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Executive summary

An ad-hoc Eurostat visit to Portugal took placel®and 20 September 2011. This visit was
conducted immediately after the publication of jiiat News released by INE and Banco de
Portugal on Friday 16 Septembewhich pointed to significant underestimation of
expenditures and liabilities in recent years in figonomous Region of Madeira. The

corresponding impact on EDP data has been at itj@ of almost the whole data revision for

Portugal within the EDP notification transmitted &M September 2011.

During this ad-hoc visit, Eurostat appreciated diligence demonstrated by the Portuguese
statistical authorities, to provide the neededrimfation during and after the meeting.

As far as the issue of the misreporting of expemdg in Madeira was concerned, Eurostat
obtained full explanations of the events which tpikce in the region and on the conditions
in which “deliberate misreporting” had been detdchy the Court of Auditors. A detailed
description was also provided to Eurostat of theestigations that had been undertaken in
recent weeks by INE, Banco de Portugal, the MipisfrFinance and the Court of Auditors.

It appeared that the misreporting did not resoltrifra default in the statistical system but from
deliberate action and that it had not been posé$dvl¢he Portuguese statistical authorities to
report on the issue already in the April 2011 EDEfication.

It was agreed that there should be in the futureentmoperation between the Court of
Auditors and the national Statistical Authoritiesteat the possible impact of remarks by the
Court might be taken into account for the purpdse@P statistics with a shorter delay.

Moreover, Eurostat asked to be informed about teasures, whatever their nature, that will
be implemented in order to avoid any possible Ritmisreporting in the Portuguese public
accounts, especially in the case of autonomousmsgi

During the visit a minor part of the agenda wa® alsvoted to some other issues, at the
request of Eurostat.



I/ Misreporting in the Autonomous Region of Madeira
Introduction

This mission was carried out following the publicatby INE and Banco de Portugal of a
press release on 16 September 2011 that pointedigiificant underestimation of
expenditures and liabilities in recent years inAlmgonomous Region of Madeira.

Discussion
1) Meeting with INE/Banco de Portugal (19 September)

Eurostat specified the main objectives of the missis understanding exactly what happened
as regards the data related to Madeira, making thateit could be really considered as an
isolated case, and to discuss what could be dohgure to ensure the quality of Government
deficit and debt data following this case.

Eurostat praised the Portuguese statistical atig®tfior having unearthed this issue despite
the difficult circumstances and for having madeublic through the joint news release by
INE and Banco de Portugal (BdP) on Friday 16 Seper2011. Eurostat however regretted
that the April 2011 EDP notification could not haaleeady taken into account the impact on
debt and deficit and asked for a precise chronolofgthe issue. Eurostat underlined that
revisions such as these can deeply negatively intpacredibility of statistics.

INE explained that it had already expressed doohtshe reliability of data related to the
Autonomous Region of Madeira, notably because dfigient discrepancy between its deficit
and change in debt. However, the amounts wereutfitiently significant to trigger specific
action. As a matter of fact, BdP noted that thiscipancy cancelled out over time when
considering the loan recorded in the accounts @82@rom Central Government to the
Autonomous Region of Madeira, under a special furam programme Programa Pagar a
Tempo e Horas”Moreover, trade credit figures were in line witlgures published in the
Court of Auditorsreports. In April 2011 the Court of Auditors hadoated and released a
report (which had been prepared in February) inctvthe absence of any records for some
expenditures had been detected, notably throught Bepayment Agreements (“DRAS”)
between the regional authorities and the corparatishich had taken part in different public
works contracts (roads, schools, etc.).

This is the event that triggered the action of IMBjch stressed that the significance of the
misreporting has been a surprise for them, consigidhat they were not in a position to

assume such a level of misreporting for which tlegiBnal Statistical Office was also not

aware. Due to the autonomy of the region, the Regi&tatistical Office depends on the

regional administration, although is linked to IN technical matters. In the context of the

EDP notification, INE has the role of validatinggrenal government accounts and EDP data
and may ask for clarifications to the regional auitres.

INE added that the reasons why the issue couldaadtised for the April 2011 notification
was the release date of the Court of Auditors riegad the fact that the report presented 2009
and 2008 data that INE — in cooperation with thgi®®al Statistical Office and BdP - had to
check. Moreover, the information from the Regio8tdtistical Office on 2008 and 2009 was
only sent to INE in May 2011.



It was only at the end of August 2011 that INE knalwout the new agreements signed in
2010 and which resulted in a significantly higheraaint of unrecorded expenditure than in
the case of the 2008-2009 agreements. It was tariNE reached a more complete picture
of the impact on deficit and debt. In addition tleport of the Court did not mention the
precise accounting consequences of their obsengtmaentioning only the infringements to
legal and regularity provisions.

Eurostat also confirmed that there had been a &iisénce of recording in the usual data
sources, i.e. the public accounts. The MinistriFiofance had not received any information on
the contracts, their execution and the DRAs, aslghtave been the case.

Both INE and the BdP confirmed that this was a aafsdeliberate misreporting from the
Regional authoritigsand in _breach, of at least two Portuguese JJaave (2008) on the
information to be included in public accounts, tbther (2007) on the obligations of
declaration for statistical purposes. The diffiguitf control was due to the fact that there
were no flows of payments. As the accounts of Madare still on a pure cash basis (not the
case for example for other government units, inolgdmunicipalities), the current
arrangements allow the capturing of any expenditar¢he public accounts only when a
payment occurs, if a list of expenditures not yaddor is not reported correctly, which was
the case in Madeira. INE and the BdP consideretthieaissue did not show shortcomings in
the statistical system as such.

During the investigations carried out in recent thenthe level of unrecorded expenditure
was determined on the basis of the amounts memtionéhe DRAs. These amounts would
also include interest charged by government cotdradecause of the delays in payment.

As far as the debt was concerned, BdP mentionddfttiee original debt of the region took
the form of trade credit (F71) — not part of the EEDBebt — there had already been some
refinancing by banks in the factoring operationghawut recourse (if the corporation fails to
meet its obligations, the bank holds a direct clammthe government) which are recorded in
the Portuguese money and banking statistics asra oh government (the corporation is thus
ignored) and therefore in General Government Deblowing analysis, BdP classified the
unrecorded liabilities in public accounts as EDBtd&urostat stated its full agreement with
this treatment which is intended to be confirmedthy next specific Task Force on Trade
credits. Eurostat welcomed an issue note from Bdfetaddressed to the Task Force.

Concerning the revision of deficit data for the ry2@08-2010, INE considered that the final

EDP revisions to the notification were expectetbéovery close to the amounts announced in
the press release of 15 September. As far as tnease in government debt is concerned
(roughly half of the amounts mentioned in the DRYase been already recorded in the debt)
INE and the BdP pointed out that the definitiveufigs could still change more than for the

deficit, as all the checks had not been achieved.

Eurostat agreed that the impact on deficit and dehtld be recorded in the years that the
DRAs were signed, which is the treatment mentianetthe INE/BdP press release. Through
these agreements, there is an official recognitddnthe expenditures which were not
recognised previously. There would also be an enttye public accounts of the Region at
this point of time. Eurostat was also assured tti@impact of expenditures in previous years
was incorporated in GDP production/expenditurewask in progress of the construction



companies. So there is a reclassification of GRCEO10 (lower GFCF of the private sector,
higher of the Regional government).

For the impact on the year 2011, at this stage,sthtistical authorities expressed more
uncertainty. The DRAs should involve lower amoubtgt this would still have to be

confirmed. INE specified that they will use a syrnaf construction companies with the
purpose to detect any agreement with governmedebh

Eurostat was informed on the work being carried loytthe Technical Working Group
organised by the Ministry of Finance, including IN&hich was examining in detail the
issues in Madeira, both in quantitative terms (epsrting) and as concerns the shortcomings
in the reporting system that led to the situatitg.mission is to fully resolve the issue. The
group should report at the end of September 20thedMinister of Finance. It was agreed
that the report would be sent to Eurostat whes éviailable. The group should confirm that
the totality of the misreporting has been deteategarticular for 2010.

Eurostat requested the Portuguese statistical atitisoto provide a guarantee that there
would not be further revisions (of any significajjceotably for the years 2010, in the April
2012 notification due to the Madeira case. Eurastasted on the fact that there should be no
uncertainty on this point, at the latest at nextl-@ctober, before Eurostat's October 2011
EDP News Release is issued. Otherwise, there miggdl to be a reservation expressed by
Eurostat.

The Portuguese statistical authorities replied dyirgy that the bulk of the issue had been
captured and that no significant revisions are etqueto occur.

Regarding the crucial point raised by Eurostat allo@ risk that similar misreporting could
happen for other government units, INE and the BdiRted out the very specific situation of
Madeira and on the exceptional aspect of the delibanisreporting.

For all government units using accrual system (f&th0 onwards for local government) the
risk of such misreporting is expected to be neglegiAs far as the other autonomous region
(Azores) is concerned, INE has carried out spetifiestigations with the Regional Statistical

Office and the regional government. Nothing thatldandicate a similar misreporting has

been noted and the statistical authorities consdititat for the Azores there was no risk.

2) Meeting with representatives of the Budget General Directorate of the Ministry of
Finance (20 September)

At its request, Eurostat met representatives ofBthdget General Directorate (DGO), with
INE and BdP.

Eurostat invited the DGO to confirm that this wadaed a case of deliberate misreporting
The DGO explained that it had been confirmed byrépresentatives of the Government of
Madeira that the expenditures incurred had not bepaorted, and that the MoF agreed it was
a very serious matter. Concerning possible samstite DGO was aware that the General
Prosecutor had opened a case, and the DGO agrgeedvide a written note following the
meeting on the procedures that, according to tedan be followed.




They also described the specific situation of this@aomous region that has a separate budget
but must transmit precise information of the exicubf the budget to the DGO on a monthly
basis. However, they explained that the contrdhefdata was rather formal and could not be
considered as a real auditing procedhere is no similar control system, as for local
government units. Concerning the data supply psofresn Madeira, Government accounting
data for Madeira is provided directly from the Rewl Directorate of Planning and
Accounting of Madeira to the DGO. The data supplg iresponsibility of the Government of
Madeira under law. The data is verified within &0 by checking that it is consistent with
data for previous periods. The data for Madeirgoisaudited by DGO. Auditing is carried out
only by the Court of Auditors.

In Eurostat's view there was a clear weakness enctntrol of data from the autonomous
regions. The DGO explained that this weakness haddy been raised by the EC/IMF/ECB
and a revision of the law with respect to regidirences was under discussion.

The DGO confirmed that the unreported amounts haidyet been totally assessed for
Madeira. As far as Azores was concerned, they agaahat various responsible persons had
been contacted. They concluded that the qualitiatd seemed to be satisfactory.

Eurostat asked which actions would be taken in rotde avoid a repetition of such
misreporting and to correct the shortcomings ingheedures that were at its origin. It was
specified that there would be some adjustmentfi¢octrrent legislation. The report of the
Technical Working Group (within which INE, BdP, DGEd other agencies of the MoF are
represented), benefiting from the contributionsh&f IMF during some meeting days, is due
to be completed by end September 2011. At thatt gban MoF would send to Eurostat the
results of the work, in particular focussing on theisions needed to the 2010 EDP data and
the data for other years, and the measures thdtibeuaken.

INE will also inform Eurostat of the use by it oértain data sources, such as business
surveys, which could reinforce the quality andaieility of the data.

3) Meeting with the Court of Auditors (20 September)

After having praised the work of the Court whichua the mechanism for hidden
expenditures in the accounts of Madeira, Eurostplagned the seriousness of the issue of the
misreporting for Madeira in the context of the sopgrogramme for Portugal and of the
reporting for Portugal in the EDP notification te keleased by Eurostat on 21 October 2011.
The Court of Auditors (CoA) explained the princgplenderlying its work, in particular its full
independence and integrity, and its own mandate. résults from all of the CoA's audits
were issued in its published reports.

In its report dated February 2011, and adoptednaade public in April 2011, the CoA had
noted some important charges incurred but not pgithe Government of Madeira, which
had been the subject of Debt Repayment Arrangem@mAs) concluded between the
Government of Madeira and construction compani€0B8 and 2009. Within its audit of the
2009 accounts, the CoA had collected informatioamfrthe construction companies
concerning the amounts involved. The DRAs concluded2008 and 2009 relate to

! The DGO has no powers to apply auditing processes.



construction work dating back as far as 2003. TharCof Auditors had not identified the
misreporting before its report on the 2009 accoohtdadeira. The Court had concluded that
the legal obligations related to reporting had Ioe¢n met and that expenditure had not been
shown as it should have been.

Nevertheless it should be stated that since 200thd annual Court opinion on the regional
accounts of 2005, the Court report drew attentmrmoperations to postpone payments due
(debt renegotiation agreements with suppliers, icigbrogation agreements, interest debt
agreements with suppliers).

INE acknowledge that the opinion was indeed impuarend that the mentioned operations
were incorporated in National Accounts compilation.

Concerning the follow-up of the report the Counessed that its responsibility to detect
anomalies in the accounting reporting and thatratistances, namely the General Prosecutor
deputy assigned to the Court, had their own tasksh as sanctions or measures to ensure a
correct reporting. For instance, the report findingere included in the 2009 annual Court
opinion on the regional accounts that has beentsetite Parliament of Madeira which can
decide to engage prosecution. The Court has ngbdier to correct itself the accounts but
the Court makes a follow-up of its own recommerafetithat would ensure that the accounts
would give an exact picture of the level of the exghture and liabilities of the region.

The Court pointed out that the Madeira issue waie gxceptional and had not been observed
in other cases. Notably the Court specified thahing similar had been detected in the other
autonomous region (Azores).

Eurostat explained that it regretted that the CaA hot been able to provide any information
about their audit work on the Madeira case at thevipus meeting between the two
institutions held in April 2011. If that informatichad been made available it might have been
used to improve the EDP reporting made by Portugalpril 2011. The CoA explained that
its report was internal at that stage and the médion it contained could not be shared in
February 2011. Eurostat stressed the importancineofEDP notification schedule, which
foresees notifications at the end of March and &eper each year, and proposed that this
could be taken into account in the planning of@o&'s work.

The CoA had not yet received the annual accoumt8da0 from the Government of Madeira.
In the previous three years, the annual accourdsbbean received by July of the following
year. However, according to the regional law of Wiea the deadline for providing the
accounts is the end of December the following y&ae CoA expects to receive the 2010
accounts before the end of the year. The CoA'srrepothe 2010 accounts would be issued,
as usual, in the first part of 2012. The CoA haerdfore not yet been able to assess the
amounts of unreported expenditure at stake in 2010.

It was agreed to provide immediately to the CoAdh&a collected by the INE, BdP and MoF
concerning unreported transactions in 2010. Eurostgretted that the timing of the
verification by the Court of the 2010 accounts adddira was not consistent with the timing
of the October 2011 notification and stressed thatould value any contribution the CoA
could make towards guaranteeing the data for 200@he October 2011 EDP noatification.
The Court of Auditors also explained that it hasoramended the modification of the



regional law in order to introduce in Madeira tlan® timing of presentation of accounts as
in the State and in Azores (30 June).

Finally the Court indicated that it was aware d&f tieed to develop its cooperation with the
statistical authorities in order to ensure a bejtelity of data on government debt and deficit.
Therefore the Court agreed to examine any progbaalvould be presented in this sense.

Final findings and action points

Action point 1. Eurostat takes note that this is a case of dalibanisreporting from an entity
of general government. Deliberate statistical repgris grave and should be severely
sanctioned. Eurostat welcomes the commitment oBilget General Directorate to send to
Eurostat a note explaining the measures that thergment (or appropriate authorities) are
taking to sanction and reform the system as todasoch a case to be repeated.

Action point 2. Eurostat takes note that this case should be deresl exceptional, and heard
the convergence of all actors to consider thatother autonomous region is not affected by
such misreporting. Eurostat is however not fullyndaced that all misreporting for the past
years, and in particular 2010, has been takenaiotount for the specific case of Madeira. In
case all issues are not clarified, Eurostat contmriporate a reservation in its 21 October
publication. Eurostat requests to receive a nadenfthe Portuguese statistical authorities
before mid-October clarifying the conclusions ok thVorking Group organised by the
Ministry of Financé. The report of this working group, with a spe@ahex on 2010, is to be
forwarded as soon as possible to EurdstAny clarification from the Court of Auditors @6
verification of 2010 data would also be welcome.

Action point 3. A meeting will be organised between Eurostat dedRortuguese statistical
authorities before mid-October, with the objectofeclarifying the last issues regarding the
Madeira case.

Action point 4. Eurostat welcomes the wish of Portuguese statistighorities for a stronger
cooperation of all institutions, including the Cowf Auditors, in particular taking into
account the constraints of the timing of the Eussprotification of deficit and debt. Eurostat
would welcome that the Portuguese statistical aiite® and the Court of Auditors participate
in the new Working Group on GFS Quality Managemant move forward a formal
memorandum of understanding, based on best practaeostat was also asked to provide
examples of cooperation between Court of Auditord statistical authorities that could be
useful to develop this cooperation in Portugal.

1/ Other issues

The remaining part of the meeting was dedicatedeteeral issues, some being raised by
information given by the press:

Hospitals 14 public hospitals are in a critical situatiamdamight not meet their debt
obligations (no guarantees from government); INfest that there was no plan for re-

2 This note has been received.
3 This has been done.



classification within government sector as theyspie 50% test and that any capital
injection for covering losses would be as usualtae as capital transfer;

BPN - Caixa it is envisaged to discharge Caixa from its ckiom BPN; INE will
closely follow future developments and inform Euabs

Public corporationsEurostat mentioned the cases of some comparies: are no
new specific issues for INE;

New transfer of pension obligatiof@ssentially from some financial institutions);HN
specified that this possibility was effectively @mddiscussion but there was still no
decision;

Parpublica (transactions for buildings): INE declared thaegé transactions will
continue to be checked. BdP noted that this issukebeen discussed during some of
the previous Eurostat EDP dialogue visits and &wWelup was provided after the
missions.
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