BIR 
procedures that reached court, in the studied period, increased by 70%, which is quite 
significant and clearly reflective of the impact of the financial crisis. On the other hand, 
the number of ended BIR procedures is starting to exceed the quantity of the started 
ones. Similarly, the ratio of the number pending processes relative to the number of 
ended processes evolved from 1.26, in 2009, to a more optimistic value of 0.77, in the 
first semester of 2014. This seems to indicate that despite the growing number of 
bankruptcies, it seems that the judicial course is working more efficiently.  

Chart 4.D.1.i 

 

 

 

The positive evolution of the BIR processes’ efficiency may on some degree be 
attributed to two debt-restructuring tools: PER2 & SIREVE3. In this section, the 
effectiveness of these processes will be analyzed, as well as recent reforms that 
affected both these tools.  

PER is a special process initiated in the 3rd trimester of 2012. It allows any 
debtor that is unable to honor his debts, but that is still in a situation of possible 
                                                           
2 PER = Revitalization’s Special Process (Processo Especial de Revitalização in Portuguese) 
3 SIREVE = Extrajudicial System of Firms’ Recovery (Sistema de Recuperação de Empresas por Via 
Extrajudicial in Portuguese) 
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recovery, to establish negotiations with his creditor(s). Both singular and collective 
persons can apply for this program. The negotiation process is complex and time-
consuming. A judicial administrator mediates the discussion between debtor and 
creditor(s). It presumes that a recovery plan will be activated and approved by a judge. 
This process has costs and has no guarantee of being approved. To be noted that in the 
2nd trimester of 2014 the average duration of PER was about 160 days and only 50% 
of the cases ended by mutual accord between the parties. 

Chart 4.D.1.ii 

The SIREVE is also a program created by the middle of 2012, like PER, but this 
one is only disposable for companies. It is an extrajudicial program of revitalization 
whose main goal is to recover firms under financial difficulties in a more efficient way. 
This program allows firms to try to reach an agreement with their creditors without 
the necessity to go to a court, with the accompaniment of IAPMEI4 during all the 
process. It’s this institute that coordinates all the process of negotiations between the 
debtor and its creditors.  

From the total of 406 companies that presented their restructuring processes 
from the starting point of the SIREVE until 30 June 2014, 84% were micro and small 
firms, a fact directly related to the weight of these type of firms in the overall 
companies’ distribution in terms of dimension. 

 More important than that is to note a situation that explains the necessity of 
promote early corporate debt restructuring: the big difference between the Total 
Liabilities of the companies when they applied to SIREVE and their Business Volume at 
the same moment that corresponds to 206,183,000€. 

 

 

 

                                                           
4 IAPMEI = Institute of Support to SME and to Innovation (Instituto de Apoio a Pequenas e Médias 
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Total Liabilities and Business Volume of Companies under the SIREVE 

Variables Business Volume (€) Total Liabilities (€) Difference 

Total 909,370,885 1,115,553,885 206,183,000 

Average 2,239,830 2,747,670 - 

Maximum 187,739,775 71,800,288 - 

Minimum 0…. 1 - 
Source: IAPMEI 

kd 

 Table 4.D.1.1 

 
 

 

From the total of processes in SIREVE in the period analyzed below we sadly 
verify that the majority has an end without agreement. One can think the program 
failed its goal of to help firms, but we need to think what could be this number without 
this tool, and probably would be lower.   

Chart 4.D.1.iii 

 

Taking into account the second quarter of 2014 the average duration of SIREVE 
processes was about 198 days. 

Obviously, the existence of these debt restructuring tools is good but it exits 
space to improve, mainly in the factors that lead to the poor outcome from the 
majority of the negotiations. One of the factors, essentially related with SIREVE, is the 
fact of some firms come to this program already in a situation of default. In February 
2015 changes to the programs were done to avoid this possibility. These changes are 
also connected to the desired implementation of an early warning system for firms 
with high probability of default, in order to reach an early debt restructuring that could 
avoid the default risk. 

 

III.4.D.2 - Early Warning System 
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Portugal is in a process with the objective of create an econometric model for 
the identification of default risk of non-financial firms by analyzing some indicators of 
the Portuguese firms. The existence of this kind of model will allow to prevent 
corporate debt overhang, by advising companies at risk to go ahead and start a 
restructuring process as soon as possible. 

 A system like this needs to analyze the balance sheets and the profit & losses 
statements of firms and also need to analyze their financing capacity. The early 
warning system should be resilient to resist to changes in the accounting recording 
rules, and this is a huge challenge (Appendix 1). 
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III.6 Financing Small and Medium-sized Enterprises  

It is meant to jump-start economic growth by ‘printing money’ that should boost asset 
prices, bank lending, consumer confidence and growth. Because QE keeps interest 
rates low savings will also grow slower than usual. This will act as a catalyst for private 
investments as the lower yield rates lead to more lending and borrowing which in turn 
leads to more consumer spending due to higher asset values, rendering people better 
off, and thus with more money to spend on consumer goods and services. 

The way QE will work is the European Central Bank buys small amounts of private 
debt, like corporate bonds. Purchase is aimed at improving conditions in capital 
markets, making it easier for smaller firms to finance themselves and raise money. 
Also, as asset prices rise, those selling assets have more money in their bank accounts, 
which in turns leads the banks to have more funds and availability to increase 
spending. Which in turn supports lending and investment. 

Problems, however, arise as the banks are still trying to repair their financial situations 
to a possible stability. So the ECB will be buying assets other than from banks as well. 
Perceptions of the economy bettering will ideally boost consumer confidence and 
spending. 

Portugal has adopted a number of measures to facilitate lending to viable companies, 
but financing conditions remain difficult, particularly for SMEs, and the range of 
financing alternatives for the corporate sector, other than bank-based finance, remains 
limited. SME managers need to be independently educated on the alternatives to 
bank-financing, such as shadow banking platforms, including the ever increasing 
crowd-funding, venture capital and hedge funds. The lack of information the SMEs are 
faced with limit their power during negotiation rounds, allowing them to face higher 
rates and worse loans. This increased competition between finance providers would 
only benefit the economy as the banks would not be able to present such high interest 
rates for SMEs. This education can be executed by such institutions as the 
Development Financial Institution (DFI) mentioned below in this report. 

QE will aim to improve asset quality, as stated earlier. Will be rough to find 60 billions 
worth of securities and debt to buy every month, ECB must tread carefully, this will 
lead them to stray a bit from their initial objective of buying back in proportion with 
the capital invested in the ECB by each state. Will be scarcity of debt to buy, especially 
if there is competition from other banks looking to buy European securities. 

SME lending was at an all time low in 2014 due to the stress tests the Eurozone banks 
were subjected to: The stress tests led to banks trying to quickly deleverage 
themselves which subsequently meant less corporate lending. Corporate lending has 
been decreasing since July 2012 and while banks remain willing to give out loans, the 
companies they wish to lend to don’t actually need the cash or can finance themselves 
elsewhere. SMEs, however, do need the cash and seldom have access to it due to the 
banks being risk shy and their risk adjusted pricing. With SMEs representing two thirds 
of the workforce in the Eurozone. According to the Survey on Access to Finance 
Enterprises, published in November 2014, deleveraging has halted somewhat in the 
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Eurozone, which is an extremely positive sign when it comes to corporate lending. 
SAFE states that in the period from April to September 2014, only 11% of large firms 
are deleveraging themselves, as opposed to 13% of these same firms in the previous 
period. 

Albeit, the Survey on Access to Financing of Enterprises states that access to finance is 
still an extremely pressing issue in many of the Eurozone’s economies; Portugal is one 
of these states as 17% of SMEs state access to finance as their main issue. This is 
alarming because the value is far above that felt in nations such as Germany and 
Austria - 9% and 7%, respectively. 

Realistically, Foreign Direct Investment has stagnated; according to the United Nations 
Conference on Trade and Development, Portugal ranked 26th in incoming FDI with 114 
million USD, whereas the CIA Factbook has it at the 38th place in 2013 with 121 million 
USD. The recent uptick is from the increase in privatisation. The country is very FDI-
friendly as it has some of the fewest restrictions between the OECD member states, far 
below the average of 0.07. In comparison, Poland, having a restriction rating of 0.07, 
has doubled its FDI in the period from 2007 to 2013. By remaining an open economy, 
limiting the regulation and increasing its skilled workforce, Portugal will undoubtedly 
see the value of FDI increase as the European and global economy begin to stabilise. 
Recent uptick has evened out Portugal’s NIIP, positive for economy as more FDI make-
up of NIIP means more risk-sharing and subsequently a lesser burden on Portugal. 

 

In the above Graph 15, the countries are represented by the degree of difficulty in 
entering the economy; their restrictions in terms of foreign equity limitations, 
screening mechanisms and restrictions on foreigners as key personnel. The higher the 
number the more restrictions are present in that country’s economy. It’s possible to 
see Portugal is far below the OECD average of 0.07. 

 

The private sector will also be able to look for alternative financing, which has now 
come in the form of the Development Financial Institution (DFI) set up late last year. 
The DFI will support the private sector in making available both debt and equity 
options for funding. In fact, the DFI is not allowed to invest in the public sector or 
invest in public debt. This makes sure it won’t overlap with the QE and thus focus 
solely on the private sector. The DFI has been set up to promote efficiency in the way 
SMEs manage their assets and allowing for an effective access to funding, it addresses 
market failures and finances only viable SMEs. 

 

The DFI will play a crucial role in the aiding of SMEs with the business itself, the aim 
must be to provide better general business development assistance to reduce risk and 
increase returns, which in turn increases the viability of the firm. This often entails a 
detailed review and assistance with the business plan, which the DFI will be able to 
provide. Once developed, these firm will provide a lower investment risk than most 
other SMEs and not overburden themselves with extra costs in doing so as the DFI will 

                                                           
5 www.oecd.org - FDI Regulatory Restrictiveness Index 

Graph 1 - Restrictions on Market Entry 

http://www.oecd.org/
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front the money or preferably the knowledge. The sharing and developing of this 
viability method will become significantly more cost-effective and attractive to 
established financiers and consultants providing business development assistance to 
SMEs in other, more mainstream areas. 

 

Thus far, the DFI has been kept under a veil of secrecy, with the only knowledge 
emerging being of their somewhat vague objectives. These are to aid in “the 
management of financial instruments using the financing of the European structural 
funds and investment , including those relating to the Community Support Framework 
2014-2020”. The ability to battle fraud and the transparency mechanisms have yet to 
be illustrated, but there is still time. 

Furthermore, we find it necessary that the Portuguese government aid in the 
awareness of options for SME funding, such as the European Investment Fund (EIF). 
The EIF has recently received a $4bn endorsement from the European Investment 
Bank to be paid out during the next 7 years. The EIF does not fund SMEs directly, 
rather providing guarantees to financial institutions and support in the form of venture 
capital for the SMEs. The EIF prefers to finance tech-industry SMEs but every year it 
aids firms from all sectors. 

 

The EIF has aided 175,000 SMEs in the calendar year of 2014 alone, to the tune of EUR 
1.7bn committed into 74 funds and mobilising over EUR 8.2bn in support of SMEs6. 
The Fund increases the odds of SMEs being funded by guaranteeing part of the risks 
incurred by financial institutions in the form of loans or leases. 

From a theoretical point of view, according to basic Macroeconomic theory, as Public 
Expenditure rises, the production follows suit. However, in order to control the 
situation, interest rates will also rise, rendering the opportunity cost of holding money 
far greater than it was before, curtailing the potential production increase. This effect 
is called crowding out and it is what occurs when governments decide to expand their 
Public Expenditure. However, with the QE measures, the ECB allows the interest rate 
to return to its initial level (pre-boost in Government Expenditure) and thus increases 
the level of production back to the level it would be at without the interest rate 
correction. 

 

                                                           
6 http://www.eif.org/news_centre/publications/eif_factsheet_sme_en.pdf 

http://www.eif.org/news_centre/publications/eif_factsheet_sme_en.pdf
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The extra cash flooding the market has dropped the euro to a 12-year low (per cnbc) 
against the US dollar. This consequence will most likely lead to a boost in exports from 
Eurozone member states. This is a boon for private companies that have seen their 
exports fall as the euro became stronger in relation to the dollar. However, it is wildly 
predicted by experts that somewhere throughout the current year the euro and US 
dollar will reach parity. This stands to represent a great increase in Portugal’s exports 
to the US, a market with great relevance to Portugal, representing 4.42% of its exports. 
For example, the USA are the the second biggest importer of one of Portugal’s main 
exports - Natural Cork Articles7. The drop in value for the euro will also increase its 
exports to the UK and Japan as the euro reaches a 7-year low against the Sterling 
Pound and 2-year lows against the yen. The UK is the fifth largest export destination 
for Portuguese goods, currently representing 4.7% of exports8. 

 

As the Global economic landscape recovers, so will the Portuguese exports. In fact, 
they have been steadily rising over the last calendar year, as represented by Graph 29 
below. October 2014 marks the highest ever amount of products exported, at 4627 
EUR Million. 

 

In conclusion, a substantial portion of the SME sector may not have the security 
required for conventional collateral based bank lending, nor high enough returns to 
attract formal venture capitalists and other risk investors. This, of course, is because 

                                                           
7 http://atlas.media.mit.edu/en/profile/hs/4503/ - Observatory of Economic Complexity 
8 http://atlas.media.mit.edu/en/profile/country/prt/ - Top Five Export Destinations of 

Portugal 
9 http://www.tradingeconomics.com/portugal/exports - Portugal Exports 1950 - 2015 

Graph 2 - Portugal Exports 2013 to 2015 

http://atlas.media.mit.edu/en/profile/hs/4503/
http://atlas.media.mit.edu/en/profile/country/prt/
http://www.tradingeconomics.com/portugal/exports
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business lending as a whole is substantially more diverse and complex than personal 
and residential mortgage lending. This, coupled with the large size and inherently risky 
nature of many business loans, tend to limit the scope and desirability of financial 
institutions to part with their money. However, this trend is being reversed and the 
formal lending methods of banks and other financial institutions is now on the rise, 
due to many contributing factors. In a future scenario, chief among these will be the 
Quantitative Easing methods utilised by the BCE. Besides the bank loaning methods, 
there are many other options for SMEs to finance themselves, including DFIs and other 
funds such as the EIF. It is of great urgency that these be made aware to the SMEs in 
Portugal through the intervention of the Portuguese government, as not only the 
monetary aid but also the knowledge that comes with the intervention from these 
funds and experts allows for greater probabilities of funding. 
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IV. Appendix 

VI.1 – Early Warning System: technical analysis 

The Economics and Research Department of the Bank of Portugal (BoP) 
published a paper10 in 2012 presenting a scoring model for the Portuguese firms where 
the first steps being done in order to create a good econometric model for the default 
risk of firms are described.  

 The model presented has as main goal to evaluate the risk of the default of a 
non-financial firm and give an answer to the question: Is it expected which firm X 
enters in default in period t given its financial indicators from period t-1?  

Table 1.i 

Possible Results of the Scoring Model’s Estimation 

  
Estimated 

Non-Default Default 

O
b

se
rv

ed
 

Non-Default A 

B 

 (Type II 
Error) 

Default 

C 

(Type I 
Error) 

D 

  

 The model’s predictions are as good as the situation predicted for a specific 
firm fits the reality. The point is what is the threshold for the model classify a firm as 
defaulted or non-defaulted? If we change the strictness of the criterion, the number of 
firms considered as defaulted will change too. To determine the success of an early 

warning system, a key indicator could be 𝐿 =  𝜃
𝐶

𝐴+𝐶
+ (1 − 𝜃)

𝐵

𝐵+𝐷
, an indicator that 

takes into account the probabilities of a Type I Error (a Miss – the model predicts a 
non-default and the firm actually defaults) or a Type II Error (a False-Alarm – the model 
predicts a default and the firm does not actually defaults) to happen. 

  However the important idea is if a credit failure and a probable default are 
predicted by the model, the next step is to avoid this situation by advising the firm to 
start a restructuring process. 

 The scoring model uses as explanatory variables the main ratios used in 
financial analysis of firms, dummy variables for the deterioration/ improvement of 
these ratios and grouping variables regarding firm size and branch of activity. 

                                                           
10 Martinho, Ricardo; Antunes, António; “A Scoring Model for Portuguese Non-Financial Enterprises”, 
2012 
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 A model like this one could compile not only indicators of the firms’ financial 
situation but also macroeconomic indicators, allowing to relate the failure of 
enterprises with the macroeconomic environment, an approach that could reduce the 
necessity to do frequent reformulations of the model due to trends linked to the 
business cycles. This topic is appointed as an issue for future improvement because it 
necessary to have data of a long period of years. Thus, the model will not caught the 
impact of macro systemic variations which the explanatory variables used did not 
capture.  

 In turn, even with points to improve, the scoring model maintains its 
importance given that it allows to classify the non-financial Portuguese firms in their 
level of access to banks’ credit, side-by-side with their level of default risk, leading to 
the following observation related to the credit risk that it was picked up from the 
analysis by the authors: 

 “[…] the amount of credit granted to riskier firms is considerably high. Although this 
effect can be expected, as financial debt has a negative impact on the z-score, it is still 
worrying that the three deciles of highest risk accounted for about 60 per cent of the 
total portfolio in December 2011” 

Table 1.ii 

Credit Risk 

 

 

Source: “A Scoring Model for Portuguese Non-Financial Enterprises”, 2012 

 Other conclusion reached was that the results confirm some previous intuition 
we could have about the data: the higher the return on assets, the lower the 
probability of default (z-score) in the one-year horizon. The same is verified for sales 
volume and the liquidity ratio. 

Nevertheless, if we reach a good econometric model for Portugal, the next step 
should be to replicate it in the rest of European Union. And for that will be extremely 
important to go more steps forward in order to have a higher Accounting 
Normalization on the international field. Only with a similar accounting recording we 
could extrapolate to other countries the outcome of all this national effort.  
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III.5 Quantitative Easing Theory 

 

The monetary policy has consequences in three different markets: the money market, 
the labour market and the goods market. 

Quantitative easing: a level increase in the money supply 

This quantitative easing is made through the purchase of government bonds by the 
ECB. Some economists defend that the money is neutral, in other words, real variables 
do not change with changes in money supply, where the price level adapts 
instantaneously to this change keeping constant real interest rates and real wages. 

 

 

 

 

 

 

 

 

The graph above shows the relationship between money supply, money demand and 
the price level. Intuitively, the increase of money demand increases the price level  

However, it is observed money supply changes have real effects on economy. There 
are some non-neutrality macroeconomic models which we consider bellow. 

These non-neutrality models establish the interdependence among the three markets 
that characterize any society:  
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In the Current Labour Market graph, we 
assume workers make a choice between 
leisure and work. When real wages rise, 
they work more because leisure becomes 
more expensive and vice versa. 

In the Current Goods Market graph, we 
assume workers make a choice between 
consumption/investment and saving. One 
more time, it is logical that when people 
consume more the banks raise the real 
interest rates in order to capture capital 
and when people save more they decrease 
the real interest rates.  

The key element of this model is that 
workers have imperfect information in the 
short run. In theory, they have perfect 
information about their nominal wage, 
however, because it is harder to notice the 
evolution of the price level, they have 
imperfect information on this field. They 
misperceive an increase in their nominal 
wage as an increase in their real wage, 
being fooled to work harder – because 
opportunity cost of leisure increases. 

People perceive the real wage to be higher 
than it actually is, and this implies the 
labour supply curve shift rightward (1st 
graph).  

When the labour supply curve shifts to the 
right, the output supply curve also shifts 
to the right (2nd graph). In equilibrium, 
the output level increases from Y1 to Y2 
and the real interest rate falls to r2.  
Consumption increases as real income has 
increased and the real interest rate has 
fallen, and investment increases because 
of the decrease of interest rate.  

The money demand also increases (the demand curve shifts rightward) because real 
income has increased and real interest rate has 
gone down. The final effect is the increase of the 
price level from P1 to P2. 

 

The labour supply curve shifts to the left when 
the real interest rate falls (negative substitution 

Overall effects: 

 GDP rises (output) 

 Employment increases 

 Real interest rates decrease 

 Price level increases (BCE target) 
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effect – leisure less expensive) but it cannot decrease more than the rightward shift 
because since we know output must increase, and for that to happen employment 
must had increased.   

 

If, on the other hand, the ECB kept the nominal money stock at a fixed amount, the 
interest rate would have to fluctuate in order to balance out the market. This is not 
their objective, as the ECB wishes to lower the interest rates. 
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