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IMF CONDITIONALITY IN THE STAND-BY ARRANGEMENT 
WITH PORTUGAL OF 1978 (*) 

J. Silva Lopes (* *) 

1 - Introduction 

The change of the political regime in Portugal in April 1974, from a 
dictatorship which had lasted more than 40 years, was followed by a period 
of about one and half years of political turbulence and revolutionary economic 
transformations. That change had far reaching effects on the balance of 
payments, which was simultaneously hit by the first oil shock and by the effects 
of the decolonization of Angola and Mozambique. In face of the difficulties of 
external equilibrium which thus arose, Portugal concluded in May 1978 a stand
-by arrangement with the International Monetary Fund, covering the period of 
12 months up to March 1979. The improvement in the balance of payments 
during that period and in the following year went tar beyond the expectations. 
The current account deficit, which had reached US $1.5 billion, or about 9 % 
of GDP, in 1977, came down to US $826 million in 1978 and US $52 million 
in 1979. In spite of the size and the speed of that adjustment, the growth rates 
of GDP, of 3.4 % in 1978 and 4.5 % in 1979, exceeded the average of the 
European OECD countries during these two years (3.0 and 3.3 respectively). 

Yet there are also some less favourable aspects in the Portuguese 
stabilization experience: the improvements in the pattern of income distribution 
which had taken place just after the revolution were to a large extent reversed; 
the rate of inflation remained on average above 20 %; and the current account 
turned again into a large deficit in 1981, reaching about 10% of GDP, despite 
an increase of output of only 1 to 2 % in that year. The deficit of 1981 was 
a consequence of the second oil price shock, of the dollar appreciation and 
of the recession in the industrialized countries, but it also reflected the structural 
weakness which persisted in the economy and the partial return to inadequate 
short term economic policies. 

(*) Paper presented at the conference organized by the Institute for International Economics 
on IMF conditionality in March 1982, to be published by that Institute. 

(* *) Caixa Geral de Depositos. 
The author wishes to thank Messrs. Donald Syvrud, Vfctor Constancio, Hans Schmitt, P. de 

Fontenay and Mrs. T. Ter-Minassian for their comments. All the opinions and any errors are however 
the sole responsability of the author. 
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The present paper analyses in section 2 the buildup of the balance of 
payments c-risis during the period of 1974-77, in section 3 the main 
characteristics of the arrangement concluded with IMF in 1978, and in sections 
4 to 9 the most important instruments on which the policy package of that 
arrangement was based: exchange rate devaluation, reduction of import 
controls, increases in interest rates, overall credit ceilings, and ceilings to public 
sector borrowing from the banking system. 

The concluding section comments briefly on structural aspects of the 
economy and on the resurgence of balance of payments difficulties in 1981. 

2- The Balance of Payments Crisis of 1974·77 

During the 60's and up to 1973 the balance of payments of Portugal 
remained exceptionally strong. The current account balance had shown a 
surplus in every year of the period 1961-73, despite the rapid increase during 
that period, of both domestic demand and GOP at an average annual real rate 
of 7.0 %. 

TABLE 1 

Balance of Payments 

(Biions of us dolnl 

1973 1974 1975 1976 1977 1978 1979 1980 

Imports . . . . . . . .. . . . . . . . 2.76 4.28 3.61 3.94 4.53 4.79 6.18 8.61 
Exports ... . . . . . . . .... 1.86 2.29 1.94 1.81 2.00 2.38 3.55 4.59 

Trade balance . . . . .. -0.90 -1.99 -1.67 -2.13 -2.53 -2.41 -2.63 -4.02 
Touristic Receipts ... 0.55 0.51 0.36 0.33 0.40 0.59 0.94 1.15 
Emigrants'remittances ... 1.08 1.05 0.82 0.91 1.17 1.68 2.45 2.93 
Capital revenues (net) . .... 0.09 0.13 -0.01 -0.13 -0.18 -0.33 -0.44 -0.62 
Other services and transfers -0.47 -0.52 -0.32 -0.24 -0.35 -0.35 -0.37 -0.51 

Current balance ... . . . ...... 0.35 -0.82 -0.82 -1.26 -1.49 -0.82 -0.05 -1.07 
Capital balance ... . .... . . -0.02 0.19 -0.19 0.12 0.06 0.99 1.41 1.93 

Overall balance . . . . . . . . . . . 0.32 -0.63 -1.01 -1.13 -1.44 0.16 1.36 0.86 
Percentage of GOP 

Current balance .. . . . . . 3.0 -6.0 -5.5 -8.0 -9.2 -4.4 -0.02 -4.4 
Overall balance ..... ' .. 2.7 -4.6 -6.0 -7.2 -8.9 1.2 6.7 3.5 

Sources: Banco de Portugal. 

Such a favourable development was essentially due to the rapid growth 
of exports and to the spectacular increase in emigrants'remittances. The volume 
of exports of goods and services rose at an average annual rate of 1 0. 7 % from 
1961 to 1973, mainly as a consequence of the participation of Portugal in EFTA 
and of the dynamism of import demand in OECD countries. At the same time, 
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the outflow of Portuguese workers attracted by the booming conditions in the 
economies of Western Europe, produced such an increase of 
emigrants'remittances that in 1973 they covered 30% of total imports of goods 
and non financial services. 

In the beginning of 197 4 this situation changed abruptly and drastically. 
By an unfortunate coincidence, the Portuguese economy was struck by the 
simultaneous impact of three exogenous shocks: the first oil price increase; the 
revolutionary transformation of the political regime; and the independence of 
the former colonies in Africa. 

A large proportion of the worsening of the current account deficit in 197 4 
and 1975 was due to external causes. The terms of trade deteriorated by about 
18 % in those two years, causing a loss of approximately 6 % in the real 
purchasing power of GDP. In addition both the exports of goods and services 
and the remittances of emigrants were strongly affected by the international 
economic crisis of 197 4-75. 

As a consequence of the independence of the former colonies in Africa, 
their share in Portuguese total exports declined from 15 % in 1973 to 5 % in 
1976. More important however were the effects of the forced return to Portugal 
of more than 600 000 settlers from Angola and Mozambique. This sudden 
increase in population by about 7 % in the course of one year created serious 
difficulties for the balance of payments, for the budget and for the 
unemployment situation, because of the additional needs of food imports, of 
budgetary support and of jobs for the returnees. 

Private consumption ... 
Public consumption .... 

Fixed capital formation 
Stockbuilding (1) .... .. 

Domestic demand 
Exports ........ ...... 

Aggregate demand . .... 
Imports ... . . . . . . . ·. 

GDP at market prices .. 

TABLE 2 

Annual changes of national expenditure 

w-.~ 

1974 1975 1976 1977 1978 1979 

9.7 -0.9 3.5 0.6 0.4 1.7 
17.3 6.6 7.0 11.8 6.0 5.2 

-7.0 -11.3 0.8 12.0 4.0 -1.0 
5.0 -3.2 1.7 5.6 3.2 3.1 

6.0 -9.0 8.1 7.2 0.0 1.5 
-15.7 -15.6 0.0 5.9 14.6 28.0 

1.9 -10.2 6.9 7.1 1.9 5.5 
4.7 -25.2 3.4 12.0 -1.8 7.9 

1.2 -4.3 6.9 5.6 3.4 4.5 

Values in 1980 

-
1980 

Billions escudos 
at current prices 

4.5 889.4 
5.6 186.2 
9.0 252.5 
4.1 50.0 

6.1 1 378.1 
8.2 338.8 

6.5 1 716.9 
9.6 511.6 

5.5 1 205.3 

( 1) Changes in inventories at the prices of the previous year expressed as percentage of GOP of previous year. 

Sources: 

1973 to 1975 OECD - National Accounts of OECD Countries, Paris, 1979; 
1975 to 1980 Annual Report of the Banco de Portugal, 1980. 

143 



During the period of political instability from April 197 4 to the end of 1975 
several important economic and social transformations took place: banks, 
insurance companies and many of the largest enterprises of the manufacturing 
and transportation sectors were nationalized; most of the large farms in the 
southern part of the country were taken over by peasant workers; the trade 
unions, which had been severely repressed under the previous regime, became 
highly militant and achieved increases in wages, which from 1973 to 1975 
amounted to 93 % in nominal terms and to 25 % in real terms, despite the 
losses in per capita income which should have resulted from the deterioration 
in the terms of trade, the fall of output in 1975 and the influx of refugees; a 
severe system of price controls, designed to protect the purchasing power of 
wage increases, was imposed on a large variety of goods and services; many 
enterprises, includind medium and small ones, found themselves squeezed 
between tightly controlled prices and rapidly increasing costs of labor and 
imported inputs and, in order to survive, had to be intervened by the State or 
had to be run by groups of workers with State assistance; and the budgetary 
deficit of the administrative public sector rose to 5.5 % of GDP in 1975 (table 
7), reflecting mainly the objectives of income redistribution which led to 
important increases Qf .government consumption and government transfers. 

These changes had a considerable impact on the balance of payments. 
On the one hand, they produced, as it should be expected, substantial increases 
in private and public consumption, although they were largely offset by 
reductions in investment in fixed capital and in inventories, which have a high 
import content. On the other hand, there were important losses in the 
competitive power of Portuguese industries both in the domestic and in external 
markets, due to large wage increases and declines in productivity, which were 
not compensated by correspOnding adjustments in the exchange rate. 

To make the situation worse, there was also a large reduction of the 
remittances of emigrants, due to the situation of political instability, the lack 
of confidence in the exchange rate and the strongly negative real interest rates 
paid to time deposits, on which emigrants place a large proportion of their 
savings. Because of the same reasons, there are indications that capital flight 
increased enormously, in spite of exchange controls which could be easily 
circumvented by under-invoicing, over-invoicing, leads and lags and black 
markets. 

The effects of all these changes in the balance of payments are roughly 
quantified in table 3. The methods used for the calculation of the figures of that 
table are briefly described in the annex. 

In 1976 Portugal entered into a period of political stabilization. After the 
presidential and the parliamentary elections of that year, the democratic regime 
became fully normalized. The first priority of the government was to stimulate 
the recovery of the productive sector and to restore the economic and financial 
equilibrium of numerous enterprises which had been badly shaken by the 
troubles of the preceding two years. 
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TABLE 3 

Annual changes of the balance of payments on current account 

(Millions of doillnl 

1974 1975 1976 1977 1978 1979 1980 

Total. -1.17 o.oo -0.44 -0.23 0.67 0.77 -1.02 

External factors . . . . ' . -0.56 -0.19 0.34 0.24 0.27 0.09 -0.45 

Effects of price changes ...... . . . -0.58 -0.10 0.16 0.14 0.14 -0.11 -0.60 

In the imports of goods -1.28 -0.33 0.32 -0.10 -0.35 -1.07 -1.87 
In the exports of goods 0.56 0.01 -0.21 0.07 0.11 0.49 0.78 
In receipts from tourism ... 0.03 0.04 0.01 O.Q7 0."11 0.12 0.12 
In emigrants' remittances. 0.11 0.18 0.04 0.10 0.27 0.35 0.37 

Effects of volume changes. 0.02 -0.09 0.18 0.10 0.12 0.20 0.15 

Of. international trade of goods 0.00 -0.13 0.16 0.06 0.09 0.15 0.10 
Of. internacional tourism . -0.02 0.02 0.00 0.02 0.01 0.03 0.02 
Of. the number of emigrants 

abroad. 0.04 0.02 0.02 0.02 0.02 0.02 0.03 

Internal factors . . . . . . . -0.62 0.04 -0.75 -0.32 0.57 0.87 -0.26 

Effects of changes of the volume and 
composition of domestic demand 
on the volume of imports of goods -0.05 0.62 -0.49 -0.39 0.09 -0.03 -0.37 

Private and public consumption -0.14 0.01 -0.09 -0.03 -0.02 -0.05 -0.15 
Fixed capital formation . 0.05 0.10 -0.01 -0.11 -0.04 0.01 -0.12 
Stockbuilding 0.04 0.51 -0.39 -0.25 0.15 0.01 -0.10 

Effects of changes of competitiveness -0.57 -0.58 -0.26 0.07 0.48 0.90 0.11 

In the volume of imports ... -0.16 0.10 -0.17 -0.04 0.08 -0.0"1 -0.08 
In the volume of exports -0.18 -0.05 -0.08 -0.01 0.12 0.34 0.04 
In volume of receipts from 

tourism . -0.05 -0.21 -0.04 -0.02 0.05 0.19 0.07 
In the volume of emigrants' 

remittances . -0.18 -0.42 0.03 0.14 0.23 0.38 0.08 

Unclassified causes . . . . . . ..... 0.01 0.16 -0.03 -0.15 -0.17 -0.19 -0.31 

Interest on debts and other 
capital revenues 0.04 -0.14 -0.12 -0.05 -0.15 -0.11 -0.18 

Non specified services and trans-
fers . -0.03 0.30 0.09 ~0.10 -0.02 -0.08 -0.13 

Source: 

Silva Lopes (1982). 
For definitions, sources and methods see the annex. 
Volume changes in each year are expressed at prices of the preceding year. 
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The measures introduced with that objective included: the elimination of 
price controls or increases of controlled prices; the return of many enterprises 
to their former owners; the subsidization of firms which were facing greater 
difficulties of survival; the establishment of ceilings to wage increases; and the 
revision of some clauses of the labor legislation which had created great 
difficulties for employment. 

The expansion of domestic demand was an essential component of that 
policy of economic recovery. The overall budgetary deficit rose to 7 % of GDP 
both in 1976 and in 1977. Up to the middle of 1977 the interest rates were kept 
at very low levels and no effective limits were imposed on the expansion of 
bank credits, although many enterprises had difficulty in getting all the loans 
which they needed, because of problems of creditworthiness. 

The expansion of domestic demand produced the desired recovery of 
output (see table 2), but it was associated with enormous difficulties in the 
balance of payments. The current account deficit increased to about US$ 1 .3 
billion in 1976 and US$ 1.5 billion in 1977, corresponding roughly to 9 % of 
GDP. 

With less reflation the external deficits could have been lower, but it would 
have been more difficult to fight the crisis of the produtive activities and to avoid 
faster increases in unemployment, which in 1976 exceeded already 7 % of the 
labor force. Table 3 shows that the effects of the expansionary demand policies 
on the balance of payments resulted mainly from stockbuilding. The increases 
in inventories which took place in 1976 corresponded to an essential prerequisite 
for the recovery of the output of most productive sectors, since the stocks had 
been almost completely run down in the preceding period. In 1977 there was 
however some speculative accumulation of stocks. 

The figures of table 3 suggest also that the most important causes of the 
deterioration of the balance of payments in 1976 and 1977 are related, not to 
the expansion of domestic demand, but to the failure to recover the 
competitiveness lost both in the domestic and in external markets, and to attract 
a larger proportion of the emigrants'savings. In particular, if the exchange rate 
had depreciated earlier and faster both the balance of payments and the level 
of output would have gained, as it was confirmed by the experience of 
subsequent years. 

3- The IMF Stand-by Arrangement 

During the period from 197 4 to 1977 Portugal had little access to 
international financial markets, apart from short term bank borrowing in 1976 
and 1977. There was accordingly few alternatives to finance the large balance 
of payments deficits of those years but to draw heavily on the Central Bank 
reserves. The currency reserves which amounted to about 1 ,600 billion dollars 
at the end of 1973 had been almost totally spent by the last quarter of 1975. 
Since then and until the middle of 1977, the Bank of Portugal was forced to 
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pledge practically half of its gold reserves as collateral for loans obtained from 
the Bank of International Settlements and from several European Central Banks. 
From 1975 to 1977 Portugal drew SDR 274 million from the IMF under its gold 
tranche, the oil facility, the compensatory finance facility and the first credit 
tranche. In addition, some loans were received from the European Investment 
Bank, from the EFTA Industrial Fund, from the IBRD, and from various bilateral 
sources, mainly as export finance. In spite of all those loans, and of a substantial 
increase in short term borrowing from international private banks, Portugal was 
forced to sell 111 tons of its gold reserves, mainly in 1977 and 1978. 

The critical foreign exchange situation which thus emerged required not 
only a decisive effort of balance of payments adjustment but also considerable 
amounts of external loans, with maturities long enough to avoid the economic 
costs and the political risks of a shock treatment. Such loans were not available 
from international private banks and the IMF could contribute only with SDR 
57 million on each of the three upper credit tranches. Fortunately, Portugal was 
assisted by a consortium of 14 countries, which agreed in Paris, in June 1977, 
to grant medium term credits amounting to US$ 750 million. Several of those 
credits required, as their only condition, that the Portuguese authorities should 
negotiate a stand-by arrangement with the Fund in an upper credit tranche. 

The Fund arrangement was concluded in May 1978. The policy package 
established in the letter of intent, for the period ending in March 1979 followed 
closely the typical model of IMF programs (Letter of intent, 1978). It involved: 
ceilings on the increases of net foreign liabilities of the banking system; faster 
depreciation of the exchange rate; increases in the interest rates; ceilings on 
the expansion of overall net domestic bank credits; sub ceilings on public sector 
borrowing from the banking system; increases in some controlled or subsidized 
prices; restraints on wage increases; reduction in the surcharge on imports; 
and relaxation of quantitative restrictions on imports. 

However, the relative emphasis given to these different instruments was 
adapted to the particular circumstances of the Portuguese economic situation. 

The most important objective of the program was to reduce the current 
account deficit from US$ 1.5 billion in 1977 to US$ 1 billion during the 12 month 
period, ending in March 1979. The actual current account deficit in that period 
turned out to be only US$ 520 million. This result was achieved with a growth 
rate of GDP in 1978 of 3.4 per cent, instead of 2 per cent which had been 
forecast. 

The success of the program, proved by these figures, can be attributed 
to several factors. 

First, the international conditions were clearly favourable. The figures of 
table 3 and 4 show that both the effects of international price changes and of 
the growth of international demand were substantially positive. But the same 
had happened in 1976 and 1977, when the external deficits reached dangerous 
levels. 
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Second, the availability of the Paris credits made it possible to envisage 
a more gradual adjustment and to fix a target for the current account deficit 
requiring a less drastic contraction of domestic demand than otherwise would 
have been the case. 

Third, the program had judiciously recognized the scope for achieving a 
large part of the intended improvement of the balance of payments through 
expenditure switching policies. In consequence it put great emphasis in 
exchange rate depreciation and in increases in interest rates, although measures 
to restrain domestic expenditure were also considered. Some important 
measures involving the devaluation of the exchange rate and the increases of 
interest rates had already been taken before negotiation of the IMF program, 
especially when the crawling peg was introduced in August 1977, but that 
program required additional and faster depreciations of the exchange rate and 
higher interest rates. 

Fourth, the adjustments in the exchange rate and in interest rates were 
exceptionally effective because of a combination of specific circumstances 
which are not likely to be easily repeated in Portugal, and which included: the 
acceptance by the trade unions of large declines in real wages; the quick 
response of exports of goods and tourism to the exchange rate policy due to 
the high proportion of unused capacity in the export sector; and the large 
amounts of emigrants'remittances awaiting abroad for better conditions of 
transfer into Portugal. 

Finally, the Portuguese authorities applied less restrictive budgetary and 
credit policies than those which had been established in the program, in part 
because it soon became evident that exports and money demand were 
increasing much more satisfactorily than it had been projected. 

These factors and circumstances are explained in more detail in the 
following sections dealing with the main instruments fixed in the letter of intent: 
exchange rate and wage ceilings; import controls; interest rates; overall credit 
ceilings; and subceilings on credit to the public sector. 

4 - Exchange Rate Devaluation 

The effective exchange rate of the escudo depreciated by about 1 0 % in 
the course of 1976. However, the policy of unannounced gradual devaluation 
which produced that result had to be abandoned because, in combination with 
the low interest rates which then were in force, it soon led to speculative 
outflows of capital. 

In 1977, after a step devaluation of 17.6 % (expressed as the increase of 
the price of foreign currencies) an attempt was made to keep the effective 
exchange rate stable. However, the real exchange state (nominal exchange rate 
corrected by the ratio between consumer price indexes in Portugal and in her 
main trading partners) and the unit labor costs in manufacturing _(as determined 
by changes in wages, productivity and the exchange rate in relation to the main 
foreign partners and competitors) were still far less competitive than in 1973. 
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Besides inflationary expectations were strong and interest rates were kept very 
low. In such conditions the speculative pressures on the escudo remained 
unabated. 

When the foreign payments difficulties became particularly acute in the 
summer of 1977, additional exchange rate moves had to be contemplated. On 
the basis of recommendations made by a group of MIT advisers (see Dornbusch, 
1981 and Dornbusch and Taylor, 1977) and after consultations with IMF, the 
solution chosen by the Portuguese authorities was that of introducing in August 
1977 a system of crawling peg, with a preannounced rate of devaluation of the 
effective exchange rate of 1 % a month. That solution involved also a system 
of forward quotations of foreign currencies by the Bank of Portugal, based on 
the preannounced rate of monthly depreciations and on the forward quotations 
in the London foreign exchange market. 

The rate of depreciation of the crawling peg corresponded approximately 
to the projected differential between the domestic and the average OECD 
rates of inflation. 

The adoption of the crawling peg required the adjustment of the interest 
rate policy, in order to avoid speculative capital movements like those which 
had taken place in 1976. But at the same time it was feared that high interest 
rates would have undesired contractionary effects on domestic production. 
Given this conflict, there were some interesting discussions about the maximun 
differentials between domestic and world market interest rates, adjusted for the 
programmed exchange rate devaluation, which could be tolerated without 
providing incentives to capital outflows (Dornbusch, 1981 ). A compromise was 
finally adopted. On the one hand, it was decided to increase domestic interest 
rates, while maintaining a negative differential of the order of 3-4 % points 
between their level adjusted for the programmed exchange rate depreciation and 
the interest rates in the eurodollar market. Such decision was based on the 
assumption that, capital was not perfectly mobile and that consequently a 
narrower differential was not necessary. On the other hand, in order to avoid 
a higher interest rate increase, the monthly rate of depreciation of the exchange 
rate was lower than would be needed to achieve a rapid improvement of 
competitiveness. That improvement was obtained however by making an 
unannouced initial devaluation of 4 % in the course of the week preceding 
the introduction of the crawling peg. 

The new exchange rate policy restored confidence and it quickly eliminated 
speculation. However, in the negotiation of the stand-by program of May 1978, 
the IMF required two changes in the system. First, the rate of the monthly 
depreciation of the exchange rate was stepped up to 1.25 %, after a new 
devaluation of about 7 %. The purpose was to achieve faster gains in 
competitiveness. Second, the forward quotations were eliminated in order to 
avoid the dangers of losses to the Bank of Portugal if it proved necessary to 
accelerate the depreciation rate again in the future. These modifications were 
supported by new increases in interest rates of the order of 4 % points, which 
kept approximately the same differential vis-a-vis interest rates abroad. 
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TABLE 4 

Imports and exports of goods and tourism and emigrants'remittances 

Annual changes in volume and average unit values expressed in dollars 

ll'lmlrtages) 

1974 1975 1976 1977 1978 1979 

Imports of goods into Portugal: 

Average unit value ...... 45.3 11.0 - 6.7 1.9 7.8 20.9 
Volume. . . . . .... 6.5 -23.4 17.7 12.7 - 2.1 6.7 

Exports of goods from Portugal: 

Average unit value .. 28.8 3.2 -12.0 5.5 6.1 16.0 
Volume ...... ...... - 6.8 -15.8 5.0 5.9 12.0 28.6 

International trade: 

Average unit value of 
exports from OECD 
countries ............ 28.7 11.7 1.0 7.9 12.8 15.4 

Weighted average of the 
volume of imports into 
OECD, former Portuguese 
colonies and rest of the 
world ............... 1.6 - 6.4 10.3 4.9 5.7 8.0 

Tourism: 

Prices in Europe. ... 7.2 14.1 2.6 19.6 23.3 14.4 
Volume in Europe . - 4.8 6.4 1.7 7.9 4.2 4.5 
Volume in Portugal ...... -13.6 -39.4 -10.0 1.5 19.1 38.9 

Emigrants' remittances: 

Wages in countries of 
residence of the emi-
grants ............. 11.4 25.7 5.0 9.1 19.0 17.0 

Number of emigrants .... 4.9 3.1 2.0 1.6 1.2 1.2 

Sources: 

1980 

27.8 
9.0 

20.5 
7.1 

12.7 

3.9 

11.3 
2.3 
9.9 

14.5 
1.0 

Banco de Portugal, OECD Economic Outlook, OECD Statistics of Tourism, IMF 
International Financial Statistics. 

The new monthly rate of depreciation was in force for about one year, but, 
in face of the strengthening of the balance of payments and of a moderate 
decline in inflation, it was reduced to 1 % in April 1979 and to 0.75 % in July 
1979. 

This exchange rate policy was accompanied by a system of ceilings on 
wage increases imposed by the government, which implied a progressive 
reduction of real wages of about 17 % from 1976 to 1979. The combination 
of both policies produced a depreciation of the real exchange rate of about 
22 % from 1976 to 1979 and a reduction of the relative labor costs vis-a-vis 
a weighted average of industrial countries of 45 % (see table 5). 
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TABLE 5 

Annual changes of the effective exchange rate and of competitiveness (1) 

("""'""'-' 

1974 1975 1976 1977 1978 1979 

Effective exchange rate: 

In nominal terms - 2.3 - 3.3 - 9.1 -21.8 -21.1 -15.3 
In real terms (2) ....... 12.3 2.9 - 1.6 - 9.7 -10.0 - 4.0 

Labor earnings in manufacturing 
industries: 

In nominal terms ... 45.4 32.9 18.7 16.4 14.2 20.2 
In real terms .......... 13.7 10.3 0.5 - 8.7 - 6.4 - 3.2 

Relative labor costs in 
manufacturing industries (3) . 19.5 15.1 - 0.9 -22.6 -21.3 -10.1 

------

(') Changes of annual averages. 

1980 

- 3.5 
0.2 

25.7 
7.8 

5.4 

f) Nomina·! effective exchange rates corrected by the ratio between the increase of domestic consumer prices and the 
weighted average of the consumer prices in the main trading partners. 

(') Changes in the ratio between domestic labor costs (taking into account changes in productivity) and the weighted 
average of labor costs in the main trading partners corrected by changes in tne effective exchange rate 

Source: 

Banco de Portugal and OECD Economic Outlook. 

The effects of those changes on the balance of payments appeared with 
some lags, which are apparent from the comparison of the figures of tables 
4 and 5, but they exceeded all the expectations. The volume of exports of goods 
increased by 52% between 1976 and 1979, as against an increase of about 
20 % in external demand. On average the market shares of 1973 had been fully 
recovered in 1979 (see Schmitt 1981, Chart 1, p. 3). The improvement in receipts 
from tourism was even raster. On the other hand, the figures of table 3 suggest 
that in 1978 there was a significant reduction in the import content of domestic 
expenditure. 

In the light of these results, it is useful to review some of the issues raised 
in the discussions on exchange rate policy which took place in 1977 and 1978. 

One of the arguments was that most of the effects of the exchange rate 
depreciation would be dissipated in internal inflation after a few months, and 
that consequently the improvements in competitiveness would be only 
temporary. The changes of the real exchange rate and of relative labor costs 
show that this did not happen. But it must be recognized that if the trade unions 
had tried to incorporate fully the increases of domestic prices on their wage 
negotiations, the inflationary impact of the exchange rate devaluation would have 
been much higher and the positive effects on the balance of payments would 
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have been much weaker. Surprisingly, they accepted without great resistance 
the wage ceii'ings imposed by the government in 1976, 1977 and 1.978, in spite 
of the substantial declines in real labor earnings which such ceilings involved. 
That behaviour is explained partly by the fear of more unemployment and partly 
by the strategies of the political parties with greater influence on the trade 
unions. Also, the sharp increase of real wages in 197 4-1975 made it certainly 
easier for workers to accept their subsequent reduction. But it is not possible 
to count on similar reactions in all episodes of exchange rate devaluation in 
democratic regimes. 

The effectiveness of the exchange rate policy in the adjustment of the 
balance of payments was thus closely linked with its effects on income 
distribution. There is no doubt that devaluation was a main factor contributing 
to the decline of the wage share in national income. But it has been argued 
(Modigliani and Paddoa Schiappa, 1978) that with full employment output there 
is a unique warranted real wage consistent with external balance. If real wages 
exceed the warranted level the balance of payments or the level of 
unemployment or both will suffer. On the basis of this model, it has been 
remarked (Krugman and Macedo, 1981) that in Portugal the deterioration of the 
terms of trade and the increased supply of labor resulting from the arrival of 
returnees have reduced the warranted real wage and that consequently the 
decline in real wages was unavoidable, particularly after the unsustainable 
increases of 197 4 and 1975. These arguments are based on a model assuming 
that prices are fixed on the basis of a constant mark-up over costs. While this 
assumption may be disputed in a short term analysis, it appears realistic enough 
in a medium term framework. If this is so, a strategy of bringing the current 
account deficit to a sustainable level without reducing the real wages of 1975, 
would have implied enormous increases in unemployment. And the distributional 
inequalities would certainly be worse with fewer people keeping their jobs at 
higher wages than with more employment and lower real wages. 

Another issue which was lively discussed was that of the contractionary 
effects of devaluation. It was feared that the positive impact from devaluation 
on the production of export and import-competing industries would be dominated 
by the negative effects of lower real wages on domestic demand and by the 
deflationary effect of a probable increase of the balance of payments deficit 
expressed in domestic currency (Krugman and Taylor, 1978; Taylor, 1979, pp. 
55-59). 

The price increases caused by devaluation and the wage controls exerted 
in fact a depressive influence on domestic demand. In view of the decline of 
the wage share in national income and of the higher saving propensity of non
-wage earners, private consumption increased only 0.6 % in 1977, 0.4% in 
1978 and 1. 7 % in 1979. But the slowing down of private consumption was more 
than offset by the expansionary effect of the rapid rise of exports and, to a 
smaller extent, of import substitution stimulated by the exchange rate 
depreciation. As mentioned above, GOP increased by 3.4 % in 1978 and 4.5 % 
in 1979. 
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The main explanation for this favourable result is to be found in the quick 
response of exports to the depreciation of the real exchange rate and to the 
decline in relative labor costs. The pessimistic views about export-elasticities 
were very common but they were not borne out by the facts. However, it must 
be recognized that the results would have been different if there was not such 
large proportions of idle productive capacity in the export sector and if market 
shares abroad had not declined so much. The unused productive capacity was 
the result of the decline of 25 % between 1973 and 1977 in the volume of the 
exports of goods and services. 

5 - lmporf Controls and Export Subsidies 

The agreement with IMF required the elimination in three steps until 
October of 1979 of the 30 % import surcharge which had been introduced in 
1975 and modified in 1976. That surcharge, levied on imports competing with 
domestic production, covered about 30 % of total imports. Portugal was 
nevertheless allowed to keep a surcharge of 60 % on luxury goods, covering 
about 2 % of total imports, although it was established that the government 
should study alternative tax measures to replace it, beginning in 1979. Similarly, 
existing import quotas on a few consumer durables and non-essential goods 
were kept temporarily with the proviso that they should be reviewed in 1979, 
with a view to reducing or eliminating their restrictiveness. The letter of intent 
contained also the usual clauses of IMF arrangements under which Portugal 
could not introduce new import restrictions or intensify existing ones for balance 
of payments reasons. 

These provisions ran against the views of those who maintained that the 
tightening of import restrictions would be a better policy to improve the balance 
of payments than exchange rate devaluation and domestic demand contraction. 
It was argued that import controls would be more effective than exchange rate 
adjustments in shifting demand from foreign goods to domestic production. It 
was also argued that their inflationary effects would be much weaker than 
those of devaluation and that they would stimulate domestic production, thus 
avoiding the need of reducing real wages and improving the unemployment 
situation. 

Apparently, the views of those who supported an import control strategy 
were inspired on the proposals of the Cambridge Economic Policy Group with 
respect to Great Britain (Stallings, 1981 ). But even if it was accepted that such 
proposals are correct for Great Britain, it is highly doubtful that they could be 
valid for Portugal. Given the small size of the domestic market and the 
insufficient industrialization of the Portuguese economy, the structure of 
production covers a much smaller share of total demand than in the U. K., 
particularly as regards intermediate and capital goods. If the restrictions were 
concentrated only on those imports which could be easily replaced by domestic 
production, the savings of foreign currency would fall far behind the amounts 
needed to reduce the balance of payments disequilibrium to a sustainable level. 
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Moreover, since in the preceding years exports had fallen much more than sales 
in the domestic market, there was much more idle capacity in the export sector 
than in import-competing industries. The introduction of tighter import controls 
would therefore tend to be quickly reflected in higher prices rather than in higher 
output or employment. Such controls would in no way contribute to easing the 
crisis of export industries, whose production, in a country with the 
characteristics of Portugal, can only to a very small extent be shifted to. the 
domestic market. On the contrary, they would reinforce the bias against exports. 
In addition one should mention other usual arguments against quantitative import 
restrictions: the inefficiency in the allocation of scarce resources; the negative 
effects on income distribution resulting from the protection of monopoly positions 
in the domestic market, from the scarcity rents awarded to the holders of import 
licences, and from risks of corruption in the distribution of those licences; etc. 
Finally, apart from the position of the IMF agreement against the adoption of 
balance of payments strategies based on import restrictions, the links of Portugal 
with EFTA and the EEC precluded the recourse to such strategies. 

In spite of all these arguments against a generalized system of import 
restrictions, some specific controls deserve a special comment. 

To begin with, it is widely accepted that in a situation of foreign exchange 
scarcity the consumption of luxury goods with a high import content should be 
restricted. Of course heavy indirect taxes levied not only on imports but also 
on the domestic production of luxury goods are in principle the better solution, 
because they will not encourage the use of scarce foreign currency in importing 
inputs for the production of domestic substitutes for such goods. However, 
because of practical problems of implementation and supervision, surcharges 
and other restrictions against imports may be needed as a second best solution. 
As mentioned above, in the arrangement with the IMF, Portugal was allowed 
to keep on a temporary basis the 60 % surcharge on luxury imports and a few 
quotas on the imports of some less essential consumer goods. The most 
important difficulty in this regard has been that the heavy charges and the tight 
restrictions on the imports and on the domestic sale of luxury goods have 
strongly encouraged smuggling and the evasion of indirect taxes. 

Another area where there may be justification for controls is that of foreign 
currency expenditures by the government and public enterprises. The reactions 
of the public sector to devaluation tend to be much weaker than those of the 
private sector. On the other hand, the import content of the investments of 
public enterprises is usually very high in Portugal. The planning of such 
investments and of other public sector expenditures in such a way as to take 
into account the short term balance of payments constraints may be an effective 
method of reduci;,g the import content of domestic expenditure. This solution 
was discussed in Portugal (Dornbush and Taylor, 1977) but it was never 
implemented seriously, because of the shortcomings of the planning apparatus 
and of the pressures of special interests in the public sector. 

A strategy of import controls would require a system of export subsidies 
to offset the bias against exports resulting from those controls. But even in the 
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absence of import controls, it has been advocated that a system of export 
subsidies based on value added could support the effects of devaluation on 
exports, while at the same time reducing the negative consequences on inflation 
and real wages (Bruno, 1978). Even ignoring the financial difficulties which a 
system of export subsidies would create in face of the existing budgetary 
deficits, Portugal could not contemplate that solution on a large scale because 
of its links with EEC and EFT A. However the usual arguments for the protection 
of infant industries have special relevance with regard to the introduction of 
temporary export subsidies, based on value added, in a semi-industrialized 
country like Portugal, to help the development of new exports or the penetration 
of new foreign markets (Bruno, 1978). 

6 - Interest rates 

From 197 4 to 1976 there had been some increases in deposit and lending 
interest rates, but they fell far short from what was required in face of the 
existing levels of inflation and of the adjustment needed in the exchange rate 
(table 6). In August 1977 the introduction of the crawling peg was accompanied 
by a more substantial rise of interest rates. Thus, for instance, the interest rates 
on 6 month time deposits increased from 11 % to 15 %. As a result of the 
negotiations of the stand-by agreement with IMF those rates had to be further 
increased by 4 percentage points. In spite of such sharp increases, the interest 
rates remained moderately negative in real terms and, taking into account the 
projected devaluation under the crawling peg policy, their expected escudo 
yields remained lower than those of Eurodollar deposits (table 6). 

The effects of the interest rate adjustments on the balance of payments 
were quick and powerful. 

As explained in section 4 they were an essential component of the crawling 
peg policy. They improved the capital account of the balance of payments by 
eliminating a large part of the benefits expected from speculative capital 
outflows and by making foreign borrowing more attractive. 

But their effects on the current account were even more important. Part 
of the capital movements were in fact affecting the current account through 
the under-invoicing of exports, the over-invoicing of imports, the black market 
for tourist receipts and emigrants remittances and the accumulation of stocks 
of imported goods. In addition, the increase of interest rates. played an important 
role in stimulating the transfers of emigrants remittances which had been 
retained abroad, especially during the years of 197 4, 1975 and 1976 (table 1 ). 
The sharp increase of those remittances from 914 million dollars in 1976 to 1687 
million dollars in 1977 and 2246 million dollars in 1979 was a major factor 
behind the spectacular improvement of the balance of payments on current 
account in 1978 and 1979. 

The effects of interest rates on domestic financial savings were also very 
important. In the absence of a diversified supply of financial assets, those 
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effects were reflected mainly in the growth of time deposits. It had been 
expected that, given the persistence of inflation, the demand for broad money 
(M2), which had fallen from 96.9 % of GOP in 1975 to 80.8 % in 1977 would 
continue to decline, but what actually happened was that it rose to 81.2 % of 
GOP in 1978 and to 83.3 % in 1979. This increase of money demand reversed 
the trend of the previous years towards the replacement of domestic money 
assets by the accumulation of consumer durables, smuggled gold and foreign 
currency, all of which affected legally or illegally the current account. 

The contractionary effects of higher interest rate on the demand for credit 
and consequently on investment provided an additional important contribution 
to save imports. A substantial part of that effect was concentrated in inventory 
accumulation which, in volume terms, fell from 5.2 % of GOP in 1977 to 3.2 % 
in 1978 and 3.1 % in 1981 (table 2). 

The interest rate increases and the credit ceilings had also negative 
consequences on fixed capital formation, which at constant prices, increased 
by only 4 % in 1978 and declined by 1 % in 1979. But it may be argued that 
if interest rates had remained low, bank deposits would have grown much less 
and in consequence tighter credit ceilings to the expansion of domestic credit 
would have been necessary. Such ceilings would squeeze working capital and 
fixed investments even more than higher interest rates (Fry, 1976; Schmitt, 
1981). 

In any case, the deflationary effects of the increase in interest rates on 
fixed investments, which on average have a high import content, hefped the 
balance of payments. To the extent that the investments affected had a social 
rate of return below the interest rate, which remained negative in real terms, 
there was no serious loss. On the contrary, there was a contribution towards 
the rationalization of the selection of investments and towards the improvement 
of their productivity. There are however at least two cases to which this 
conclusion does not apply. 

One is that of the investments of the public sector, including the public 
administration and the public enterprises. The level and the composition of 
investments in the public sector are not very sensitive to the interest rate. They 
should therefore be regulated essentially by planning and careful project 
evaluation. Unfortunately, no substantial progress has been made in Portugal 
in this area. Some big projects of the public sector, with high import content 
and extremely doubtful rates of return, continued to be carried out during the 
period of balance of payments difficulties, largely on the basis of foreign export 
financing and of borrowing in international private capital markets. 

Another case, requiring special comment is that of the strongly adverse 
effects which high nominal rates of interest may have on long. term investments, 
because of the cash flow difficulties for borrowers, resulting from the element 
of real amortization included in the high nominal interest rates in situations of 
inflation. These difficulties tend to be specially acute in the financing of housing, 
a key sector from the point of view of sustaining the level of employment and 
one with a comparatively low import content. The authorities tried to reduce 
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those cash flow difficulties by two methods. One was that of interest rate 
subsidization of housing credits and long term industrial credits meeting some 
minimum standards of social profitability. The other, consisted in refinancing 
part of the initial interest rate payments. It may be said that the second solution 
corresponded to a disguised and incomplete indexation of the principal. 

TABLE 6 

Interest rates and money demand 

(Percentages) 

1974 1975 1976 1977 1978 1979 1980 

Interest rates in Portugal (1): 

6 month time deposits. 6.7 8.5 9.5 12.1 17.6 19.0 19.0 
6 month credits 7.5 9.3 10.0 13.3 18.8 20.0 20.0 

Changes in the price of the 
dollar (2) ... . . . . . . . . . . . - 4.8 11.2 15.3 26.3 15.4 8.8 6.0 

Interest rates in Portugal ex-
pressed in dollars (3): 

6 month time deposits. 12.0 - 2.4 - 5.1 -11.3 1.9 9.4 12.3 

Average 6 month interest rates 11.0 6.7 5.6 6.0 8.7 12.0 14.4 
in the Eurodollar market (1) 

Increase of consumer prices in 
Portugal (2) ..... 29.3 17.5 25.7 20.8 25.2 22.4 13.1 

Real interest rates in Portugal: 

6 month time deposits ... -17.5 - 7.7 -13.7 - 7.2 - 6.1 - 3.8 5.2 

Money demand as percentage 
of GOP (5): 

M, ... ......... 48.0 51.3 48.4 40.7 35.5 32.6 33.6 

M2 95.2 96.9 89.2 80.8 81.2 83.3 93.3 
-

(') Annual averages. 
(') From the beginning to the end of the year. 

(3) 1 + id = 
1 
+ ie where: id is the interest rate expressed in dollars; ie is the interest rate expresses in escudos; 

1 +Cd 

Cd is the increase of the price of the dollar. 
(4 ) Calculated on the basis of a formula similar to that of footnote (3). 
(') The average money stock for each year was calculated as the weighted. average of the values at the end of the last 

quarter of the preceding year and the four quarters of the year for which the calculation was made, with weights of 0.5, 1, 1, 
1 and 0.5 respectively. 

Source: 

Annual Reports of the Banco de Portugal and IMF International Financial Statistics. 
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7 - Ceilings to Overall Credit Expansion 

It is not easy to establish a comparison between the quarterly ceilings to 
the overall expansion of domestic credit established as a performance clause 
in the letter of intent and the actual outturn, because of adjustments introduced 
in the Portuguese monetary statistics. A rough idea can nevertheless be 
obtained about the compliance by the Portuguese authorities with that clause 
by mentionning that, according to the letter of intent, net domestic credit of 
the banking sector should not expand by more than 23 % of the initial money 
stock during the program year and that the actual increase was 29.6 %. The 
discrepancy is almost entirely due to the fact that bad debts were inadvertently 
classified outside the credit ceiling. The program had thus some unintended 
flexibility, provided by the transfers of loans under the ceiling, in which arrears 
had appeared, to bad debts. However, compliance by the Portuguese authorities 
with the credit ceiling in a strictly formal sense, i. e. leaving bad debts aside, 
was reasonably satisfactory. In fact, due to a system of monthly limits to credit 
expansion imposed by the Central Bank to each commercial bank, the increase 
in net domestic credit from March 1978 to March 1979 was 23.9 % of the initial 
money stock, as compared with 23 % under the ceilings. But it became clear 
after some months that, without the flexibility provided by the exclusion of bad 
debts, the full compliance with the ceilings would have resulted in serious 
difficulties for the productive sector which were not required by the balance 
of payments situation. 

As usual in IMF programs, the credit ceilings established in the stand-by 
arrangement with Portugal was a performance clause, in the sense that if they 
were not observed the quarterly instalments of the Fund loan could not be 
withdrawn. In spite of that, the role of such ceilings was certainly less important 
than in other Fund programs. It has been explained (Schmitt, 1981, p. 1 0) that 
in principle the interest rate and exchange rate policies established in the 
arrangement with Portugal should have been sufficient to produce the desired 
balance of payments results, but that, in view of the uncertainties concerning 
the efficacy of the instruments chosen, traditional limits on credit expansion 
were also deemed desirable as a fall-back position. 

There are several reasons why less weight was apparently attached to 
overall credit ceilings in the Portuguese case than in other IMF arrangements. 

First, the improvement programmed for the balance of payments was much 
less drastic than would be the case if Portugal had not received the Paris credits 
mentioned in section 3. It has been argued that in a country with substantial 
unemployment and substantial idle capacity like Portugal in 1977, the solution 
for the external disequilibrium should be based on the stimulation of additional 
savings from additional income, rather than on forcing down consumption to 
create savings, or reducing investment to the level of existing savings (Eckaus, 
1977). Such a solution would be more favourable from the point of view of the 
level of output and employment achieved, but it would only be feasible if very 
large amounts of external finance were provided. The Paris credits fell short 
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of those amounts, but without them a much tighter domestic demand policy 
would have to be applied and the restrictions to the expansion of domestic bank 
credit, consistent with the same behaviour of money demand, would have been 
much more severe. This remark emphasises the need to support IMF 
stabilization programs with substantial loans. The Fund has made considerable 
progress in this respect since 1978 but it may be argued that larger amounts 
of official external finance may still be necessary in acute cases of balance 
of payments disequilibrium, particularly when they are predominantly due to 
external shocks. 

Second, it was correctly recognized in the Portuguese case that there was 
ample room for improving the balance of payments on current account by 
means of expenditure switching policies. The figures of table 3 show that about 
three quarters of the total deterioration of the balance of payments on current 
account between 1973 and 1977 were due to losses of competitiveness. 
Although considerable progress had been made in those policies before the 
negociations of the Fund program, particularly when the crawling peg was 
introduced in August 1977, that program put more emphasis on additional 
exchange rate and interest rate adjustments than on tighter credit ceilings. It 
seems that in this respect the experience in many other IMF arrangements was 
different, either because there was less scope for effective expenditure 
switching or because a greater preference has been shown for expenditure 
reducing measures. 

Third, the credit ceilings were fixed without excessive ambitions with regard 
to the reduction of inflation. Such ceilings were based on a projected real growth 
of GDP of 2 % and on an inflation rate of 25 % through the year ending in 
March 1979. That projected inflation rate, which should b~ compared with the 
increase of consumer prices of 21 % through the year of 1977, took duly into 
account the effects of the exchange rate depreciation and of the wage policy 
and the impact of the increases which had taken place in several important 
controlled prices. If greater weight had been attached to achieving a substancial 
reduction of inflation, the contractionary effects of the credit ceilings on output 
and employment would have been far stronger. In principle the countries 
negociating stand-by arrangements with the Fund are free to choose, in 
accordance with their social and political preferences, between alternative 
programs, involving different combinations of credit restraint and exchange rate 
flexibility consistent with the required balance of payments target. This principle 
was acknowledged in the case of Portugal but it seems that in some other stand
by arrangements the difficulties of compliance with the credit ceilings can be 
attributed, to a significant extent, to unrealistic objectives concerning the 
reduction of inflation. 

In spite of all these considerations, the credit ceilings fixed in the stand
by agreement with Portugal proved to be more restrictive than was needed. This 
is because the projections on which they were based had underestimated 
substantially both the increase which was achieved in the exports of goods and 
services and the effects of interest rates if! stimulating the inflow of emigrants 
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remittances, in reversing capital movements and in increasing the demand for 
money. 

Two alternative methods were used by the Portuguese authorities to escape 
the unnecessary restrictiveness of the ceilings: first, the recourse to foreign 
borrowing by the government and by public enterprises, as a substitute for 
domestic credit; second, the creation of some room for expanding credits under 
the ceiling, by the transfers to bad debts mentioned above. However, the 
possiblity of using such methods is not open in most stand-by arrangements: 
the recourse to foreign credits was not limited in the Portuguese case, but very 
often ceilings on foreign debt are performance clauses of Fund programs; and, 
as mentioned above, bad debts were excluded from the ceilings only by 
inadvertence. 

Another possibility of avoiding the restrictiveness of credit ceilings which 
could have been contemplated would be to stimulate the issue of short and 
medium term bonds by the government and large enterprises, as a substitute 
for bank credit. The issue of such bonds would of course result in an increase 
of the income velocity of money and would therefore produce approximately 
the same effects on aggregate demand and on the balance of payments as 
an expansion of credit above the ceilings, but the formal compliance with those 
ceilings would become easier. 

It must be stressed that in the consultations with IMF which took place 
about six months after the stand-by agreement entered into force, the Fund staff 
recognized that the ceilings had been calculated on the basis of too pessimistic 
assumptions concerning the behaviour of the income velocity of money and the 
recovery of exports. In principle, it would have been possible during those 
negociations to revise the ceilings and to increase them to more realistic levels. 
That was not attempted because at that moment there was a change of 
government in Portugal and because there was no pressing need of drawing 
any of the instalments of the Fund loan. 

The above description shows that, although credit ceilings may be an 
important device in situations where expenditure reducing is required to improve 
the balance of payments, there is the risk that very often they will be a very 
blunt instrument. The analysis of the Polak model (Polak, 1957, and IMF, 1977) 
on the basis of which the credit ceilings of Fund programs are explicitly or 
implicitly calculated, shows that the level of those ceilings depends crucially 
upon assumptions and projections about quite a larger number of variables or 
parameters, the most important of which are: nominal GOP, which in turn 
depends, among other things, upon cost-push factors affecting the inflation rate; 
the demand for money; the behaviour of exports; the import content of domestic 
expenditure; and the inflow of foreign transfers, loans or direct investments. It 
is extremely difficult to make sufficiently accurate projections of these variables, 
particularly in countries which have reached an advanced stage of internal and 
external disequilibrium. And even small errors in a few of them can be reflected 
in large variations of the credit ceilings. 
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Of course when a credit ceiling proves to be excessively and unnecessarily 
restrictive, it Will be possible to change it after consultations with IMF. But the 
difficulties and the uncertainties related to the outcome of such negotiations 
may push the national authorities which are endeavouring to comply with the 
limits into more contractionary policies than would be strictly required by the 
balance of payments situation. It is true that such contractionary policies will 
at least offer the advantage of producing lower than projected balance of 
payments deficits. But if the political and social costs of reductions of output 
and increases in unemployment become unbearable, there are serious risks that 
the stabilization effort will be entirely abandoned, and that the attainment of 
a sustainable balance of payments situation will become more difficult than 
would be the case with a less ambitious program. 

For these reasons, there have been demands for more flexibility in the IMF 
conditionality regarding credit ceilings. One possible solution would be that of 
establishing those ceilings on a quaterly or half yearly basis, although with 
indicative targets for the quarters ahead. It seems that in some individual cases 
the IMF has made significant moves in that direction. 

TABLE 7 

Public sector accounts 

National accounts basis (bilr.ons of escudos) 

1973 1974 1975 1976 i977 1978 1979 1980 

Current receipts 64.5 78.5 94.0 132.0 168.0 212.2 264.3 361.8 
Current expenditure 55.5 77.3 103.2 145.1 180.6 238.5 302.2 407.0 
Current .balance 9.0 1.2 - 9.3 - 13.0 - 12.6 - 26.3 - 37.9 - 45.2 
Capital balance . - 5.0 - 6.7 - 11.3 - 19.8 - 30.2 - 39.1 - 42.7 - 65.0 
Overall balance . 4.0 - 5.5 - 20.6 - 32.9 - 42.8 - 65.4 - 80.6 -110.1 
As percentage of GOP 
Current balance 3.2 0.4 - 2.5 - 2.8 - 2.0 - 3.4 - 3.8 - 3.8 
Overall balance . 1.4 - 1.6 - 5.5 - 7.0 - 6.9 - 8.4 - 8.1 - 9.1 
--- -- - - - - - - - - ---

Source: Banco de Portugal. 

8 - Subceilings on credit to the public sector 

The subceilings on credit to the public sector, which were a performance 
clause of the stabilization arrangement, were substantially exceeded, and 
because of that Portugal was not able to make any drawing from the Fund loan. 
They allowed for an increase of public sector borrowing from the banking system 
of 44 billion escudos during the program period, but the actual increase was 
of 56 billion. In addition, the government borrowed US$ 450 billion from the 
Eurodollar market, corresponding to about 20 million escudos, which had not 
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been anticipated in the calculation of the subceilings. These results reflect the 
fact that the overall budget deficit for 1978, which had been forecast at 6 % 
of GDP (as compared with 7 % in 1977), reached 8.4% of GDP. The 
discrepancy was found mainly in the current account of the public sector, whose 
deficit increased from 2 % of GDP in 1977 to 3.4 % in 1978, instead of being 
transformed into a small surplus as had been projected. 

There has been an animated controversy between those who argued that 
the budget deficits of the years 197 4-1977 had played an useful stabilization 
role, by compensating the deflationary impact of the balance of payments deficit, 
and those who stressed that the fiscal policy had contributed to rather than 
compensated the external deficit (see the description in Schmitt, 1981, p. 9). 

The budget deficits had certainly resulted more from internal political 
pressures than from a clear and conscious policy of stabilization of output and 
employment. But the pressures for increased public investments, subsidization 
of prices of mass-consumption goods, higher social security transfers, more 
employment in the public administration, financial assistance to the returnees 
from Angola and Mozambique and budgetary support to public and private 
enterprises in a difficult situation, while resulting in part from objectives of 
income redistribution, reflected to a large extent the hardships created by 
external shocks. 

As explained above, the contribution of the expansion of domestic demand 
to the external imbalance was comparatively modest. That demand had risen 
by 11 % in volume between 1974 and 1977, which corresponds approximately 
to stagnation on a per capita basis, given the sharp increase of the population 
after the return of the settlers from the former colonies. In itself, that increase 
would not have been a cause of concern if the negative impact of external 
factors and of the loss of competitiveness had not been so serious. 

In any case, since there were doubts that expenditure switching policies 
would be sufficient to produce the balance of payments objective of the 
stabilization program of 1978, the adjustment in public finances was considered 
as one of the important components of that program. Such adjustment was 
justified by the familiar crowding out argument: in face of the overall credit 
ceilings, the fiscal deficit had to be restrained in order to safeguard an adequate 
supply of credit to private exporters and investors. In addition, if the public 
sector was to make a contribution to the increased savings on which a reduction 
in the external current deficit depended, the fiscal balance on current account 
would also have to be improved (Schmitt, 1981). 

Nevertheless, the failure of the Portuguese authorities to keep the public 
sector within the programmed targets did not preclude a better than expected 
;mprovement in the balance of payments. On the other hand, it contributed to 
reduce the contractionary effects of the stabilization program, and to avoid a 
more market deceleration of output growth (Cavaco Silva, 1980). Of course, it 
may be pointed out that if the public sector had borrowed less from the banking 
system more credit would have remained av_ailable for the productive sector 
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within the overall credit ceiling. But unless interest rates had been significantly 
lower (thus creating problems for the crawling peg policy), it would have been 
questionable that the additional private investment demand resulting from less 
credit stringency would be sufficient to compensate more than a small part of 
the squeeze of the public deficit. As a matter of fact the credit ceilings imposed 
on commercial banks in order to comply with the performance clause of the 
IMF program were restrictive, but only moderately so, in view of the flexibility 
provided by bad debts. 

But the true reasons why the budgetary deficits went far beyond the 
programmed targets are not to be found in an intentional manipulation of 
aggregate demand. The authorities were just unable to collect as much tax 
revenues as had been projected or to avoid new increases in public expenditure. 
And it must be recognized that the fiscal performance, not only in 1978 but 
also in subsequent years, has indeed been one of the most disappointing 
features of recent economic developments (de Fontenay, 1982). The very high 
deficits which persisted in the public sector have been an important source of 
inflationary pressures, of rigidity in adapting domestic demand to the 
requirements of external equilibrium and of reduction of the domestic savings 
rate. These consequences are linked with some of the structural aspects 
analysed in the following section. 

9- Supply and structural aspects 

The letter of intent recognized that the balance of payments problems of 
Portugal had been complicated by serious structural maladjustments in the 
economy and that a policy to overcome those maladjustments would be 
indispensable to correct the external imbalance on a more permanent basis. 

Since the program was only for one year, it did not require structural 
adjustments, but one of its objectives was to stimulate the expansion of supply 
by eliminating price distortions, which had a negative impact on the efficiency 
of production or in the patterns of expenditure. Thus, the exchange rate 
depreciation restored the international competitiveness of the economy and 
contributed to relaxing the balance of payments constraint on the growth of 
output. The increase in interest rates improved domestic resource mobilization 
by increasing the private savings rate, attracting emigrants' remittances, and 
redirecting savings to domestic financial assets rather than foreign assets, 
consumer goods and other inflation hedges. Finally, the program stimulated the 
improvement of the efficiency of investments by correcting cost-price distortions 
and relative profitability rates particularly in the following cases: sectors 
submitted to price controls; production of tradeable goods vis-a-vis non
tradeables; export industries vis-a-vis import competing industries; projects which 
would not be feasible without highly negative interest rates; choices of 
inappropriate -technologies and undesirable combinations of productfve fac
tors; etc. 
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The correction of price distortions should in principle play an important role 
in encouraging the growth of aggregate supply. But'although it was a necessary 
condition, it could not be considered as a sufficient one. Price incentives offer 
the advantage of being quickly implemented without raising great administrative 
difficulties, once the political resistance to their introduction has been overcome. 
But they may be easily reversed. This means that very often they are not 
perceived by economic agents as being sufficiently stable and therefore do not 
lead to drastic changes in investment behaviour. 

The experience of Portugal in the last two years provides a good illustration 
of this point. 

After 1980 the system of price controls was tightened again, although . 
subsequently there was a partial relaxation. The controls of imports through 
licencing became more widespread. The level of interest rates remained 
practically stable in nominal terms, in spite of significant variations of the 
domestic inflation rate and especially of large swings in the interest rates 
abroad. The exchange rate policy was modified substantially with the revaluation 
of escudo by 6 % in February 1980 and the slowing down of the rate of monthly 
depreciation shortly afterwards, while at the same time there was an 
acceleration in the growth of nominal wages and of money supply. 

As a consequence of the new exchange rate policy, the relative labor costs 
in manufacturing vis-a-vis the main foreign trading partners increased by about 
5 % percent in 1980 and probably by at least as much in 1981. In 1981 Portugal 
repeated the experience of the pre-stabilization period of losing again market 
shares for its exports and for tourism. It had been a disappointment that the 
devaluations of the 1977-1979 period and the corrections of other price 
distortions had not produced a significant increase of private investments, in 
the export sector. But the changes of policy after 1980 suggest that investors 
had valid reasons for their hesitations. 

All these changes took place when the balance of payments was hit again 
by a new marked deterioration of the terms of trade resulting from the second 
oil price shock and by the consequences of international economic recession. 
Domestic demand was reflated substantially in 1980 but it proved impossible 
to maintain the same momentum in 1981. In such circumstances, it is not 
surprising that the ratio of the current account deficit to GDP was even higher 
in 1981 than it had been in the years preceding the IMF arrangement. 

A more difficult problem is that not much progress has been made in the 
last decade in correcting the structural weakness of the economy with a view 
to relaxing the balance of payments constraints on growth. The productivity of 
agriculture remained very IOW.filnd the high proportion of food imports did not 
decrease. The dependence from imported oil has not been significantly reduced 
either by energy conservation or by domestic production, although the scope 
for sizeable results in this field is limited. The capacity and the diversification 
of the export sector did not improve very much. The difficulties of ensuring an 
adequate efficiency in the investments of the public sector, including public 
enterprises, persisted. The tax system became progressively more distorted and 
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the progress in the fight against tax evasion has not been sufficient. The 
budgetary deficits continued to grow and the negative savings of the public 
sector have reached about 4 % of GDP. 

It is easily recognized that structural reforms are far more difficult than 
the implementation of the usual measures of IMF programs. The experience 
of Portugal in this area is certainly common to many other countries at different 
levels of economic development. But the examples given illustrate the limitations 
of Fund programs in correcting some of the deep causes of external 
imbalances. It would not be realistic to expect that such programs, even when 
established under 3 years Extended Fund Arrangements, could correct the most 
important structural rigidities and bottleneks in countries with balance of 
payments problems. Apart from other reasons, most governments would 
certainly resist the idea of deeper Fund involvement with their economic policies. 
Therefore, it should at least be concluded than one should not expect more 
from Fund programs than they can provide. In the case of developing countries 
closer coordination with the World Bank, and in particular with its structural 
adjustment programs, may enhance the usefulness of Fund programs. 

APPENDIX 

Methods of calculation of table 3 

Basically the calculations of table 3 were as follows: 

(i) The annual changes of the main items of the balance of payments on current account 
were split into a component resulting from price changes and another resulting from volume changes. 
The price indicators used for emigrants' remittances and for touristic receipts were respectively 
the weighted average of the indexes of wages converted into dollars in the main countries of work 
of Portuguese emigrants and the ratio between the index of the dollar value of touristic receipts 
in European countries and the index of the number of nights spent by foreign tourists in hotels 
in the same countries; 

(ii) The changes between any two years in the volume of exports of goods and tourism, net 
of their estimated import content, and of emigrants' remittances were split into a component explained 
by foreign demand and a residual related to competitiveness. The indicators for foreign demand were: 

a) For exports of goods and services, the weighted averages of the real growth rates 
of imports into Portugal's main trading partners; 

b) For tourism, the number of nights spent by foreign tourists in hotels in Europe; 
c) For emigrants' remittances, rough estimates of the rates of increase of the number 

of emiqrants abroad; 

(iii) The changes in the imports of goods (less the import content of exports and tourism) 
were split into a component related to changes in the volume of domestic demand and another 
related to competitiveness. The coefficients of import content of private and public consumption, 
of fixed capital formation, of stockbuilding and of exports of goods and services were estimated 
on the basis of the coefficients of the input-output table of 1974 and of the assumption that the 
changes of such coefficients from year to year are proportional to each other and reflect changes 
in competitiveness. 

For more details about the sources, the methods and the assumptions of the calculations 
of table 3 see Silva Lopes, 1982. 
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