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KEY ISSUES

Causes: The roots of the current economic crisis in Portugal can be traced to the failure to
adapt to the rigors of monetary union. Instead of delivering on the promise of sustainable
catch-up growth to EU living standards, monetary union facilitated the accumulation of
economic and financial imbalances. The competitiveness of the tradable sector eroded. Policy
responses were, at best, muted. Banks lost access to the wholesale funding market from
mid-2010. And, in the first half of 2011, Portugal’s government got shut out from financial
markets.

Response: Portugal has mounted an impressive policy effort to gradually reverse the
accumulated imbalances and forestall future crisis. A front-loaded fiscal adjustment program
aims to restore credibility in government bond markets, while jump-starting external
adjustment. Financial sector measures seek to keep banks well capitalized and liquid, while
facilitating orderly deleveraging. A number of important structural reforms have also been
implemented. And, despite some setbacks, underlying fiscal adjustment has advanced
markedly; external account adjustment has also made significant strides.

Remaining challenges: There is broad agreement between staff and the authorities on the
difficult policy challenges that remain. First, the near-term outlook remains uncertain with the
economy likely to be in recession in 2013 and trading partner growth slowing. Second,
maintaining and anchoring fiscal discipline and deleveraging private sector balance sheets
still has some way to go and will be a source of headwinds for growth and employment.
Third, fostering a more competitive tradable sectors while reducing excessive mark-ups in
the non-tradable sectors requires politically difficult structural reforms. Overcoming these
challenges will continue to test Portugal’s so far remarkably sturdy social and political
consensus. The country’s success also hinges on continued strong European support.

Previous staff advice: The last Article IV report in December 2009 noted that Portugal
needed to start consolidating its public finances, focusing on reducing the public wage bill
and social transfers, while broadening tax bases; fiscal policy also needed to be anchored by
a stronger legal and procedural framework, including a medium-term expenditure rule. It was
also recommended that structural reforms focus on: (i) product market reforms to foster
competition and productivity; (ii) a review of unemployment benefits to boost labor supply;
and (iii) restraint on minimum wage increases to avoid pricing out low-skilled or young
workers. But corrective policy actions were delayed. By the time they started to be
implemented in mid-2010, tensions had already appeared in financial markets, which finally
gave rise to a full-blown financial crisis.
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BACKGROUND

With a separate report covering developments under the program, this report on the Article IV
discussions steps back to consider the causes of the current economic crisis and overall progress in
addressing the long-standing economic challenges that Portugal faces. It starts with a discussion of
how the country failed to take advantage of the opportunities offered by euro adoption, which required
adapting to the new and demanding policy requirements of a monetary union. This background serves
as a foil for assessing Portugal’s present adjustment program and two broad economic policy
challenges: the need to reduce the large financial imbalances in public and private sectors; and, given
the limited policy tools, an exacting internal devaluation process to restore external competitiveness.

A. Build-Up to the Crisis

1. In early-2011, mounting funding pressures tipped Portugal into an acute economic
crisis. While banks had already been shut-out from wholesale funding markets since mid-2010, as in
other euro area periphery countries sovereign yields rose sharply, quickly followed by the
Portuguese government losing access to the bond market. External financial assistance was needed
to avert a full-blown financial crisis. The on-going EU/IMF-supported program is designed to
provide Portugal with sufficient breathing space to implement the required adjustment and a wide
range of reforms to mend the economy before re-accessing financial markets.

2. But in fact the roots of the crisis can be traced to Portugal’s failure to adapt to the
rigors of monetary union. By the early-1990s, Portugal’s economic institutions and policies had
been shaped by decades of monetary instability and financial repression. Against this backdrop,
Portugal’s rapid transition to economic and monetary union reduced sharply the real cost of credit,
relaxed financing constraints, and raised income expectations. Euro adoption seemed to offer a
launch pad for catch-up growth to EU living standards. But economic policies failed to adapt to the
new institutional constraints, a prerequisite in the face of a rapidly changing and more competitive
international environment. The competitiveness of the tradable sector eroded; public deficits and
debt could not be tamed; structural reforms failed to lower high economic transaction costs; and
private sector debt surged to exceptionally high levels. The economy found itself in a low growth
trap, while rising private and public debts created serious vulnerabilities to a sudden stop in capital
inflows—something that eventually happened fully in early 2011.
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3. To be sure, Portugal was not alone in
struggling to achieve sustainable catch-up growth
within the new constraints of monetary union. The

pace of productivity growth over the last decade in
several euro area countries was too slow to achieve

meaningful convergence towards living standards in

the EU’s higher-income countries. But uniquely in
Portugal, surging levels of both private and public

sector borrowing were accompanied by very limited

output growth.
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Sources: AMECO; and IMF staff estimates.

4, Excessive private-sector leverage was facilitated by indulgent international capital
markets and domestic banks. Local banks intermediated most of the capital inflows needed to
cover rising private financing gaps, largely borrowing on the interbank market to finance the
expansion in corporate loans and household mortgages. With banks willing to assume this risky
intermediation role, the non-financial corporate sector, and in particular the non-tradable sector,
raised leverage to excessive levels. Rising leverage was accompanied by negative gross savings,
mostly due to increasing labor and property costs as well as disproportionate investment in non-
tradable activities—including housing, energy, and highway infrastructure—misallocating real
capital. At the same time, excessive financial leverage may have impaired corporate incentives to

raise production efficiency.
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tradable sector and that the gap in mark-ups in the non- 20
tradable sector widened further in the wake of euro
adoption (Box 1: Gauging Tradable Sector Competitiveness). 14

The high mark-ups in the non-tradable sector in part
reflected lack of effective competition and regulatory

policies, with entry barriers and informal networks
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protecting a web of excessive rents. The situation was exacerbated by easy credit and rapid
domestic demand growth, and EU transfers mostly absorbed by the non-tradable sector, particularly
construction. The economy's lopsided reward structure induced a relative shift of labor and capital
resources to the non-tradable sector, as also highlighted by the fact that virtually all net FDI inflows
since 1995 went to the non-tradable sector.

6. Lack of fiscal discipline added further strains to an already unbalanced growth process.
Portugal’s budgetary institutions remained largely unreformed during the transition to the euro and
were unable to resist strong political economy biases toward increasing spending and debt in a
setting of low interest rates and indulgent capital markets. The results were consistently
overoptimistic budget revenue projections, unrealistic medium-term fiscal plans, and the shifting of
spending obligations outside the budget process. In particular, social protection spending has
surged since the mid-1990s, with little apparent pay-off in terms of improving income inequality. As
a result and notwithstanding the EU’s Stability and Growth Pact (SGP) rules, Portugal’s fiscal policy
after euro adoption remained unanchored, with headline fiscal deficits consistently exceeding the
Maastricht three-percent deficit limit. A massive fiscal expansion in response to the global financial
crisis added to the fragility of public finances.

7. Growth was also constrained by other structural growth bottlenecks. An inefficient
public administration, particularly a slow-working court system, added to the economy’s transaction
costs. Moreover, a segmented labor market reduced the incentives for workers with temporary
contracts to acquire skills, while labor market insiders enjoyed overly strong protections. Interacting
with labor market segmentation, the social safety net created poverty traps for low-skilled
unemployed, while a wage setting process dominated by non-tradable sector conditions tilted the
playing field further against the tradable sector.

8. With economic institutions, policies, and incentives ill-adapted to the opportunities
and constraints of monetary union, Portugal’s external stability risks rose gradually. Portugal’s
external current account balance has traditionally been in large deficit. Reflecting high nominal GDP
growth during the 1970s and 1980s, the international investment position remained close to nil until
the 1990s, but then deteriorated precipitously, while the real exchange rate appreciated.
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B. Recent Economic Developments

PORTUGAL

9. After a shallow recovery from the 2008-09 global financial crisis, activity reversed
again in mid-2010. Portugal responded to the global financial crisis with strong fiscal stimulus, but
the associated deterioration in public finances and rating downgrades forced an abrupt turnaround
in the policy stance by mid-2010. With fiscal tightening, credit spreads rising, and external demand

slowing, the economy slid back into recession. Unemployment continued to drift upward during the

recovery; however, the deterioration in labor market conditions accelerated once firms came to a

view that a permanent adjustment in their financial imbalances was unavoidable and started to
reduce investment and labor costs to repair their over-leveraged balance sheets.
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Sources: Eurostat;and INE. Sources: Eurostat;and INE.

10. With financial imbalances being corrected
across private and public sectors, the current account
has improved substantially. Household and corporate
financial imbalances had already started narrowing
during 2009-10. Once the consolidation of public
finances started in earnest as well, the external current
account improved sharply. This reflected not just a
compression of imports in response to slumping
domestic demand, but also an expansion of exports,
particularly to non-EU trading partners.

11. Financial market sentiment deteriorated
through early-2012, but sovereign spreads have
narrowed considerably since then. Spreads vis-a-vis
Germany began to drift upward in 2010, culminating in a
sudden stop in capital inflows and triggering the EU-IMF
supported program. After peaking at almost 1500 basis
points in January 2012, spreads reversed, reflecting both
improving views on Portuguese prospects and evolving
efforts to strengthen euro-wide crisis management.
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12, The banking system has proven 85 : 85
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13. Fiscal adjustment has made substantial progress. A front-loaded fiscal adjustment effort
was needed to turn the fiscal position around, and has led to a cumulative decline in the headline
deficit of about 5 percent of GDP in 2011-12. Nominal deficit targets have proven difficult to
achieve without one-off measures, both in 2011 and 2012. Nevertheless, the structural primary
adjustment over these two years amounted to close to 6 percent of GDP, with across-the-board
spending adjustment measures and a significant increase in the tax burden. Structural fiscal reforms
have progressed, covering a wide range of measures on tax administration, public financial
management, and containing fiscal risks from state-owned enterprises (SOEs) and private-public
partnerships (PPPs).

14. Structural reforms are also progressing. A large number of growth-enhancing structural
reforms have been legislated, but full implementation of many lies still ahead. There has been
progress in: reaching a tri-partite agreement on labor market reforms, unclogging the court system,
promoting competition, privatizing viable companies, and fostering an efficient rental housing
market. Much less headway has been made on entry barriers and excessive rents in the non-tradable
sectors, with limited progress in the energy markets.

C. Outlook and Risks

Staff's Views

200 200
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countries (Box 2: How Fast Can Portugal Grow?). While this moderate speed of convergence requires
a significant improvement in productivity performance relative to earlier trends, this should be
feasible in view of Portugal’s still large distance from the international best-practice growth frontier
and so far modest pay-off to the ongoing wide-ranging reforms. Nevertheless, Portugal’s medium-
term output level is expected to settle about 20 percent below its pre-crisis trend.

16. External adjustment is expected to continue, with the current account in broad
balance in the medium term. Adjustment has taken place at a much faster pace than had been
anticipated at the time of the last Article IV consultation (2009), which foresaw a current account
deficit 7%2 percentage points of GDP higher than is forecast for this year. The 2009 forecast also
entailed a very gradual reduction in the current account deficit thereafter and a continuing
deterioration of the negative IIP position to 135 percent of GDP at the end of the forecast horizon,
compared to the current forecast of 90 percent in 2017. The current account adjustment to date has,
however, been realized in the face of a relatively small improvement in relative prices. A key
question thus is whether the improvement to date is simply cyclical or of a more durable nature. The
fact that export growth has contributed to the lion’s share of the adjustment does suggest that part
of this adjustment should endure. But going forward only modest further relative price adjustment is
assumed, raising the possibility that current account deficit could widen again with a recovery in
economic activity. This is evident when one looks at the question from a savings-investment balance
perspective. The adjustment is projected to be underpinned by stable private savings, investment
staying at the historical low of 16 percent of GDP, and continued fiscal consolidation. In the
presence of continued financing constraints, further relative price change would be required to
restore external sustainability, implying a continuation of recessionary dynamics.

17. Standardized estimates of exchange rate valuation point to declining overvaluation.
The External Balance Assessment’s (EBA) results

. . External Balance Assessment
point to only modest overvaluation under both the

EBA estimates

current account norm and real exchange rate
(Nov 2012)

approaches. While the macro balance approach

(which considers the medium-term outlook for the Deviation from  Implied RER

. . . . CA norm ¥/ misalignment
current account in relation to a norm implied by
fundamentals and policy settings) suggests there is Macro balance 07
no residual overvaluation, the real exchange rate and Equilibrium RER 6
external stability approaches give more weight to External stability 267

the highly negative IIP position (-104 percent of GDP " Figures represent deviation of cyclically-adjusted current
in 2011). Considering that external debt will need to ~ account to GDP ratios from their estimated norm in
. t ints.
fall over the medium term, these approaches are zp,er,cen age points .
. . Figures represent real exchange rate misalignments
more suitable for Portugal. Reflecting the speed and  ,ogitive sign for overvaluation).
size of the external adjustment to date, these % August 2012. Updated figures would reduce the gap.

approaches point to modest but declining overvaluation.
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18. The containment and gradual reduction of public debt at the heart of Portugal’s
current IMF/EC-supported program. On current

policies and outlook, public debt is projected to peak o Ge“ezsgfcz‘;fronfgg';z"ebt e
at around the 122 percent of GDP mark in 2013 and 130 130
2014, before gradually declining to below 110 percent —

of GDP by 2020. The debt path remains very sensitive 120 / ™ 120
to the economic growth and interest rate assumptions. 139 /’/ ' \‘\\ 110
As noted in Appendix I, the combination of plausible ,l Baseline s
shocks could generate an unsustainable dynamics. The '/ =777 Fiscal Compact 100
external debt of both the public and private sectors is w0 |/ Growthsshock %
also expected to peak in 2013—at some 237 percent of / ngThlig:ltssss)t rates (+200bpson
GDP—declining markedly thereafter, including on 802009 it ao1s 016 a0t 202080
account of the ongoing deleveraging by the private

sector.

19. However, downside risks to these projections are significant. A range of safeguards are
in place to mitigate these risks—including the commitment by European leaders to provide
adequate support to Portugal until market access is restored, provided the program is on track. But,
particularly if these risks were to materialize simultaneously a reassessment of the current program
strategy might be unavoidable:

e with activity and confidence indicators still negative, fiscal adjustment could curtail growth even
more than the mission’s revised and now more conservative assumptions allow for. Similarly,
and while projections are already conservative, corporate deleveraging could weigh on
aggregate spending and employment even more than is assumed in the present baseline.

e with core European markets slowing, the risk of weaker demand for Portuguese exports is
elevated despite consistent growth in other markets. And, progress on addressing euro area
policy fissures could disappoint, with renewed detrimental effects on confidence and prospects
for a recovery in investment.

e progress in restructuring SOEs and the relatively orderly deleveraging witnessed so far,
migration of contingent liabilities from either state-owned enterprises or the private sector to
the sovereign balance sheet remains a possibility.

e some of the fiscal measures under the program could be challenged on constitutional grounds,
as happened in 2012. Should this be the case, the authorities stand ready to enact alternative
measures to ensure the fiscal program remains on track.

e political and social consensus could weaken further, undermining the government’s ability to
stay the course of fiscal adjustment and structural adaptation.

20. Portugal needs to successfully mitigate these risks in order to avoid spillovers to the
rest of the euro area. The Portuguese economy is highly dependent on developments in Europe—

10 INTERNATIONAL MONETARY FUND
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reflecting both strong trade and financial links—but the euro area in particular would also be
affected by adverse developments in Portugal should the current program strategy fail. Contagion
has been quick to spread among the euro area periphery countries but also to other euro area
members in the past couple of years, including through rising asset price correlations and
deteriorating confidence and some reversal in financial integration. It is thus imperative that the
Portuguese authorities implement the program to the fullest extent possible to avoid the
emergence of renewed stress in the euro area. At the same time, particularly if such implementation
of the program fails to engender the desired results, it will be important for European partners to
provide the support required to ensure the program remains fully financed. Clearly, progress in the
implementation of the policies currently under discussion to strengthen the architecture of the euro
area, including crisis resolution mechanisms, would also facilitate program implementation in
Portugal.

Authorities’ Views

21. The authorities saw some upside risk to these projections. They are confident that the
reform efforts already in train will be sufficient to re-balance profit mark-ups in the tradable and
non-tradable sectors at levels consistent with achieving external stability, pointing to the large and
rapid adjustment in the current account since the start of the program. In addition, they also pointed
to the large educational and structural policy gaps, which although acting as constraints in the
short-term are also a source for rapid catch-up hope in the medium- to long-term. Under these
circumstances, they saw upside risks to both medium-term growth and external adjustment
projections.

S POLICY DISCUSSIONS

There was agreement between staff and the authorities on the main causes of the current crisis and
policies to address them. On the causes, with the benefit of hindsight, it is was agreed that it included:
(i) the lack of any convergence growth since the late-1990s, with growth in Portugal about the same as
in other northern European members of the euro area; (ii) consumers, businesses, and the public sector,
however, behaving as if convergence growth was taking place and borrowing heavily at the low
interest rates facilitated by membership of the EA; and (iii) the resulting higher spending having
induced a real exchange rate overvaluation and a large debt overhang. With the real exchange rate
and leverage clearly out of line with the economy'’s growth capacity, the onset of the global financial
crisis drove the economy further away from the convergence growth path, eventually triggering the
2011 crisis. There was also consensus that, while economically and socially difficult, policies now need
to be geared toward unwinding public and private sector imbalances to lay the grounds for a durable
recovery. Relatedly, in the context of the monetary union, reforms to engineer a strong supply response
are the only way to make the economy more competitive and return to a convergence growth path.
The Article IV discussions consequently focused on key elements of these two broad policy objectives.

INTERNATIONAL MONETARY FUND 11
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A. Policy Theme #1: Addressing Accumulated Financial Imbalances

The Road to Fiscal Responsibility

22, Restoring and anchoring fiscal discipline poses two challenges:

o Keeping fiscal adjustment on track. Some two-thirds of the required fiscal adjustment
targeted under the program has been effected, but a sizeable adjustment effort still lies ahead.
The extensive reliance on large income tax increases in the 2013 budget has created
considerable disquiet. Hence, finding the right combination of spending and revenue measures
will remain at the forefront of the adjustment program. The objective remains a gradual reversal
in the upward trend in public debt to ensure debt sustainability and allow timely re-access to
financial markets. As evidenced by a recent Constitutional Court ruling regarding public wage
and pension cuts in the 2012 budget, fiscal adjustment measures need to meet legal criteria that
are at times difficult to anticipate.

e Anchoring fiscal responsibility. This requires strengthening the budgetary framework, in line
with Portugal's obligations under the EU's fiscal compact.

Staff's Views

23. While the need for further fiscal adjustment is not controversial, public discussion is
needed to reach consensus on what levels of spending and taxation the country wants. The
public expenditure review that is underway should help identify additional spending adjustment
options that lead to fair burden sharing. This would help rebalance the adjustment mix and bring it
closer to the original objective—one third revenue, two thirds expenditure. Given that Portugal’s
spending is heavily concentrated on social transfers and public wages, accounting for about two-
thirds of the total (Box 3: Growth-Friendly, Equitable, and Sustainable Fiscal Reform in Portugal), these
outlays will have to be the focus of the core of spending reforms. Moreover, relatively high public
employment, high wage premium in comparison to the private sector, and more generous pensions
than in peer countries alongside limited old-age poverty alleviation, suggest that spending cuts can
be implemented while increasing efficiency and equity. On the tax side, the tax-to-GDP ratio is
already in line with what would be expected for Portugal’s development levels. Given that the 2013
budget will push this ratio even further, additional revenue-mobilizing measures are not
recommended. Nevertheless, there is scope to implement a growth-oriented tax reform, which
should reduce distortions through streamlining and targeting tax expenditures, and to strengthen
tax compliance, including through greater use of the anti-money laundering framework.!

24, Anchoring fiscal discipline over the medium and long term will require setting reform
priorities. Much has already been achieved in addressing deep-seated public financial management
weaknesses, such as insufficient fiscal reporting, restricted budgetary coverage, inadequate PPP

!SI Chapter IIL
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legal framework, and ineffective expenditure commitment controls. However, a large agenda still lies
ahead. This includes for instance reducing budget fragmentation, improving the medium-term fiscal
framework—including by making it consistent with the EU fiscal compact—and moving towards
accrual accounting. The authorities’ 2013-15 public financial management strategy is an important
instrument establishing priorities to guide this comprehensive reform. Continuing to build up a
stronger implementation capacity at the Ministry of Finance will also be important.

Authorities’ Views

25. Re-thinking of the roles of the state is necessary to bring expenditure down to a
sustainable level. Apart from achieving the deficit targets, lowering the primary expenditure-GDP
ratio substantially over the medium term will generate fiscal space for growth-enhancing capital
expenditure and to allow a gradual reduction of the tax burden. This will require a re-thinking of the
allocation and distribution functions of the state. Reducing expenditure in line with these aims will
be a complex political process. This process will have to be open and transparent, and the end result
consistent with Portugal’s social consensus to preserve a welfare state.

26. The authorities would have preferred to anchor fiscal discipline with a hard
constitutional balance rule, but there was no political consensus for this route. Mindful of
Portugal’s long-standing political economy biases toward higher spending and deficits, the
Portuguese authorities argued, both at the European and the domestic level, for a constitutional
amendment to underpin future fiscal discipline. Amending the Portuguese constitution would have
been, however, fraught with procedural difficulties, and it was also not possible to achieve sufficient
political consensus. Instead, the EU fiscal compact will be implemented via the budget framework
law, likely with broad political support.

Deleveraging Private-Sector Balance Sheets

27. The corporate sector is under strong pressure to deleverage, posing downside risks to
growth, bank profitability, and the sovereign balance sheet. As illustrated by the experience in
other countries, corporate deleveraging is expected to be protracted, taking a continued toll on
investment, while efforts to cut labor cost could drive up unemployment further (Box 4: Portugal'’s
Corporate Leverage in Perspective). In addition, adverse shocks relative to the baseline, including to
growth or funding costs, could provoke a disorderly deleveraging process, raising corporate default
rates and bank losses.

28. Banks are facing a number of vulnerabilities, and will need to change their business
model to avoid a new leverage cycle. Several of the large banks have a need to gradually
deleverage their balance sheets, allowing them to reduce dependence on Eurosystem liquidity
support over the medium term. Moreover, banks face a further erosion of their profitability as a
result of weak credit conditions and high funding costs. In the near term, the low mortgage interest
rate environment will continue to put a drag on bank profitability, underlining the importance of
cost discipline. At the same time, there is a need to maintain the supply of credit to healthy firms in
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order to avoid credit constraints causing irreparable damage to firms that are in a position to
contribute to the economic recovery.

Staff's Views

29. The corporate deleveraging process poses significant challenges, but there are tools to
manage associated risks. In particular, the risks can be mitigated by working on three fronts. First,
keeping banks sound. The central bank’s regular supervisory inspections and stress test exercises
aim at ensuring banks have adequate capital under the current baseline and are able to withstand
adverse shocks. Moreover, additional buffers are already envisaged under the program, in case
further capital needs were to arise. Second, effectively implementing the new corporate and
household debt restructuring frameworks. Corporate debt restructuring is a critical element of the
deleveraging process to ensure viable firms can effectively sustain the economic recovery. In this
regard, the new corporate restructuring toolkit aims at reducing the risks of cumbersome court
procedures, by introducing fast-track and out-of-court procedures. However, ongoing efforts are
needed to monitor the effective application of the new toolkit, notably to set the right incentives for
firms to apply for restructuring well before their viability becomes at risk. Finally, the supervision and
regulatory frameworks can be used to limit ever-greening and ensure that credit flows to the most
dynamic enterprises.

30. To avoid another leverage cycle, several medium-term measures are in order. First, the
ongoing deleveraging process is expected to gradually reduce banks’ reliance on non-deposit
funding and prevent a reemergence of excessive asset growth. Second, use of macro-prudential
policy tools, such as net stable funding and leverage ratios (consistent with Basel Il requirements),
as well as more targeted tools, such as sectoral risk weights or loan-to-value caps, can help to
counteract a renewed buildup of excessive leverage of bank balance sheets. Third, the larger banks
are actively pursuing measures to rationalize their operations, with particular focus on reducing the
cost base of their domestic retail networks, which are characterized by a relatively high number of
branches per inhabitants, and improving profitability. Strict cost control would be especially
important if the projected increase of the banks’ interest income would not materialize.

The Authorities’ Views

31. The key priority is to improve credit conditions and costs for Portuguese companies.
Credit markets in the euro area are presently fragmented, with uneven credit conditions for
companies with similar fundamentals. This puts Portuguese companies at a severe competitive
disadvantage inside the monetary union. This problem should be addressed at both the euro area
and Portuguese levels: segmentation of credit markets in the euro area needs to be corrected,
mainly by removing excessive sovereign risk premia which are hampering the effectiveness of the
monetary transmission mechanism; and, at the Portuguese level, high credit spreads also reflect
informational inefficiencies at the banks’ level. Portuguese banks’ credit risk evaluation before the
crisis largely reflected subdued risk aversion at a global scale, which has significantly increased in the
present environment. Initiatives to promote information sharing, for example through establishing a
privately-run and publicly-available credit rating system, could help alleviate informational
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inefficiencies, notably for SMEs, and support a more effective pricing of risks by banks. In parallel,
steps are being taken to promote firms' access to capital markets and alternative funding options,
through specialized institutions and structural funds. Securitizing mortgage portfolios could also
help take pressure off banks to compensate for low mortgage spreads through higher corporate
lending spreads.

B. Policy Theme #2: Restoring Competitiveness and Growth

32. Restoring tradable sector competitiveness requires lowering costs across both tradable
and non-tradable sectors, and reducing excessive mark-ups in non-tradable sectors. Unit labor
cost will remain under pressure from high unemployment and low vacancies, and impetus to
productivity growth due to firm restructuring and structural reforms should also help lower costs. A
more competitive tradable sector could provide the main growth engine to bring Portugal closer to
the best-practice international growth frontier. But it is also important that structural reforms in the
non-tradable sectors provide incentives to innovate and cut costs, steps that would lower
intermediate input costs in the tradable sectors. Finally, the public sector needs to contribute more
to facilitate economic dynamics and risk taking, including through court reforms and appropriate
incentives to promote tradable sector activities. Reducing administrative burden and red tape is also
important to boost non-price competitiveness.

33. The longer-term growth outlook will also depend on tackling deeper-seated growth
bottlenecks, in particular Portugal’s human capital gap. In spite of significant progress in raising
the education of the new flows into the labor force, Portugal’s labor force as a whole remains
among the least educated in the OECD. Closing this gap will take a long time and requires a
sustained multi-year effort. Relatedly, if the recent increase in emigration—particularly that of the
younger and better-educated population—over the past two years continues into the medium- to
long-term, it will further constrain the contribution from human capital directly as a factor input and
indirectly through lower total factor productivity growth.

Staff's Views

34. Significant improvements in external competitiveness through cost channels have
already been set in train. Although the fiscal devaluation has not been possible, progress has been
made in lowering labor cost. Recent measures in the labor market to reduce high employment
protection and increase incentives to work should further support these gains. The reform that
phases out rent control will enhance labor mobility. Judicial and licensing reforms under
consideration should also help lower costs of doing business, making Portugal a more attractive
investment destination.

35. The program has so far been less successful in increasing incentives towards the
tradable sector. This largely reflects the absence of policy levers but also procedural difficulties in
rolling back excessive rents in sheltered sectors (network industries for instance). The reduction in
labor and other production costs achieved under the program so far have been beneficial to both
the tradable and nontradable sectors. Moreover, the risk is that further labor and credit cost
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reductions would again lead to the sheltered sector attracting a disproportional share of the
economy's resources, including FDI, owing to the persistently excessive non-tradable mark-ups.
While stricter enforcement of competition laws and regulations will clearly help, including by
providing the relevant regulatory agencies with the needed independence and resources, a more
forceful approach may well be required. If growth remains lopsided towards non-tradable activities,
more intrusive regulatory approaches coupled with a reexamination of existing contracts in network
industries may be unavoidable.

36. As a more competitive tradable sector emerges, catch-up growth will have to rely on
gradually closing the human capital and structural policy gaps. The medium-term growth
outlook requires higher productivity growth than experienced in the past decade, and this can be
achieved through timely and effective implementation of the package of structural reforms under
the current program.

The Authorities’ Views

37. External competitiveness is being restored faster than widely acknowledged. In
particular, fiscal adjustment and corporate deleveraging are putting pressure on non-tradable prices,
reversing the earlier process of declining competitiveness. Firms—including traditionally
domestically-oriented—are fast adapting to the domestic economy conditions, seeking new markets
abroad. And the impact of this is already evident in the sharp improvement in the current account
balance, which is more structural than cyclical. Moreover, over the medium term, improved
competition regulation has a key role to play. A more efficient state is another key ingredient for a
more competitive economy, including by channeling EU funds to more productive uses than in the
past.

38. If the policy reforms underway stick in the medium term, they will fundamentally tilt
the institutional playing field toward fostering sustainable catch-up growth. Loose fiscal
policies and easy credit conditions in the past had created an illusion of converging living standards,
when in fact these policies underpinned growing financial imbalances and mis-allocated the
economy's resources to activities with low social rates of return. The program has not only initiated a
wide range of structural reforms to overcome key growth bottlenecks and attract tradable sector
FDIL but it should also help durably correct the biases that rewarded policy makers for choosing
policy recipes that were popular in the short run, including at elections, but proved ultimately
unsustainable in the long run.

I STAFF APPRAISAL

39. Portugal’s current economic predicament is the legacy of policy failures in the face of
a rapidly changing environment. Economic institutions and policies proved ill-adapted to the
demands and opportunities of monetary union and globalization. The rapid transition from decades
of financial repression and monetary instability proved difficult. Monetary union, instead of
delivering on the promise of sustainable catch-up growth to EU living standards, facilitated the
accumulation of economic and financial imbalances. The competitiveness of the tradable sector
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eroded. Abetted by a banking system prone to allocating too much credit and mispricing risks,
leverage in the non-tradable sector increased markedly, notwithstanding weak productivity growth.
The public sector in turn financed rapidly growing spending, particularly on social protection,
through higher taxes and accumulating debts. Policy responses were, at best, muted. Banks lost
access to wholesale funding in mid-2010. And, in the first half of 2011, Portugal’s government was
shut out from financial markets.

40. In response, the Portuguese authorities have mounted an impressive policy effort to
gradually reverse the accumulated imbalances and forestall future crisis. A front-loaded fiscal
adjustment program is aiming at restoring credibility in government bond markets, while jump-
starting external adjustment. Financial sector measures seek to keep banks well capitalized and
liquid, while facilitating orderly deleveraging. And structural reforms, ranging from reforming
inefficient courts to phasing out rent controls, aim to revitalize the economy’s supply side.
Considerable progress has already been made. In spite of setbacks, underlying fiscal adjustment has
advanced markedly; external account adjustment has also made significant strides.

41. Yet the near-term outlook is uncertain, and sizable medium-term economic challenges
remain. With trading partner growth slowing, the economy will likely be in recession in 2013, while
unemployment will rise further from the already record high levels. Beyond the short term,
maintaining and anchoring fiscal discipline and deleveraging private-sector balance sheets will
remain imperatives, but also generate headwinds for growth. In particular, fiscal adjustment needs
to continue, although revenue shortfalls—partly reflecting a more rapid external adjustment and a
less favorable tax base composition—have delayed the achievement of the original nominal deficit
path. Fostering more competitive tradable sectors while reducing excessive mark-ups in the non-
tradable sectors requires politically difficult structural reforms. Overcoming these challenges will
continue to test Portugal’s so far remarkably sturdy social and political consensus.

42, Given the still significant fiscal adjustment ahead, further public debate is needed on
how to share the burden of remaining fiscal adjustment fairly and in a growth-friendly
manner. Fiscal spending, particularly on public wages and social transfers, ratcheted up for many
years, with a weak link between the state’s goals and the budget's spending allocation. The main
focus will have to be on further rationalizing public sector pay and employment as well as reforming
pensions and other social transfers, aiming at more efficient public services and more equitable re-
distribution. At the same time, while it will be difficult to reduce the overall tax burden in the coming
years, there is scope to reduce tax distortions, simplify the tax system, and strengthen tax
compliance. A broader tax base would allow reducing the current high income tax rates, including of
the corporate income tax, to help attract more FDI. Beyond progressing on fiscal adjustment,
anchoring fiscal responsibility will require a much stronger budgetary framework. The obligation to
implement the EU fiscal compact offers a good opportunity to reach political consensus to hard-wire
budgetary prudence into the country’s legal fabric. Maintaining the efforts to strengthen oversight
and control over revenue mobilization and public financial management will also be critical to
deliver on budget promises.
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43. While the over-indebted private-sector is gradually adjusting, high debts still pose
risks to growth and bank profitability. Corporate sector deleveraging is essential to restore firms'
productivity and growth, but it is expected to take time and lower prospects for investment in the
short to medium term. While adequate banks' buffers have managed to prevent an abrupt
adjustment, risks of adverse shocks raising corporate defaults and resulting in additional bank losses
remain. Private household leverage appears more manageable, also reflecting the absence of a past
housing bubble in Portugal and low mortgage rates, but also calls for close monitoring given rising
unemployment and income losses.

44, To lower the risk of a renewed run-up in private indebtedness, Portugal needs to
sustain the ongoing reforms to foster a sound financial system. Bank deleveraging is expected
to reduce banks' reliance on non-deposit funding. In addition, the proactive use of macro prudential
policy tools could help forestall excessive bank asset growth. Moreover, banks need to continue
rationalizing process, focusing on reducing the cost base of their domestic operations. Initiatives to
promote capital markets can also help diversify firms' funding structure. Finally, tax policy initiatives
could lower the bias of firms toward debt-financing over the medium term.

45. A more competitive tradable sector is the key to sustaining growth and reducing high
unemployment over the medium term. As highlighted by the experience of other countries,
particularly in the EU, a competitive tradable sector that is well integrated into regional and global
supply chains is the most effective engine for sustainable convergence growth. Progress on this
front requires structural reforms across all sectors that target growth bottlenecks, reduce production
costs, and compress excessive profit mark-ups in the non-tradable sector. While the external
current account deficit narrowed at an unexpectedly fast pace over the last two years, this welcome
development still needs to be locked in by a durable improvement in the country’'s competitive
fundamentals. The program’s structural reform agenda goes some way towards doing this. But
additional steps may be needed to increase the momentum and depth of reforms, which could
include additional targeted incentives to promote tradable sector activities.

46. Success of the program will also depend on whether European policymakers forge
ahead with reforms to overcome euro area fissures. While implementation of the adjustment
program remains the key for mending Portugal’'s own deep-seated economic problems, these
domestic efforts will need to be complemented by reforms of euro area arrangements to clear a
path not only toward a durable return to market financing for Portugal but also to avoid a repeat of
the build-up of unsustainable imbalances in the future. The public commitment by European leaders
to render adequate support to Portugal until market access is restored, as long as the program is on
track, provides a valuable safety net. To overcome credit market segmentation and restore an
appropriate monetary policy transmission, it would also be important to further clarify the steps
Portugal would need to take, as the country starts regaining bond market access, before qualifying
for the ECB's Outright Monetary Transactions.

47. The next Article IV consultation is expected to take place on a 24-month cycle.
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Box 1. Portugal: Gauging Tradable Sector Competitiveness®

Why did virtually all FDI over the last fifteen years flow into Portugal’s non-tradable sector, while before

1995 about one third of total FDI went to the tradable
sector? Staff estimates of average pre-tax profit mark-
ups for the tradable and non-tradable sectors since
1995 indicate that relatively high mark-ups in the non-
tradable sector were a key driver behind the lop-sided
allocation of FDI inflows.

Estimates of average profit mark-ups for the tradable
and non-tradable sector represent a useful
complement to more conventional real exchange rate
analysis. In particular, mark-ups provide a summary
measure of both price and unit cost developments in
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the tradable and non-tradable sectors, developments that otherwise would require analyzing a number of
separate and sometimes difficult-to-interpret real exchange rate measures.’

To calculate mark-ups, the economy was partitioned into three sectors: (1) tradables; (2) non-tradables that
produce goods and services for markets; and (3) non-tradables that are not produced for markets. The third
sector includes mainly public sector services, and the relevant mark-up comparison is only between sectors
(1) and (2). The mark-up estimates are based on detailed input-output table data and gauge the profit as

a percentage of total cost, i.e. the sum of the cost of labor, capital, and intermediate inputs. For Portugal, the
trends in the sectoral profit mark-ups over time reflected two main factors:

e Unit capital costs fell sharply in both sectors around the time of euro adoption, boosting
temporarily mark-ups across all sectors, but then increased gradually, reflecting rising depreciation
charges and higher cost of credit. High unit capital costs presently represent a major drag on the

profitability of the tradable sector.

e Unit labor cost in the non-tradable sector increased also fast, but remained under relatively firm
control in the tradable sector. However, the relatively favorable unit labor cost developments in the
tradable sector were not sufficient to prevent the gradual compression of tradable sector mark-ups.
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!See also SI Chapter II: “Portugal’s Competitiveness.”

2g5ee Lipschitz and McDonald (1992), Empirica, Vol. 19, No. 1.
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Box 2. How Fast Can Portugal Grow?*

In the run-up to and after euro adoption, productivity
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efficiency) actually declined over this period.

The human capital and structural policy gaps appear to play
a critical role in explaining the lack of convergence. TFP convergence tends to be faster when human capital
is higher and when market institutions are more developed. In the 100 100

case of Portugal, empirical studies show that the gap in these areas o :’ZI?;;‘;:)TFP o
could account for most of the GDP per capita gap relative to the
- i iah- %0 PRT/US %0
peers. In the run-up to and after euro adoption, the lack of high
85 PRT/EU-91/ | 85

quality human capital and competition seems to have hindered the

adoption of information technology and facilitated the misallocation & 80
of capital. Much of the capital inflows during this period was in the 75 75
form of debt—uwith over-leverage hindering productivity—and 70 70
directed towards the non-tradable activities, where productivity 65 65
growth was lower. After euro adoption, the economy relied on 1974 1979 1984 1989 1994 1999 2004 2009
domestic demand, but with a declining contribution of investment )

. . . . . . Source: Staffcalculations.
to growth; relative prices, including nominal unit labor costs, VIncludes Austria, Belgium, Denmark, Finland,

diverged from northern European countries, further hindering France, Germany, Netherlands, Sweden, and UK.
competitiveness and productivity and leading to higher structural
unemployment.

Looking ahead, sustained structural reforms should facilitate productivity growth. Reaching the 2 percent
growth mark does not seem out of reach over the long term, as staff analysis suggests that a strong and
sustained reform effort could raise
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tradables, facilitate a better

allocation of capital, and boost investment and productivity. Although reforms in the education sector take a
long time to significantly boost human capital, efforts in this area could also help growth prospects. The
challenge is rather that reaching the 2-percent growth mark in the medium-term implies both a rapid
turnaround in underlying TFP growth and a recovery (even if modest) in investment, despite strong headwinds
from public and private sector deleveraging.

! See SI Chapter I: "How Fast Can Portugal Grow?”
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Box 3. Growth-Friendly, Equitable, and Sustainable Fiscal Reform in Portugal®

Portugal’s public finances need to be put in a long-term sustainable footing. The sharp increase in
public spending over 2000-10, mainly fueled by the expansion of social protection, was not accompanied
by sustainable sources of revenue or output growth. As a result, imbalances in the public accounts
accumulated throughout the past decade, often masked by the adoption of temporary measures.
Moreover, there was aggressive off-budget spending leading to a buildup of substantial contingent
liabilities. The effect has been to leave the sovereign as one of the most indebted countries in Europe, with
public debt increasing by 55 percentage points of GDP since 2006.

The ongoing consolidation has started to address these imbalances but further fiscal adjustment is
needed, and there is broad political consensus that this should be focused on the spending side.
Close to two-thirds of public spending falls on pensions and the public sector wage bill, making cuts in
these areas unavoidable.

The need for pension reform means that care has to be taken to avoid the adjustment falls on
socially vulnerable groups. But many aspects of the current pension system are regressive, suggesting
that the there is scope to enhance the targeting of social protection while protecting those at risk of
poverty. For example, each percentage point of pension spending reduces old-age poverty by only about
5 percentage points, below the European average of 7 percentage points. Part of the reason for this is that
40 percent of old age pension spending goes to the top 10 percent of the income distribution in the whole
population. The reform options include: aligning benefits from specialized pension regimes with the
general public pension system; equalizing eligibility conditions for all who retire starting in 2014;
eliminating grandfathering for those who are not yet retired; and increasing the statutory retirement age
(currently at age 65).
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On the wage bill front, the main challenge is with excess employment in some areas. There has been
some progress in reducing the wage bill, but studies show that the wage premium for public employees is
about 10 percent above the average European country. This wage premium is the highest in the education
sector, which also employs more people than peer countries but with poor educational outcomes.
Increasing the civil service working hours is another reform option, with public sector employees working
35 hours per week, the lowest level among OECD countries.

Revenue challenges are related to the composition of the tax burden composition. The tax system
could be made more growth-friendly through: lowering the taxation on capital and increasing that on
consumption; and streamlining of sizable untargeted tax expenditures, generating space for rate reductions
in the corporate and personal income taxes. Simplifying the tax system and improving tax compliance
would ensure a fair playing field for doing business in Portugal.

! See SI Chapter IV: “Growth-Friendly, Equitable, and Sustainable Fiscal Reform in Portugal.”
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Box 4. Portugal’s Corporate Leverage in Perspective’

Portugal has entered the crisis with a highly leveraged corporate sector, fuelled by low lending rates and easy
access to bank credit since Euro adoption. The current corporate debt overhang of Portuguese firms is well
above peer-countries levels in the Euro area and the high-debt thresholds identified in the literature, while
comparable to past crisis episodes with corporate deleveraging.
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Sources: Claessens (2005) for past episodes; Eurostat and INE for Portugal and rest of Europe in 2011.

During the leveraging up process, a substantial portion of debt went into the balance sheets of firms in non-
tradable sectors, including the large share of small and medium enterprises. With the crisis, the risk of
corporate default, especially in these segments, has increased significantly. Although banks appear adequately
provisioned, also thanks to ongoing supervisory efforts, the high sensitivity of firms’ balance sheets to macro-
financial shocks calls for constant monitoring of developments in the sector.

The elevated corporate debt overhang has weighted on the country’s investment and growth paths in the
run-up to the crisis. Reducing debt to more sustainable levels is needed to allow resources to be redirected to
the most productive and innovative segments of the economy and secure the long-term viability of the
private sector. However, based on past experiences, this process is expected to be protracted and entail
sizable macro-financial costs upfront. Its impact on the Portuguese economy is already visible and could
deepen further, especially given limited fiscal space and weak external demand in the Euro area. Although the
migration of losses from private to public balance sheets has been contained so far, past crisis experiences
provide evidence that risks can increase going forward.
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! See SI Chapter Il on “Portugal’s Corporate (De) Leveraging.”
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Table 1. Portugal: Selected Economic Indicators — Program Baseline
(Year-on-year percent change, unless otherwise indicated)

Projections

2009 2010 2011 2012 2013 2014 2015 2016 2017

Real GDP -29 14 -16 -3.0 -1.0 0.8 18 18 18
Total domestic demand -3.3 0.8 -5.7 -6.5 -29 03 14 14 14
Private consumption -2.3 21 -4.0 -5.7 -2.2 04 10 1.0 0.8
Public consumption 47 09 -3.8 -35 -3.2 -2.0 04 0.6 2.0
Gross fixed investment -8.6 -4.1 -113 -13.7 -5.5 3.0 4.0 4.0 3.0
Private -10.2 -8.2 -7.0 -12.0 -4.7 4.2 5.2 49 31
Government 20 195 -30.3 -237 -11.0 -6.5 -5.5 -3.8 18
Exports -10.9 8.8 7.5 4.6 29 5.0 53 5.2 5.2
Imports -10.0 54 -5.3 -5.9 -2.2 38 45 45 4.5
Contribution to Growth

Total domestic demand -3.6 0.9 -6.2 -6.8 -29 0.3 14 14 14
Private consumption -15 14 -2.7 -37 -14 0.2 0.7 0.6 0.5
Public consumption 1.0 0.2 -0.8 -0.8 -0.7 -04 0.1 01 0.4
Gross fixed investment -19 -0.9 -2.2 -24 -0.9 0.4 0.6 0.6 0.5

Foreign balance 0.6 0.5 45 39 1.9 0.5 04 0.4 0.4

Savings-investment balance (percent of GDP)

Gross national savings 94 9.9 10.9 133 138 14.5 154 163 16.5
Private 16.4 16.8 157 163 165 153 158 16.5 16.8
Public -6.9 -6.9 -4.9 -3.0 -2.7 -0.8 -04 -0.3 -0.3

Gross domestic investment 20.2 19.6 17.5 15.8 14.9 15.5 159 16.2 16.4
Private 17.2 16.0 15.0 13.8 13.2 139 143 147 149
Public 3.0 36 25 20 18 17 15 15 15

Resource utilization

Potential GDP -0.1 0.1 -0.3 -0.6 -04 -0.1 -0.1 09 0.9

Output Gap (% of potential) -1.5 -0.3 -16 -39 -4.5 -36 -17 -0.8 0.0

Employment -2.6 -15 -15 -39 -16 0.4 0.6 0.4 0.4

Unemployment rate (%) 1/ 9.5 10.8 127 155 164 159 153 148 143

Prices

GDP deflator 0.9 11 0.6 0.3 13 11 14 15 15

Consumer prices (harmonized index) -0.9 14 36 2.8 0.8 12 13 15 15

Compensation per worker (whole economy) 2.8 14 -0.8 -3.0 15 04 0.8 1.0 1.0

Labor productivity -0.3 3.0 -0.1 0.9 0.5 04 12 14 14

Unit labor costs (whole economy) 32 -1.6 -0.7 -39 1.0 0.0 -0.4 -04 -0.4

Money and credit (end of period, percent change)
Private sector credit 34 -0.3 -15 -5.1 -4.3 -19 -0.2 0.8 21
Broad money -33 -13 -13 -1.2 0.3 20 32 33 33
Interest rates (percent)
6-month interbank rate 17 0.8 14 0.6 0.2 0.5 0.9 14 19
Government bond rate, 10-year 42 5.4 10.2 11.5 7.9 47 4.4 46 47
Fiscal indicators (percent of GDP)

General government balance (percent of GDP) 2/ -10.2 -9.8 -4.4 -5.0 -4.5 -25 -2.0 -1.8 -1.8

Primary government balance (percent of GDP) -73 -7.0 -0.4 -0.8 -0.2 21 2.7 29 2.8

Structural balance -9.2 9.1 -6.6 -4.2 -24 -0.9 -1.2 -14 -18

Structural primary balance (percent of potential GDP) -6.3 -6.2 -2.6 -0.1 18 36 34 32 2.8

General government debt 831 933 108.1 120.0 1222 1223 120.0 117.2 115.0

External sector (percent of GDP)

Trade balance (goods) -10.6 -10.5 -7.7 -4.7 -33 -29 -2.7 -2.5 -24
Trade balance (G&S) -7.0 -6.7 -3.2 0.6 2.8 34 37 41 45
Current account balance -109 -10.0 -6.5 -2.5 -11 -1.0 -0.5 0.1 0.2
Net international investment position -110.6 -107.2 -103.8 -106.7 -106.1 -103.7 -99.6 -95.0 -90.5
REER based on ULC (1999=100) 109.7 108.1 106.9 100.9 1014 101.2 100.3 99.3 984
(rate of growth) 11 -14 -1.2 -5.6 0.5 -0.2 -0.9 -1.0 -0.9
REER based on CPI (1999=100) 110.1 107.8 108.7 1083 106.8 106.5 106.1 106.0 105.8
(rate of growth) -0.5 -2.1 0.8 -04 -13 -0.3 -04 -0.1 -0.2
Nominal GDP (billions of euro) 168.5 1727 1709 166.3 166.8 170.0 1754 1812 187.2

Sources: Bank of Portugal; Ministry of Finance; National Statistics Office (INE); Eurostat; and IMF staff projections.
1/ The unemployment rate series contains a structural break in 2011.
2/ EDP notification concept.
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Table 2a. Portugal: General Government Accounts 1/
(Billions of euros)

Projections

2012
Fifth
2009 2010 2011 Review 2012 2013 2014 2015 2016
Revenue 66.7 715 76.9 69.4 67.5 70.6 723 744 76.3
Taxes 36.6 384 404 38.6 38.6 417 424 43.9 45.5
Taxes on production and imports 215 232 234 22.8 23.0 229 233 24.2 25.1
Current taxes on income, wealth, etc. and capital taxes 151 153 17.0 15.8 155 18.8 19.1 19.7 204
Current taxes on income, wealth, etc. 15.1 15.2 17.0 15.8 155 18.8 19.1 197 204
Capital taxes 0.0 0.1 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Social contributions 21.0 211 20.9 195 194 20.0 20.4 20.7 21.2
Grants and other revenue 9.0 119 15.6 11.2 9.5 89 9.5 9.7 9.6
Property income 13 12 11 12 10 11 11 11 11
Sales of goods and services 41 41 44 49 47 5.0 51 5.2 5.1
Other current revenue 24 21 2.5 2.7 17 18 18 19 18
Capital transfers and investment grants 12 46 7.6 25 21 11 15 15 15
of which: Pension funds transfer 0.0 2.8 6.0 0.0 0.0 0.0 0.0 0.0 0.0
Expenditure 2/ 83.8 88.5 844 77.7 75.8 78.2 76.6 77.8 79.5
Expense 82.2 85.8 83.8 783 764 793 78.0 79.5 814
Compensation of employees 214 211 194 163 16.7 17.2 164 16.6 16.8
Use of goods and services 8.4 8.7 8.0 7.4 7.8 7.5 7.0 7.0 7.0
Consumption of fixed capital 3.6 38 39 4.0 40 42 43 45 46
Interest (ESA95) 4.8 5.0 6.9 75 7.0 73 7.9 8.2 84
Subsidies 13 12 12 17 13 12 0.8 0.8 1.0
Social benefits 37.0 37.8 376 36.8 36.9 37.6 374 38.2 39.2
Grants and other expense 57 8.2 6.8 46 2.8 43 42 43 44
Other current expense 43 49 44 4.0 31 37 34 35 36
Capital transfers 14 33 24 0.6 -03 0.6 0.8 0.8 0.8
Net acquisition of nonfinancial assets 17 2.7 0.5 -0.6 -0.6 -11 -14 -17 -19
Gross fixed capital formation 52 6.5 44 34 34 31 29 2.8 27
(-) Consumption of fixed capital -3.6 -3.8 -39 -4.0 -4.0 -4.2 -4.3 -4.5 -4.6
Acquisitions less disposals of other nonfinancial assets 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Gross Operating Balance -11.9 -105 -31 -4.9 -4.9 -4.5 -14 -0.7 -0.5
Net lending (+)/borrowing () (ESA95) -17.1 -17.0 -7.5 -83 -83 -7.5 -4.3 -35 -3.2
Net lending (+)/borrowing () (EDP notification) -17.1 -17.0 -7.5 -8.3 -8.3 -7.5 -4.3 -35 -3.2
Net acquisition of financial assets 11 49 148
Monetary gold and SDRs 0.0 0.0 0.0
Currency and deposits -0.5 0.7 10.2
Debt securities 04 -0.1 04
Loans -0.2 13 0.9
Equity and investment fund shares 1.0 16 -0.3
Insurance, pensions, and standardized guarantee schemes 0.0 0.0 0.0
Financial derivatives and employee stock options -0.1 -04 -0.2
Other accounts receivable 04 18 39
Net incurrence of liabilities 18.2 219 224
SDRs 0.0 0.0 0.0
Currency and deposits -0.5 -0.8 -31
Debt securities 16.2 17.8 -11.2
Loans 16 36 358
Equity and investment fund shares 0.0 0.0 0.0
Insurance, pensions, and standardized guarantee schemes 0.0 0.0 0.0
Financial derivatives and employee stock options 0.0 0.0 03
Other accounts payable 0.9 13 0.6
Memorandum items:
Primary balance -12.3 -12.0 -0.6 -0.8 -13 -0.3 3.6 47 5.2
Interest (EDP notification) 4.8 49 6.9 7.5 7.0 7.3 79 8.2 84
Debt at face value (EDP notification) 139.9 161.1 184.7 198.1 199.7 203.8 207.9 210.6 2124
Nominal GDP 168.5 1727 170.9 166.3 166.3 166.8 170.0 1754 1812

Sources: Portuguese statistical authorities; and IMF staff projections.

1/ GFSM 2001 presentation.

2/ Historical data include expenditure commitments that have given rise to arrears of the general government.
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Table 2b. Portugal: General Government Accounts 1/

(Percent of GDP)

Projections

2012
Fifth
2009 2010 2011  Review 2012 2013 2014 2015 2016
Revenue 39.6 414 45.0 417 40.6 423 425 424 421
Taxes 21.7 223 236 232 232 25.0 249 25.0 251
Taxes on production and imports 12.8 134 137 137 139 137 137 138 139
Current taxes on income, wealth, etc. and capital taxes 9.0 8.8 9.9 9.5 9.3 113 11.2 113 113
Social contributions 125 12.2 122 117 117 12.0 12.0 118 117
Grants and other revenue 54 6.9 9.1 6.8 5.7 5.4 5.6 5.5 53
Property income 0.8 0.7 0.6 0.7 0.6 0.6 0.6 0.6 0.6
Sales of goods and services 24 24 26 29 2.8 3.0 3.0 3.0 28
Other current revenue 14 12 15 16 1.0 11 11 11 1.0
Capital transfers and investment grants 0.7 26 4.4 15 13 0.6 0.9 0.9 0.9
of which: Pension funds transfer 0.0 16 35 0.0 0.0 0.0 0.0 0.0 0.0
Expenditure 2/ 49.8 513 49.4 46.7 456 46.9 45.0 444 439
Expense 488 49.7 49.1 47.1 459 475 45.9 453 449
Compensation of employees 12.7 12.2 114 9.8 10.0 10.3 9.7 9.5 9.3
Use of goods and services 5.0 51 47 45 47 45 41 4.0 39
Consumption of fixed capital 21 22 23 24 24 25 25 25 25
Interest (ESA95) 29 29 4.0 4.5 42 44 4.6 47 4.6
Subsidies 0.8 0.7 0.7 1.0 0.8 07 0.5 0.5 0.6
Social benefits 22.0 219 220 221 222 22.6 220 218 216
Grants and other expense 34 47 4.0 2.8 17 2.6 25 24 24
Other current expense 25 238 26 24 19 22 2.0 20 20
Capital transfers 0.9 19 14 0.4 -0.2 0.3 0.5 0.4 0.4
Net acquisition of nonfinancial assets 1.0 16 0.3 -04 -04 -0.7 -0.8 -1.0 -1.1
Gross fixed capital formation 31 37 26 20 20 1.8 17 1.6 15
(-) Consumption of fixed capital -21 -2.2 -2.3 -24 -24 -25 -25 -25 -25
Acquisitions less disposals of other nonfinancial assets 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Gross Operating Balance -7.1 -6.1 -18 -3.0 -3.0 -2.7 -0.8 -0.4 -0.3
Net lending (+)/borrowing (-) (ESA95) -10.2 -9.8 -44 -5.0 -5.0 -4.5 -2.5 -2.0 -1.8
Net lending (+)/borrowing (-) (EDP notification) -10.2 -9.8 -44 -5.0 -5.0 -4.5 -2.5 -2.0 -1.8
Net acquisition of financial assets 0.6 238 8.7
Monetary gold and SDRs 0.0 0.0 0.0
Currency and deposits -0.3 04 6.0
Debt securities 0.2 0.0 0.2
Loans -0.1 0.7 0.5
Equity and investment fund shares 0.6 0.9 -0.2
Insurance, pensions, and standardized guarantee schemes 0.0 0.0 0.0
Financial derivatives and employee stock options -0.1 -0.2 -0.1
Other accounts receivable 0.3 1.0 23
Net incurrence of liabilities 10.8 12.7 131
SDRs 0.0 0.0 0.0
Currency and deposits -03 -0.5 -1.8
Debt securities 9.6 103 -6.5
Loans 10 21 20.9
Equity and investment fund shares 0.0 0.0 0.0
Insurance, pensions, and standardized guarantee schemes 0.0 0.0 0.0
Financial derivatives and employee stock options 0.0 0.0 0.2
Other accounts payable 0.5 0.8 04
Memorandum items:
Primary balance -7.3 -7.0 -04 -0.5 -0.8 -0.2 21 2.7 29
Structural balance (Percent of potential GDP) -9.2 -9.1 -6.6 -4.1 -4.2 -24 -0.9 -1.2 -14
Structural primary balance (Percent of potential GDP) -6.3 -6.2 -2.6 0.3 -0.1 18 3.6 34 3.2
Interest (EDP notification) 2.8 29 4.0 4.5 4.2 44 4.6 47 4.6
Debt at face value (EDP notification) 831 933 108.1 1191 120.0 1222 1223 120.0 117.2

Sources: Portuguese statistical authorities; and IMF staff projections.

1/ GFSM 2001 presentation.

2/ Historical data include expenditure commitments that have given rise to arrears of the general government.
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Table 3. Portugal: General Government Stock Positions

(Billions of Euros)

2008 2009 2010 2011
Net financial worth -93.1 -108.7 -110.0 -926
Financial assets 457 48.6 584 74.1
Monetary gold and SDRs 0.0 0.0 0.0 0.0
Currency and deposits 7.3 6.8 7.7 18.0
Debt securities 15 19 18 22
Loans 3.0 2.8 41 5.0
Equity and investment fund shares 25.8 28.7 343 34.2
Insurance, pensions, and standardized guarantee schemes 0.0 0.0 0.0 0.0
Financial derivatives and employee stock options -0.1 0.0 0.1 0.4
Other accounts receivable 8.1 85 10.3 14.2
Liabilities 138.8 157.2 1683 166.7
Special Drawing Rights (SDRs) 0.0 0.0 0.0 0.0
Currency and deposits 195 18.9 181 15.0
Debt securities 98.1 1143 1204 85.1
Loans 15.7 17.4 21.2 58.0
Equity and investment fund shares 0.0 0.0 0.0 0.0
Insurance, pensions, and standardized guarantee schemes 0.0 0.0 0.0 0.0
Financial derivatives and employee stock options 0.0 0.0 0.0 0.9
Other accounts payable 5.6 6.5 8.5 7.8
Memorandum items:
Gross debt (at market value) 138.8 157.2 1683 16538
Gross debt at face value 128.7 1465 169.7 1925
Gross debt at face value (EDP notification) 1231 1399 1611 1847
Other economic flows - financial assets 1.8 4.9 0.9
Other economic flows - liabilities 03 -108 -240

Sources: Portuguese statistical authorities; and IMF staff calculations.
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Table 4. Portugal: Balance of Payments, 2009-17

Projections

2009 2010 2011 2012 2013 2014 2015 2016 2017
(Billions of euro)

Current account -184 -17.2 -11.0 -4.2 -1.9 -1.8 -0.8 0.2 0.3
Balance of goods and services -11.8  -115 -54 1.0 4.6 5.7 6.5 74 8.3
Trade balance -17.8 -18.2 -13.2 -7.7 -5.5 -5.0 -4.8 -4.6 -4.5
Exports fob 32.0 36.9 426 454 47.0 50.0 53.2 56.7 60.5
Imports fob 49.8 55.1 55.8 531 525 55.0 58.0 61.3 65.0
Services, net 6.0 6.7 7.7 8.7 10.1 10.7 113 12.0 12.8
Exports 16.3 17.6 19.2 199 21.0 22.0 233 24.6 26.2
Imports 10.3 10.9 114 11.2 10.8 113 119 12.6 134

Of which:
Tourism 4.2 46 5.2 5.6 6.2 6.6 7.0 74 7.9
Exports 6.9 7.6 8.1 8.5 9.0 9.6 10.1 10.7 114
Imports 2.7 3.0 3.0 29 2.8 3.0 31 33 35
Income, net -8.7 -79 -8.6 -85 -9.7 -10.6 -104 -10.3 -11.1
Current transfers, net 2.1 2.2 3.0 34 32 31 3.0 3.0 3.0
Private remittances, net 21 22 24 2.5 24 24 24 24 24
Official transfers, net 0.1 0.0 0.6 0.8 0.8 0.7 0.6 0.6 0.6

Capital account 14 19 2.1 40 24 24 24 24 24

Financial account 17.5 15.6 -244 -27.5 -10.7 -8.7 -1.6 -2.6 -2.7
Direct investment 14 7.7 -1.7 3.8 -0.5 -11 -1.2 -14 -1.5

Portuguese investment abroad -0.6 5.7 9.1 -6.6 -4.0 -4.2 -44 -4.5 -4.7
Foreign investment in Portugal 1.9 20 74 104 35 31 31 3.2 3.2
Portfolio investment, net 15.0 -9.7 48 -23.8 9.1 -11.0 24 -0.2 -0.5
Financial derivatives 0.2 04 0.5 0.0 0.0 0.0 0.0 0.0 0.0
Other investment, net 0.8 18.2 -19.7 -7.6 -1.1 34 2.0 -1.0 -0.7
Reserve assets 0.1 -1.0 1.2 0.0 0.0 0.0 0.0 0.0 0.0

Errors and omissions -0.5 -0.3 -0.6 0.0 0.0 0.0 0.0 0.0 0.0

Program financing 339 27.7 10.2 8.1
European Union 20.9 194 6.5 5.2
IMF 131 8.3 3.6 29

Memorandum items:

Net international investment position 1/ -186.3 -1851 -177.3 -1775 -177.0 -1763 -1747 -1721 -1694
Direct investment, net -32.1 -33.6 -31.7 -35.5 -35.0 -33.8 -32.6 -31.2 -29.7
Portfolio investment, net -70.0 -51.3 -29.6 -33.6 -34.6 -31.7 -29.3 -29.1 -28.6
Financial derivatives -0.4 -11 -1.8 -1.8 -1.8 -1.8 -1.8 -1.8 -1.8
Other investment, net -948 -1148 -130.7 -1231 -1220 -1254 -127.5 -126.5 -125.8
Reserve assets 111 15.7 16.5 16.5 16.5 16.5 16.5 16.5 16.5

Nominal GDP 168.5 172.7 170.9 166.3 166.8 170.0 1754 181.2 187.2

(Percent of GDP)

Current account -10.9 -10.0 -6.5 -25 -1.1 -1.0 -0.5 0.1 0.2

Current account (including capital transfers) -10.1 -8.9 -5.2 -0.1 0.3 0.4 0.9 14 15
Of which: Balance of goods and services -7.0 -6.7 -3.2 0.6 2.8 34 37 4.1 45

Net international investment position 1/ -1106 -107.2 -103.8 -106.7 -106.1 -103.7 -996 -95.0 -90.5
Direct investment, net -19.0  -195 -18.5 -21.3 -21.0  -199 -186  -17.2 -15.9
Portfolio investment, net -41.6 -29.7 -17.3 -20.2 -20.8 -18.7 -16.7 -16.1 -15.3
Financial derivatives -0.3 -0.7 -1.1 -11 -1.1 -11 -1.0 -1.0 -1.0
Other investment, net -56.3 -66.5 -76.5 -740  -73.2 -73.8 -727  -69.8 -67.2
Reserve assets 6.6 9.1 9.6 9.9 9.9 9.7 94 9.1 8.8

Sources: Bank of Portugal; and IMF staff calculations.
1/ End-of-period data.
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Table 5. Portugal: Selected Financial Indicators of the Banking System, 2007-12Q2

(Percent)
2007 2008 2009 2010 2011Q1 2011Q2 2011Q3 2011Q4 2012Q1 2012Q2
Capital Adequacy
Regulatory capital to risk-weighted assets 10.5 9.4 10.5 10.3 10.5 10.1 9.3 9.8 10.6 12.3
Regulatory Tier 1 capital to risk-weighted assets 7.0 6.6 7.9 8.3 8.6 8.5 8.2 8.6 9.4 111
Capital to assets 1/ 6.5 5.8 6.5 6.7 6.8 6.4 6.1 53 5.6 6.2
Asset composition and quality
Nonperforming loans to total gross loans 2/ 2.8 3.6 4.8 5.2 5.5 6.2 6.9 7.5 8.2 9.0
Nonperforming loans to total gross loans 3/ 2.8 35 4.8 51 5.5 6.1 6.8 7.4 8.1 9.1
Sectoral distribution of loans
Residents 80.7 837 83.6 833 839 843 84.8 84.0 83.2 824
Deposit-takers 5.6 6.2 5.8 5.3 51 53 53 6.5 6.8 7.4
Central bank 17 13 1.2 0.5 0.8 0.5 0.6 0.9 0.4 0.4
Other financial corporations 38 3.6 37 39 38 31 31 29 2.7 2.7
General government 14 1.6 17 29 33 41 4.2 2.6 3.2 2.7
Nonfinancial corporations 28.8 316 315 30.7 30.8 313 314 31.0 30.6 30.0
Other domestic sectors 39.3 39.5 39.6 39.9 40.2 40.1 40.2 40.1 39.6 39.2
Nonresidents 19.3 16.3 16.4 16.7 16.1 15.7 15.2 16.0 16.8 17.6
Earnings and profitability
Return on assets 1.2 0.3 0.4 0.5 0.5 0.3 0.1 -0.3 0.2 0.1
Return on equity 18.7 5.6 7.3 7.5 7.3 38 23 -5.5 43 2.6
Interest margin to gross income 54.0 59.5 53.8 52.3 58.3 55.8 57.2 57.5 51.7 47.8
Noninterest expenses to gross income 55.4 58.0 583 58.9 61.0 60.2 61.6 63.9 57.9 55.0
Liquidity
Liquid assets to total assets 4/ 11.2 12.8 13.2 19.0 17.4 16.5 15.6 13.6 11.2 12.6
Liquid assets to short-term liabilities 4/ 85.6 67.7 84.5 86.2 80.6 85.9 82.0 87.6 90.0 101.3
Loans to deposits 5/ 160.1 160.3 161.5 157.8 156.7 149.7 146.2 140.2 137.5 136.4
Foreign-currency-denominated liabilities to total liabilities 6/ 8.2 5.8 51 51 49 44 44 41 39 39

Sources: Bank of Portugal; and IMF staff estimates.
1/ On accounting basis; consolidated.

2/ New NPL ratio in line with international practices. On a consolidated basis.

3/ New NPL ratio in line with international practices. On a consolidated basis, excluding institutions under intervention.

4/ Three-month residual maturity.

5/ Loans to customers (net of impairments) and securitized non-derecognized credit to customers divided by resources from customers and other loans.

6/ Includes foreign currency deposits and deposit-like instruments of resident nonmonetary sector and claims of nonresident vis-a-vis resident monetary financial institutions

(excluding Bank of Portugal).
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Table 6. Portugal: Monetary Survey, 2011-17
(Millions of euros, unless otherwise indicated; end of period)

Projections

Dec-11 Dec-12 Dec-13 Dec-14 Dec-15 Dec-16 Dec-17
Aggregated Balance Sheet of Monetary Financial Institutions (MFIs) 1/

Assets 472,496 458,580 447,203 445,577 444,623 450,842 459,290
Cash 1,606 1,400 1,382 1,373 1,361 1,349 1,338
Claims on Bank of Portugal 5,692 2,211 2,324 5438 2,473 1124 511
Claims on other FIs 53,526 45,733 45,470 44,744 44,149 44,744 44,149
Claims on non MFIs 307,347 300,330 285,944 279,028 278,155 281,536 287,489

General government 32,309 39,411 36,172 34,112 33,693 34,995 35,709
Central government (excluding SOEs) 19,544 28,101 24,700 22,087 21,205 22,459 23,231

loans 467 1,273 1,273 1,193 1114 1,034 954

securities 19,078 26,828 23,427 20,894 20,091 21,425 22,277

Bonds 10,307 15,997 14,608 13,323 13,560 14,894 15,746

Thills 8,770 10,831 8,819 7,571 6,531 6,531 6,531

Regional and local government (excl SOEs) 6,408 5,854 6,042 6,042 6,042 6,042 6,042

SOEs 6,365 5456 5431 5,984 6,447 6,495 6,437
Private sector 275,038 260,919 249,772 244,916 244,463 246,541 251,780
Claims on non-residents 96,585 101,371 104,530 107,294 110,539 113,882 117,327
Other assets 7,740 7,533 7,553 7,701 7,945 8,206 8,476

Liabilities 472,496 458,580 447,203 445,577 444,623 450,842 459,290
Liabilities to Bank of Portugal 46,928 59,782 54,568 51,557 34,426 24,310 15,723
Liabilities to other Fls 60,888 54,913 54,102 54,174 54,522 57,468 58971
Deposits of non MFIs 176,290 171,984 172,575 179,138 185,637 192,374 199,357

General government 12,279 8,672 1,172 1,172 1,172 1,172 1,172
Private sector 164,011 163,312 171,403 177,966 184,465 191,202 198,185
Securities other than capital 53,345 35,262 28,356 19,568 20,683 21,075 24,637
Liabilities to non-residents 105,130 93,044 95,836 98,711 101,672 104,722 107,864
Other -10,690 -12,730 -12,832 -11,548 -10,495 -10,840 -11,196
Capital and reserves 40,606 56,324 54,599 53,977 58,178 61,734 63,933
Money and Credit
Broad Money (M3) 172,547 170,390 170,842 174,180 179,714 185,609 191,717
Intermediate money (M2) 169,872 165,332 165,770 169,009 174,379 180,098 186,025
Narrow money (M1) 67,504 68,186 68,367 69,703 71,917 74,276 76,720
Private sector credit 275,038 260,919 249,772 244916 244,463 246,541 251,780
Public sector credit 32,309 39411 36,172 34,112 33,693 34,995 35,709
(Percent of GDP)
Broad Money 101.0 102.4 102.4 102.4 102.4 102.4 102.4
Private sector credit 160.9 156.9 149.8 144.0 1393 136.1 134.5
Public sector credit 189 237 21.7 20.1 19.2 19.3 191
(Percentage change)
Broad Money -13 -1.2 03 20 32 33 33
Private sector credit -15 -5.1 -4.3 -19 -0.2 0.8 21
Public sector credit -4.5 220 -8.2 -5.7 -1.2 39 20
Memo items:
ECB access (% assets) 9.9 13.0 122 116 7.7 54 34
Credit to deposits (%) 146.1 140.5 1309 1248 120.8 117.1 1151
Loan to deposits (%) 2/ 1409 1415 1375 1320 1287 1254 124.0
Wholesale market funding (% assets) 3/ 29.5 24.0 236 222 231 234 243

Sources: Bank of Portugal and staff estimates.
1/ Excludes Bank of Portugal.

2/ Loan to deposit ratio for banking system as a whole based on monetary statistics.

3/ Includes foreign interbank borrowing and securities issued.
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Table 7. Portugal: External Debt Sustainability Framework, 2007-17
(Percent of GDP, unless otherwise indicated)
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Actual Projections
2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 Debt-stabilizing
non-interest
current account 6/

Baseline: External debt 1955 2008 2238 2312 2307 2342 236.8 2338 2240 2150 208.2 -0.1
Change in external debt 9.0 53 230 74 -0.5 35 25 -29 -9.8 -9.0 -6.8
Identified external debt-creating flows (4+8+9) 26 51 133 0.0 12.6 10.2 51 -0.1 -33 -36 -35
Current account deficit, excluding interest payments 32 47 4.8 4.7 -0.1 -4.6 -5.8 -5.3 -5.4 -6.1 -6.5
Deficit in balance of goods and services 7.5 9.5 7.0 6.7 32 -0.6 -2.8 -34 -37 -4.1 -4.5
Exports 328 332 287 315 36.1 393 40.7 424 43.6 449 46.3
Imports 403 427 35.7 38.2 39.3 38.7 38.0 39.0 39.9 40.8 419
Net non-debt creating capital inflows (negative) 18 -4.5 -1.8 -4.6 38 0.7 15 0.7 0.2 0.2 0.3
Automatic debt dynamics 1/ -24 4.9 103 -0.1 89 14.1 94 44 1.9 23 27
Contribution from nominal interest rate 6.9 7.9 6.1 53 6.5 71 7.0 6.4 6.0 6.2 6.4
Contribution from real GDP growth -4.2 0.0 6.0 -31 3.8 7.0 25 -2.0 -4.1 -39 -3.7
Contribution from price and exchange rate changes 2/ -5.1 -3.0 -1.8 -2.3 -14
Residual, incl. change in gross foreign assets (2-3) 3/ 6.4 0.2 9.7 74  -132 -6.7 -26 -2.8 -6.5 -5.3 -34
External debt-to-exports ratio (in percent) 596.5 6052 7801 7331 6387 596.7 581.1 552.0 513.9 4793 4495
Gross external financing need (in billions of Euros) 4/ 187.0 210.8 180.7 173.7 180.7 181.6 159.6 1521
in percent of GDP 1083 1233 108.7 104.2 106.3 103.5 88.1 813

Scenario with key variables at their historical averages 5/ 2342 2369 239.0 2379 2380 2400 -1.7

Key Macroeconomic Assumptions Underlying Baseline

Real GDP growth (in percent) 24 0.0 -29 14 -16 -3.0 -1.0 0.8 18 18 18
GDP deflator in Euros (change in percent) 2.8 1.6 0.9 11 0.6 03 13 11 14 1.5 15
Nominal external interest rate (in percent) 39 41 3.0 24 2.8 3.0 3.0 27 26 2.8 31
Growth of exports (Euros, in percent) 9.9 28 -15.3 127 133 5.8 41 6.0 6.2 6.3 6.6
Growth of imports (Euros, in percent) 6.7 78 -181 9.6 19 -4.2 -15 47 54 5.6 6.1
Current account balance, excluding interest payments -3.2 -4.7 -4.8 -4.7 0.1 4.6 5.8 53 54 6.1 6.5
Net non-debt creating capital inflows -1.8 45 18 46 -3.8 -0.7 -15 -0.7 -0.2 -0.2 -0.3

1/ Derived as [r - g - r(1+g) + ea(1+r)]/(1+g+r+gr) times previous period debt stock, with r = nominal effective interest rate on external debt; r = change in domestic GDP deflator,

g = real GDP growth rate, e = nominal appreciation (increase in dollar value of domestic currency--not used here), and a = share of domestic-currency denominated debt in total external debt.

2/ The contribution from price and exchange rate changes is defined as [-r(1+g) + ea(1+r)]/(1+g+r+gr) times previous period debt stock. r increases with an

appreciating domestic currency (e > 0) and rising inflation (based on GDP deflator).

3/ For projection, line includes the impact of price and exchange rate changes.

4/ Defined as current account deficit, plus amortization on medium- and long-term debt, plus short-term debt at end of previous period.

5/ The key variables include real GDP growth; nominal interest rate; deflator growth; and both non-interest current account and non-debt inflows in percent of GDP.

6/ Long-run, constant balance that stabilizes the debt ratio assuming that key variables (real GDP growth, nominal interest rate, deflator growth, and non-debt inflows in percent of GDP) remain at their levels
of the last projection year.
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Table 8. Portugal: Government Debt Sustainability Framework, 2008-30
(Percent of GDP, unless otherwise indicated)

Actual Projections
2008 2009 2010 2011 2012 2013 2014 2015 2016 2020 2025 2030 Debt-stabilizing
primary
balance 9/
Baseline: General Government debt 1/ 716 83.1 933 108.1 120.0 1222 1223 1201 1173 108.2 95.8 84.1 0.9
Of which: foreign-currency denominated 12 12 15 9.6 151 17.3 187 17.8 15.7 4.8 11 0.9
Change in public sector debt 33 115 103 147 12.0 22 0.1 -2.2 -2.8 -2.6 -24 -2.3
Identified debt-creating flows (4+7+12) 2.5 117 87 5.5 12.7 3.0 0.2 -1.8 -2.0 -2.7 -25 -2.3
Primary deficit 0.6 7.3 7.0 04 0.8 0.2 -2.1 =27 -2.9 -3.0 -3.3 -3.2
Revenue and grants 41.1 39.6 41.4 45.0 40.6 423 425 424 42.1 42.0 422 42.2
Primary (noninterest) expenditure 41.7 46.9 48.4 454 41.3 42.5 40.4 39.7 39.2 39.0 39.0 39.0
Automatic debt dynamics 2/ 20 44 0.9 5.0 7.2 4.0 23 09 0.8 0.3 0.8 09
Contribution from interest rate/growth differential 3/ 20 43 0.9 5.0 72 4.0 23 0.9 0.8 0.3 0.8 0.9
Of which contribution from real interest rate 20 22 20 34 39 2.8 33 30 29 24 27 25
Of which contribution from real GDP growth 0.0 21 -11 15 33 13 -1.0 -21 -21 -21 -1.9 -1.7
Contribution from exchange rate depreciation 4/ 0.0 0.1 0.1 0.0
Other identified debt-creating flows -0.1 0.0 0.8 01 4.7 -12 0.0 0.0 0.0 0.0 0.0 0.0
Privatization receipts (negative) -0.1 0.0 -04 -0.4 -13 -1.2 0.0 0.0 0.0 0.0 0.0 0.0
Recognition of implicit or contingent liabilities and reclassifications of
entities or operations 0.0 0.0 0.0 0.5 11 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Support to financial sector (including use of BSSF) 0.0 0.0 12 0.0 4.8 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Residual, including net acquisition of financial assets and changes in deposits
(2-3) 5/ 0.8 -0.2 16 93 -0.7 -0.8 -0.1 -0.5 -0.8 0.1 0.0 0.0
Public sector debt-to-revenue ratio 1/ 1741 209.8 2253 2403 2959 288.6 287.7 2833 2784 2579 226.8 199.4
Gross financing need 6/ 17.3 36.3 44.0 259 19.6 183 194 212 239 0.0 0.0 0.0
Billions of U.S. dollars 40.5 89.3 100.4 584 41.2 385 414 46.5 54.0 0.0 0.0 0.0
Scenario with key variables at their historical averages 7/ 108.1 1159 118.0 122.0 1257 129.1 1459 168.2 191.7 14
Scenario with no policy change (constant primary balance at 2011 level
excluding one-offs) 108.1 1226 1281 133.8 137.8 141.3 1584 1799 205.8 11
Key Macroeconomic and Fiscal Assumptions Underlying Baseline
Real GDP growth (percent) 0.0 -29 14 -16 -3.0 -1.0 0.8 18 18 20 20 20
Average nominal interest rate on public debt (percent) 8/ 4.6 39 3.6 43 3.8 3.6 39 39 4.0 43 4.9 51
Average real interest rate (using in GDP deflator, percent) 3.0 3.0 25 36 35 23 28 26 25 23 29 31
Inflation rate (GDP deflator, percent) 16 0.9 11 0.6 0.3 13 11 14 15 20 20 20
Growth of real primary spending (deflated by GDP deflator, percent) 0.9 9.2 4.6 -78 -11.6 18 -4.1 0.0 0.6 1.9 20 20
Primary deficit 0.6 73 7.0 04 0.8 0.2 -2.1 -27 -29 -3.0 -33 -3.2

Sources:

1/ General government gross debt (ESA 95 definition).

2/ Derived as [(r - p(1+g) - g + ae(1+n)]/(1+g+p+gp)) times previous period debt ratio, with r = interest rate; p = growth rate of GDP deflator; g = real GDP growth rate; a = share of foreign-currency
denominated debt; and e = nominal exchange rate depreciation (measured by increase in local currency value of U.S. dollar).

3/ The real interest rate contribution is derived from the denominator in footnote 2/ as r - Tt (1+g) and the real growth contribution as -g.

4/ The exchange rate contribution is derived from the numerator in footnote 2/ as ae(1+r).

5/ Includes change in deposits, unidentified financial transactions, and cash-accrual adjustments. For projections, this line includes exchange rate changes.
6/ Defined as general government deficit, plus amortization of medium and long-term public sector debt, plus short-term debt at end of previous period.
7/ The key variables include real GDP growth; real interest rate; and primary balance in percent of GDP.

8/ Derived as nominal interest expenditure divided by previous period debt stock.

9/ Assumes that key variables (real GDP growth, real interest rate, and other identified debt-creating flows) remain at the level of the last projection year.
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Figure 1. Portugal: High Frequency Indicators

1/ Calculated by the Bank of Portugal.

Source: Statistical Office of the European Communities; European Commission; Bank of Portugal; and Fund staff calculations.
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Figure 2. Portugal: Labor Market Indicators

4
Employment Growth and Unemployment Rate
2 (Percent) .
0
-2
-4
-6
3 e Employment, LFS 1/ (y-o-y Change)
= Employment, NA 2/ (y-o-y Change)
-10 e Hours Worked, Industry excl Construction (y-o-y Change)
eeeee Jnemployment, LFS 1/ (RHS)
-12
—H NN S AN S AN S AN S AN oM
[ogogodogogogosodoNONONONONONONONONO NG,
00 00 0 0 O O O O O O OO = = = = N N N
OO0 000000 dddd d d A o o o
O O O O O OO0 000000000 O OO
NN AN AN AN AN AN AN AN AN AN NN NN NN O oY
120
115 Employmentby Sector
(2008Q1=100)
110
105
100
95 \—-
90
~....~-.~
85 e Industry excl Constructior?‘~--\
N
80 @=eaes Construction .
\
— i N
75 Services N
Public Admin. BN
70
NN T A NN T A NN A NN S AN
[egododeoNodogoNodogoNoNoNodoNoNoNo Mg
0 0 0 00 O OO OO O O O O = = = = N N
OO0 0O 0000 0O d d A ™ oA A o o
O O O O O O O O O OO OO OO O O O
N AN AN AN AN AN ANANANAN NN AN AN AN AN NN
6 Decomposition of Change in Unit Labor Cost
/, (Percent)
4 > \0
% 2
) l HH
. 0
| - [
22
&
2 * *
- EE Compensation per Employee
C—IProductivity
6 e=s== it Labor Costs (Year-on-Year Change) >
N ST A NN S A NN S NN SN
[oglogogogogogogosogoNoNoNONONONONONO,
00 00 W 0 O A OO OO O OO = = =+ NN
OO0 000000 dddd d o oA oA d -
O O O OO0 OO OO0 0000 OO O OO
AN N AN AN AN AN AN AN AN OO OO AN AN AN oo

Source: Statistical Office of the European Communities;
1/ Labor Force Survey.
2/ National Accounts.
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European Commission; Bank of Portugal; and Fund staff calculations.

3/ Long term unemployment rate as percent of total unemployed; youth unemployment rate as percent of youth labor force.
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Figure 3. Portugal: Competitiveness Indicators
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Figure 4. Portugal: Balance of Payments
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Figure 5. Portugal: Financing of the Economy, 2008-September 2012 1/
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1/ Credit and loan figures are adjusted for securitisation operations and monthly transactions (calculated using the outstanding

amounts corrected of reclassifications, write-offs/write-downs, exchange rate changes and price revaluations). Whenever relevant,
figures are additionally adjusted for credit portfolio sales, as well as for other operations with no impact on non-financial
corporations’ effective financing.

2/ Total credit granted to residents by resident and non-resident entities is reported on a consolidated basis and includes loans,
debt securities and trade credits.
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Figure 6. Portugal: Financial Indicators
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Sources: Bloomberg; and IMF staff calculations.
1/Rating used is the LT Foreign Currency Issuer Default
2/ Vertical line denotes start of program.

INTERNATIONAL MONETARY FUND 37




PORTUGAL

Figure 7. Portugal: External Debt Sustainability: Bound Tests 1/2/
(External Debt in Percent of GDP)
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1/Shaded areas representactualdata.Individual shocks are permanentone-half standard deviation shocks, except
the interest rate shock which is a permanent one standard deviation shock. Figures in the boxesrepresent average
projections for the respective variablesin the baselineand scenario being presented. Ten-year historical average for
the variableis also shown.

2/ For historical scenarios, the historical averages are calculated overthe ten-year period, and the information is
used to project debt dynamics five years ahead.

3/Permanent 1/4 standard deviation shocks applied to growth rate, and current account balance, and 1/2 standard
deviation shock to the real interest rate.

4/ One-time real depreciation of 30 percentoccurs in 2010.
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Figure 8. Portugal: Government Debt Sustainability: Bound Tests 1/
(Percent of GDP)
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Sources: International Monetary Fund; country desk data; andIMF staff estimates.

1/Shaded areas representactual data. Individual shocksare permanentone-half standard deviation shocks.
Figures inthe boxes represent average projections for the respective variables in the baseline and scenario being
presented. Ten-year historical average for the variable is also shown.

2/Permanent 1/4 standard deviation shocks applied toreal interest rate, growth rate, and primary balance.
3/One-time real depreciation of 30 percentand 10 percent of GDP shock to contingent liabilities occurin 2010,
with real depreciation defined asnominal depreciation (measured by percentage fall in dollar value oflocal
currency) minus domesticinflation (based on GDP deflator).
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APPENDIX 1. PUBLIC DEBTS SUSTAINABILITY
ANALYSIS (DSA)

1. This appendix updates earlier analysis of Portugal’s public debt. The basis for the

current debt projections—the macroeconomic framework
140

finalized in the course of the sixth review under the EFF— General Govemment Debt
. . X . f
differs little from the fifth review framework that was used (Percem,o-e?i

120
as a basis for the previous DSA. Consequently, the results

presented below are very close to the outcome of the
previous DSA (see IMF Country Report No. 12/292).

100

2. Under the revised baseline, the public debt is
projected to peak at 122 percent of GDP in 2014 and
then decline gradually, returning to its pre-crisis level
by 2030. The new, slightly lower, debt peak (compared to 0

124 percent of GDP in the previous DSA) is largely due to 2006 2008 2010 2012 2014 2016 2018 2020
the government’s increased use of deposits to reduce the

stock of debt, projected to take place in 2013.

----- Fifth review

— Baseline

3. The baseline assumes Portugal’s return to markets in mid-2013 and full
implementation of the programmed large fiscal 0
adjustment. As in the previous DSA, it is assumed that the General Government Debt

(Percent of GDP)

yields on Portugal’'s medium- and long-term obligations will
decline from 7 percent in 2013 to 5 percent in the medium-
term and that the structural primary surplus will stabilize at
3% percent of GDP. Still, the baseline is not as ambitious as 100
the fiscal adjustment implied by Portugal’s current medium-
term budget framework (“fiscal compact”), which sets the
structural deficit at 0.5 percent of GDP or below starting

in 2015.1

120

80

Baseline====- Fiscal Compact

60
. . 2006 2008 2010 2012 2014 2016 2018 2020
4. Plausible shocks could considerably worsen the

dynamics of Portugal’s public debt. A protracted recession or a realization of large contingent
liabilities would each lead to a rapid increase in debt-to-GDP ratio (by 10-15 percentage points)
followed by a gradual decline. In contrast, a temporary spike in interest rates would raise the debt
trajectory only slightly, compared with the baseline. A permanent increase in interest rates would
markedly slow down the rate of debt decline.? Finally, a combined shock—protracted recession,

! Under the baseline, the medium-term structural deficit is between 1.0 and 1.5 percent of GDP.

? Protracted recession: five percentage points cumulative decline in growth in 2013-15. Contingent liabilities:
15 percent of GDP in 2013. Temporary interest rate spike: 400 bps on all liabilities in 2013-2015. Permanent
increase in interest rates: 200 bps on medium- and long-term debt.
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contingent liabilities, and temporary interest rate spike—would render Portugal’s debt dynamics
unsustainable.

General Government Debt General Government Debt - Interest Rate Shocks
140 140 140 (Percent of GDP) 140
120 120 120 Ve T 120
/
/
100 100 100 / 100
Baseline /
80 80 80 / Baseline 80
----- Growth shock
S T Temporary
Contingent liabilities yd Permanent
60 60 60 60
2006 2008 2010 2012 2014 2016 2018 2020 2006 2008 2010 2012 2014 2016 2018 2020
180 180
General Government Debt
(Percent of GDP)
160 LaeemTTTTTTSS 160
I”
’I
140 Il 140
/
/
’
120 120
100 100
80 Baseline 80
----- Combined shock
60 60
2006 2008 2010 2012 2014 2016 2018 2020
5. Portugal’s public debt will remain sustainable under the baseline assumptions and in

most cases of plausible shocks. As noted in the previous DSA, this result hinges on successful
implementation of the large fiscal adjustment and return to trend growth by 2015. Some of the
plausible shocks could lead to unsustainable outcomes, in which case swift policy response will be of
the essence.
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I PORTUGAL—FUND RELATIONS

(As of November 30, 2012)

Membership Status
Joined: March 29, 1961; Article VIII

General Resources Account SDR Million Percent Quota
Quota 1,029.70 100.00
Fund holdings of currency 19,223.96 1,866.95
Reserve position in Fund 207.76 20.18
SDR Department SDR Million Percent Allocation
Net cumulative allocation 806.48 100.00
Holdings 799.58 99.14
Outstanding Purchase and Loans SDR Million Percent Quota
Extended Arrangements 18,402.00 1,787.12

Latest Financial Arrangement

Amount Approved Amount Drawn

Type Approval Date Expiration Date (SDR Million) (SDR Million)
EFF May 20, 2011 May 19, 2014 23,742.00 18,402.00
Stand-By Oct 07, 1983 Feb 28, 1985 445.00 259.30

Projected Payments to Fund 1/
(SDR Million; based on existing use of resources and present holdings of SDRs)

Forthcoming

2012 2013 2014 2015 2016
Principal 467.58 2,287.42
Charges/Interest 503.29 572.56 658.14 619.33
Total 503.29 572.56 1,125.73 2,906.75

1/ When a member has overdue financial obligations outstanding for more than three months, the amount of such arrears will be
shown in this section.

Exchange Rate Arrangement

Portugal’s currency is the euro, which floats freely and independently against other currencies.
Portugal has accepted the obligations of Article VIII, Section 2, 3, and 4, and maintains an exchange
system free of restrictions on payments and transfers for current international transactions, other
than restrictions notified to the Fund under Decision No. 144 (52/51).
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The first-time safeguards assessment of the Banco de Portugal (BdP), concluded in September 2011,
found that current safeguards are adequate; it recommended changes to the BdP Law to formalize
BdP’s autonomy and oversight over the Governor and the executive board in line with good
governance practices. In addition, the assessment recommended extending the supervisory
responsibilities of the Audit Board to other tasks such as oversight of internal control functions,
financial reporting and audit. The authorities have already taken steps to implement the
recommendations. A review of Fund related transactions with the debt management agency (IGCP)

has been conducted by the Court of Auditors in 2011.

Article IV Consultations

Portugal is on a 24-month consultation cycle during the Extended Arrangement. Staff discussions for
the 2009 Article IV consultation were conducted on a mission to Lisbon during November 19-30,
2009. The Article IV consultation was concluded by the Executive Board on January 20, 2010.

Sixth Review Under the Extended Arrangement

Discussions were held in Lisbon during November 12-19, 2012.

Technical Assistance:

Department Purpose Date

FAD Public Financial Management July, September 2011, March, June,
December 2012

FAD Revenue Administration September, November 2011

FAD Review of Public Financial Management Legislation November 2011

FAD Macro-fiscal Workshop April 2012

FAD Tax Policy June 2012

FAD Tax Administration April, September, December 2012

FAD Public Expenditure Review October 2012

FAD Taxpayer Compliance Management (Short-term expert) November 2012

FAD Long-term Resident Public Financial Management Advisor December 2012 — December 2013

LEG Bank early intervention, resolution and deposit insurance August 2011

framework

LEG Corporate insolvency regime and debt restructuring September 2011

LEG Workshop on judicial reform April 2012

LEG Judicial reform July, September 2012

MCM Monitoring Framework of the Corporate and Household July 2011

Sectors

MCM Support to the Special On-Site Inspections program July 2011-Februrary 2012

MCM Assessment of Private Sector Financing January 2012

MCM Bank Resolution August 2012
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Resident Representative
Mr. Albert Jaeger assumed his position in October 2011; Mr. Marcos Rietti Souto assumed his
position in September, 2011.
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B PORTUGAL—STATISTICAL ISSUES

(As of December 10, 2012)

I. Assessment of Data Adequacy for Surveillance

General. Data provision to the Fund is adequate for surveillance purposes.

Real Sector. Since 2000 INE publishes a full set of national accounts based on ESA95
methodology, including quarterly GDP estimates.

Fiscal sector. Data have undergone a number of revisions during the transition to ESA95, sizably
altering revenue and expenditure and hampering comparisons across years. From 2001 onward,
budgets have been presented in a manner consistent with recent changes in national and fiscal
accounting methodology. Quarterly general government statistics on an accrual basis are
available as derived from the national accounts statistics.

Trade and Balance of Payments. Data are provided according to the IMF's fifth edition of the
Balance of Payments Manual. The external trade data meet the timeliness standards. The portfolio
investment collection system has a simplified threshold of €500 million, which is relatively high in
comparison with many EU countries. The authorities estimate however, that only about 1.5
percent of transactions are not captured on a monthly basis by this threshold, and that this
reporting simplification does not significantly hamper the quality of the monthly balance of
payments. Moreover, they indicate that all transactions below this threshold are included in the
first release of the annual balance of payments data, and the monthly numbers are revised
accordingly.

Il. Data Standards and Quality

Portugal is subject to the statistical requirements No data ROSC is available.
and timeliness and reporting standards of Eurostat
and the European Central Bank (ECB). Portugal
subscribes to the Special Data Dissemination
Standard (SDDS), and the relevant metadata have
been posted on the Dissemination Standards
Bulletin Board.
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Portugal—Table of Common Indicators Required for Surveillance
(As of December 10, 2012)

D f F F
ate o Date Frequency requency requency
Latest Received of Data® of of

Observation Reporting® | Publication®
Exchange Rates 12/07/12 12/07/12 D D D
International Reserve Assets and 11/12 12/12 M M M
Reserve Liabilities of the Monetary
Authorities*
Reserve/Base Money 10/12 11/12 M M M
Broad Money 10/12 11/12 M M M
Central Bank Balance Sheet 11/12 12/12 M M M
Consolidated Balance Sheet of the 10/12 11/12 M M M
Banking System
Interest Rates? 10/12 11/12 M M M
Consumer Price Index 10/12 11/12 M M M
Revenue, Expenditure, Balance and 10/12 11/12 M M M
Composition of Financing® - General
Government®
Revenue, Expenditure, Balance and 10/12 11/12 M M M
Composition of Financing®- Central
Government
Stocks of Central Government and 10/12 11/12 M M M
Central Government-Guaranteed
Debt®
External Current Account Balance 09/12 11/12 M M M
Exports and Imports of Goods and 09/12 10/12 M M M
Services
GDP/GNP 2012:Q3 12/12 Q Q
Gross External Debt 2012:Q2 09/12 Q Q
International Investment Position 2012:Q2 09/12 Q Q Q

'Any reserve assets that are pledged or otherwise encumbered should be specified separately. Also, data should comprise short-

term liabilities linked to a foreign currency but settled by other means as well as the notional values of financial derivatives to pay
and to receive foreign currency, including those linked to a foreign currency but settled by other means.
?Both market-based and officially determined, including discount rates, money market rates, rates on treasury bills, notes and

bonds.

3 Foreign, domestic bank, and domestic nonbank financing.

*The general government consists the central government (budgetary funds, extra budgetary funds, and social security funds) and state
and local governments.

*Including currency and maturity composition.

6 Daily (D), weekly (W), monthly (M), quarterly (Q), annually (A), irregular (I); and not available (NA).
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SIXTH REVIEW UNDER THE EXTENDED ARRANGEMENT
AND REQUEST FOR WAIVERS OF APPLICABILITY OF END-
DECEMBER PERFORMANCE CRITERIA

EXECUTIVE SUMMARY

Economic developments and program performance. Program implementation
remains good: all end-September PCs and structural benchmarks for the review were
met. Fiscal performance has been broadly in line with the program, and external
adjustment continues to proceed at a faster pace that envisaged. Reflecting these
positive achievements and an improvement in market conditions at the euro area level,
yields on government bonds have continued to decline, reaching their lowest level
since early 2011.

Sixth Review. Policy discussions focused on the parameters for the newly launched
comprehensive public expenditure review and a new initiative to make the corporate
income tax system more conducive to investment and competitiveness. Discussions
also covered how to address the risk of revenue shortfalls, the tight credit conditions
faced by firms, and further steps to improve labor market flexibility.

Outlook and risks. Domestic activity indicators are still strongly negative. Output is
expected to contract by 3 percent this year, and there are downside risks to the
expected 1-percent contraction next year. Staff expects a recovery in the second half
of 2013, but much will also depend on broader euro area developments. The debt
outlook remains sustainable, although the room for maneuver is narrow—under the
new baseline public debt will peak at 122 percent of GDP, declining gradually

after 2014.

Staff supports the authorities’ request for completion of the sixth review,
including waivers of applicability of the end-December performance criteria. The
purchase subject to completion of this review would be in an amount equivalent to
SDR 724 million.
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Approved By Discussions took place during November 12-19 in Lisbon. The staff
Poul M. Thomsen and team comprised A. Aemro Selassie (head), D. Gershenson, M. Goretti,
Martin Miihleisen H. Lin, and S. Roudet (all EUR); A. Piris (SPR); A. Lemgruber (FAD); C.

Verkoren (MCM); W. Bergthaler and D. Chew (LEG); and A. Jaeger and
M. Souto (Res. Reps). Mr. Cardoso (OED) also participated in meetings.
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I BACKGROUND

1. The program is broadly on track but downside risks remain significant. All performance
criteria for which data are available and structural benchmarks for the 6 review have been met.
More broadly, external adjustment continues to exceed expectations; fiscal performance is largely in
line with the program objectives; financial stability continues to be maintained; and structural
reforms are being advanced. In this context, and playing off the more benign market environment,
sovereign yields have continued to decline to their lowest levels since early 2011. Some
corporates—including banks—have also resumed borrowing in international capital markets at
medium-term maturities. Nevertheless, domestic activity indicators are still strongly negative, and
support from external demand is hostage to broader euro area economic developments. With
revenue collections already on the weak side, this points to downside risks to the macroeconomic
outlook and fiscal targets.

2. Program implementation has remained strong amidst a more tense social and political
climate. The 2013 budget was adopted by Parliament, consistent with earlier understandings. The
government has launched a comprehensive public expenditure review to identify the permanent
measures that will underpin the adjustment effort over the next several years. In addition, important
pieces of legislation have been submitted to Parliament or adopted, moving the structural reform
agenda forward. But austerity fatigue is also running high. With unemployment set to continue
rising and disposable incomes set for a further fall, opposition parties and civil society organizations
are increasingly voicing strong objections to key elements of the program.

3. This sixth program review was conducted in conjunction with the 2012 Article IV
discussions. A separate Article IV report presents an analysis of the institutional weaknesses and
policy failures that led to the 2011 economic crisis, progress to date in addressing economic
imbalances, and medium-term prospects and risks. This review report focuses on the program
review aspects of the mission’s discussions. The centerpieces of policy discussions in this review
were: (i) the parameters for the newly launched comprehensive public expenditure review and (ii) a
new initiative to make the corporate income tax system more conducive to investment and
competitiveness. Discussions also covered how to best address the risk of revenue shortfalls, the still
tight credit conditions faced by firms, and further steps to improve labor market efficiency.

I ECONOMIC DEVELOPMENTS AND OUTLOOK

4. Output is so far evolving as envisaged under the program baseline, but there are signs
of weakness. Real output contracted by 0.9 percent (quarter-on-quarter) in the third quarter,
somewhat smaller than the 1.1 percent expected under the program. This reflected stronger-than-
expected private sector activity, with signs of the contraction in industrial production bottoming out
in the third quarter. However, more recent high frequency confidence and activity indicators point to
possible further weakness going forward. On balance, staff and the authorities agreed to maintain
the growth forecast broadly unchanged—with output contracting by 3 percent this year and the
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recession extending into next year (-1 percent)}—while recognizing that downside risks are
significant.
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Source: Eurostat; INE; and IMF staff calculations. Source: Statistical Office of the European Communities; and IMF staff
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5. Staff still expects a recovery in the second half of 2013, driven by a turnaround in

investment; but much will also depend on broader euro area developments. The recovery is
expected to be underpinned by a gradual increase in investment outlays by more export-oriented
firms as capacity constraints become more binding. Risks to this forecast remain non-trivial. For
instance, there could be further drag on growth from fiscal adjustment or corporate deleveraging,
weighing much more on spending and employment than currently assumed. This outlook also
requires that the conditions in the euro area do not deteriorate subtstantially and that export
demand picks up in the second half of 2013. (see Article IV report for more details on the
macroeconomic outlook and related risks).

6. Reflecting depressed activity, labor market adjustment continues and inflation
continues to run well below the euro area average. P P
Employment in the third quarter declined by 4 percent \ (A,quarterLﬂlZ\‘,’;:ﬁfnT;:Zfric'esmchange) .
from a year ago, with unemployment rate further rising S

to 15.8 percent. Labor shedding has been : :
accompanied by a fast decline in labor compensation. 0 0
While this reflected in large part the cuts in public , 5

sector wages (soon to be partially reversed), increases
in private sector negotiated wages have also been
fairly low (1 percent year-on-year during the first three ¢
quarters). Overall, unit labor costs for the economy as

a whole have declined by 5% percent from their 2009 Sources: INE;and staffestimation.

peak (Figures 2 and 3 in Article IV staff report). Inflation at constant tax rates has been declining
since February, averaging 1 percent for the first nine months of the year—about 1% percentage
points lower than the euro area average.

Employment
4T eaaas Total employee compensation

Gross operating surplus

2008Q4
2009Q1
2009Q2
2009Q3
2009Q4
2010Q1
2010Q2
2010Q3
2010Q4
2011Q1
2011Q2
2011Q3
2011Q4
2012Q1
2012Q2
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7. The speed of external adjustment continues to exceed expectations, prompting an
upward revision to the current account balance projections. Exports of goods and services fell
by close to 7 percent year-on-year in September, reflecting a strike by port workers in reaction to
the ongoing reforms (see below), as well as weakening demand in Europe, but growth of goods
exports picked up again to 5 percent in October. Overall, year-to-date export growth was robust
(above 5 percent), led by strong expansion in 0 0
exports of goods to non-EU destinations (up 2 TradeinGwdsfggrcsgnnt’?feébg)_momh peianee 2
23 percent). As a result, Portugal’s market share in 4
most export markets (including in the EU) has been
slowly rising. With imports still declining (at close to
6 percent year-to-date), the current account

continues to adjust at a faster pace than projected.

-10

-12 -12
The 12-month rolling deficit reached 2%z percent of " »
GDP in September—representing an adjustment of Dec-99  Jun-02  Jan-05  Jul-07  Feb-10  Sep-12
10 percentage points from the low point in Source: Banco de Portugal

late 2008—or close to staff's revised, but still
conservative year-end projection. The current account deficit is now projected to reach about
1 percent of GDP in 2013, compared to 1.7 percent of GDP at the time of the 5" review.

8. The debt outlook remains sustainable, although the room for maneuver is narrow.
Public debt will peak at some 122 percent of GDP in 2013-14 and start declining steadily thereafter.!
As before, the debt path remains very sensitive to the economic growth and interest rate
assumptions. And the possible migration of contingent liabilities from either state-owned
enterprises or the highly indebted nonfinancial corporate sector to the sovereign balance sheet, via
the banking system, remains a high risk factor for the debt trajectory. As noted in earlier reports, the
combination of plausible shocks could generate an unsustainable dynamics (see DSA appendix in
Article 1V report).

I ADVANCING FISCAL CONSOLIDATION

A. Recent Fiscal Developments

9. Revenue performance continues to show signs of weakness. State tax revenues were
about 0.2 percent of GDP below projections at end-October (on a cumulative basis), reflecting
mainly the continuing shift in economic activity from domestic demand to the lighter-taxed exports
and an unanticipated increase in corporate income tax reimbursements. In spite of this, and contrary
to initial expectation, the end-September performance criterion on the government cash deficit was

! Gross debt is now projected to peak around 2 percentage points of GDP lower than expected at the time of
the Fifth review reflecting the additional use of government deposits for deficit financing resulting from the
ongoing centralization of cash management as well as favorable exchange rate developments.
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met, as the revenue underperformance was General Government Fiscal Indicators

(Percent of GDP, unless otherwise noted)

more than offset by a combination of the o0 2011 2012 2013 2oma
tight control over spending and delays in

Revenue 41.4 45.0 40.6 42.3 425

budget execution.’ Expenditure 51.3 49.4 456 46.9 45.0
Overall balance -9.8 -4.4 -5.0 -4.5 -2.5

excluding one-offs -9.2 -74 -6.0 -4.5 -25

10. The 2013 budget was approved by  Primary balance 7.0 -0.4 -0.8 02 2.1
Primary structural balance 1/ -6.2 -2.6 -0.1 1.8 3.6

Parliament at the end of November. The
budget, which is in line with the f/"lunfzsmg‘ritff”;g:‘t'l‘;fg';SP and IMF staff estimates.

understanding reached at the time of the 5™

review (see IMF Country Report No. 12/292 for a full discussion), is consistent with achieving the
program’s 4% percent of GDP deficit target on current policies and prospects. The consolidation is
underpinned by a mixture of revenue increases, which account for 80 percent of the total
adjustment, and expenditure cuts (MEFP 13). The budget is an important step in putting Portugal’s
finances on a sustainable footing. It postulates continued fiscal consolidation, with a structural
primary adjustment close to 2 percentage points of potential GDP. Successful implementation will
bring the structural primary adjustment in 2011-13 to 80 percent of the required total.

B. Policy Discussions

11. The mission discussed ways to address the significant downside risks to the fiscal
targets:

e Given the revenue underperformance, staff estimates that, in the absence of offsetting
measures, the 2012 deficit would be about ¥4 percentage points of GDP higher than the target
of 5 percent of GDP (including receipts from the sale of an airport concession).> But the
authorities were adamant this would be offset through tighter spending execution. To this end,
all new capital spending commitments have been frozen since end-September. There is also a
risk of slippages in the execution of the program with Madeira, but the authorities are pro-
actively containing spending to avoid any impact on the deficit target.

e With the underlying revenue slippage set to carry over to next year, and given the risks to the
macroeconomic outlook, the authorities have agreed to prepare contingency measures for 2013
worth at least ¥2 percent of GDP on the spending side—mainly by frontloading the measures
from the ongoing public expenditure review.

? With the preliminary data indicating that the end-September PC on government cash balance might have
been missed, the authorities had requested a waiver of non-observance, which was granted at the time of the
fifth review.

? As noted in the staff report for the fifth review, reaching the 5.0 percent deficit target is contingent on the
above-the-line classification of the expected revenue from the sale of airport concessionaire ANA (0.7 percent
of GDP). Staff and the authorities are still discussing the proper statistical treatment. The outcome of the
discussion will not affect the magnitude of Portugal’s fiscal consolidation effort.
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12. Discussions also covered the scope and parameters of the recently initiated public
expenditure review. The fiscal adjustment envisaged for 2013 relies heavily on raising revenues.
This has prompted considerable public disquiet, and there is some political consensus for a
thorough reassessment of the country’s spending priorities. To this end, the authorities have
launched a comprehensive expenditure review—including with input from Fund technical
assistance—uwith the aim of improving the efficiency and sustainability of the government
operations. In quantitative terms, the objective is to identify savings of up to €4 billion (close to

2.5 percent of GDP) during the course of 2013-14. The authorities plan to discuss their findings with
staff at the time of the next program review in February 2013 (MEFP 14).

13. The mission strongly welcomed the expenditure review. With the tax-to-GDP ratio
already in line with peers and the 2013 budget set to push this ratio even higher, a large part of the
medium-term fiscal adjustment will need to come from expenditure restraint. This would help bring
the adjustment mix closer to the original program objective—one third revenue, two thirds
expenditure. And given that Portugal’s spending is heavily concentrated on pensions and public
wages—accounting for about two-thirds of total spending, these outlays will have to be at the
center of spending reforms. These areas are particularly sensitive; and it will be important to ensure
a broad, open, and transparent consultation process to build domestic support for these critical
reforms.

14. Fiscal structural reforms continue to focus on minimizing fiscal risks.

e Public financial management. Following broad consultation with the various stakeholders and
FAD TA, the government is on track to meet the end-year structural benchmark on the
submission of the local and regional finance laws to Parliament. The total stock of domestic
arrears was further reduced—to 2.4 percent of GDP at end-October—reflecting repayments of
health sector arrears under a settlement program agreed earlier. But going beyond the
parameters of this program, the authorities plan to settle an additional €432 million in arrears.
The mission expressed its misgiving, stressing that underlying accumulation of arrears is not yet
under control, especially in SOE hospitals. The authorities argued that with the new expenditure
commitment control systems now rolled out in most spending units, the underlying
accumulation of arrears will soon be stopped. Moreover, they agreed that this repayment would
not proceed until there is evidence that: (i) cash management needs are carefully prioritized; and
(i) the impact on the deficit is properly assessed.

e Revenue administration. Given the revenue underperformance this year and the greater reliance
of the 2013 adjustment on tax handles, the focus on tax noncompliance is being strengthened.
In particular, the authorities are working toward a new compliance risk management approach
over a 2-3 year period, with two projects focusing on High Net Wealth Individuals (HNWI) and
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Self-Employed Professionals (SEP) to be implemented immediately.* The end-December
structural benchmark on the implementation of the Large Taxpayer Office was met. Progress has
also been achieved in resolving high value tax court cases. Nevertheless, some organizational
reforms, such as streamlining the excessive number of local offices of the revenue
administration, have been postponed. Staff also stressed the need for a deeper analysis on
compliance trends and performance indicators, including the adoption of a risk management
unit.

e Public-private partnerships (PPPs). The authorities have developed a plan to reduce PPP costs by
about €250 million in 2013, and up to €400 million after 2014. It includes several measures such
as the reduction of scope of contracts, changes in the toll framework, and reduction of the
private partners’ internal rate of return. The mission stressed the need to ensure the long-term
fiscal sustainability in the renegotiation process, minimizing contingent risks and promoting
transparency.

15. The objective of restoring operational balance for the SOE sector before end-2012 has
been achieved. Further cost-cutting is still needed in some firms that still show deficits, and they
have been asked to present plans for the next fiscal year accordingly, while firms in surplus have
been asked to find ways of generating new revenue streams from non-core activities to help pay
down debts and meet the partial reinstatement of the salaries. The authorities have generally been
successful in ensuring that amortizing debts are rolled over, and no new use of direct treasury
financing for firms outside the perimeter of general government is foreseen in the 2013 budget. But
rolling over high legacy debts in several firms remains a risk.

16. The privatization process is on track. The authorities have received bids for the airport
concession company ANA. Completion of the sale is expected in early in 2013. The sale process for
the postal company, CTT, is expected to be launched in the second quarter of 2013, and completed
by year-end, while privatization of the rail cargo company CP Carga is expected to be launched in
early 2013. Overall, interest has been strong in the privatization process, and completion of the ANA
transaction should bring privatization proceeds to about 80 percent of the originally programmed
revenues.

I SAFEGUARDING FINANCIAL STABILITY

A. Recent Financial Developments

17. Banks’ capital and liquidity conditions have improved markedly. The capital
augmentation exercise of the banks monitored under the program is nearly complete, with all the
major banks successfully recapitalized. The proceeds of the capital increase have been used by some

* Gross income reported by SEP fell by 24 percent between 2010 and 2011, while the income reported by wage
earners fell only by 3 percent. Similarly, the reported taxable income of the two highest tax brackets—where
HNWI are concentrated—fell significantly more than the other PIT brackets over the same period.
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banks to purchase sovereign securities or reduce 7
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Source: BdP.

But credit conditions remain among the tightest in the euro area.

While large corporations maintain reasonable access to financing, smaller firms are facing
particularly difficult credit conditions. Bank credit growth to large firms in recent months has
remained positive, coupled with several international bond issues by large firms in recent
months—for the first time since early 2011—as well as placements in domestic retail markets.
However, credit pressures remain elevated for small and micro enterprises, notably those
operating in the non-tradable sectors. Credit to these firms by domestic banks has been
declining at a pace of about 10 percent year-on-year in recent months (compared to about

5 percent for the non-financial private sector) (Figure 5).

5

Most notably, the cost of credit for Portuguese firms remains extremely high compared to euro
area peers. This applies to all market segments, including the more dynamic export sector. While
the relatively higher lending rates in Portugal largely reflect differences in sovereign spreads
across the region, the ongoing drag on banks’ profitability is also playing an important role on
credit conditions. In particular, high provisions, low rates on legacy portfolios, and the costly
remuneration of the contingent instruments injected by the state are putting pressures on the
lending rates applied by banks to new corporate loans, despite the recent decline in deposit

rates.
1,200 8
Portuguese Corporate Bond Issuance, 2012 Non-Financial Corporations: Credit Conditions
1,000 (Millions of euros) 6 (Percent) _/-_\__\h\-’~
800 4
B Domestic Market ™ External Market
600 2
400 0
-2
- I I l
0 . . 4 PRTLoanGrowth ===== PRT Lending Rate
. = > c = o a - EAlLoanGrowth ====- EALending Rate
: &2 & = 2 2 g & 6

Mar-09 Dec-09 Sep-10 Jun-11 Mar-12
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Sources: Bloombergand staffestimates. "
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> The companies, mainly blue chip firms with relatively stable cash flows and/or diversified income sources,
were able to raise a total of €1.8 billion in international markets at rates between 5% and 6% percent at 5-year
maturities.
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B. Policy Discussions

19. There were extensive discussions on the principles and modalities of the bank
recapitalization process. All major banks have been successfully recapitalized through private
and/or public support, and the recapitalization of one smaller bank, delayed pending completion of
its group restructuring, is also being finalized. Consequently, banks are on track to meet the end-
year 10 percent Core Tier I requirement under the program. The authorities affirmed that recourse
to the public funds being made available under the program for bank recapitalization exercise is
being anchored by the following principles: a successful assessment of viability by the Banco de
Portugal’s (BdP) underpinned by conservative funding and capital plans by the banks; burden-
sharing with the private sector, as evidenced by successful private placements; and adequate
safeguards to protect the interest of taxpayers, including through banks’ restructuring plans, in line
with EU state aid rules.

20. Notwithstanding the progress to date, the authorities share staff views on the need for
vigilance. The BdP is continuing with its efforts to ensure the resilience of the banking system. The
BdP’s new onsite inspections program, focused on asset classes that are more sensitive to current
market conditions (e.g. construction, commercial real estate, tourism), highlighted only limited
impairment deviations, which are expected to be further mitigated by the impairment
reinforcements in the corporate segment already projected by banks for 2012Q4. In addition, the
latest quarterly stress test exercise indicated that, following the recent capital augmentation, bank
capitalization levels are sufficient to meet the additional 6 percent Core Tier I requirement under the
adverse scenario. However, overdue loans by non financial corporations and, to a lesser extent,
households are on the rise, calling for continued vigilance. Resources from the Bank Solvency
Support Facility (BSSF) remain available to lend support to viable banks should further capital needs
arise, although banks are encouraged first and foremost to seek private solutions.

21. Liquidity buffers are improving, but with too little effect on credit conditions so far.
Continued Eurosystem support at longer maturities is
playing a critical role in providing the necessary liquidity
to the banking sector. Banks have successfully mobilized
new collateral, raising their liquidity buffers to over 6
€25 billion (more than six months of their refinancing
needs). Nevertheless, in view of Portugal’s still tight credit
conditions, continued pragmatism by the ECB to favor a 0
gradual and orderly deleveraging process remains critical. 3

12 12
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In particular, further clarity on Eurosystem’s non-standard
measures—including on the collateral rules for access to
refinancing operations and the eligibility criteria for the
newly announced Outright Monetary Transactions (OMT)
operations—could be beneficial in removing any
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tax rates by Eurostat for the inflation variable. The inflation
targetissetat 2 percent.

uncertainty weighing on banks' credit decisions and restoring a well-functioning monetary policy

transmission in the Euro area.
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22, The authorities’ have stepped-up their efforts to facilitate an orderly deleveraging
process.

e Building on their initial proposal on alternative funding options for the corporate sector (see 5"
Review Staff Report), the Ministry of Finance, in collaboration with the BdP and other
stakeholders, is prioritizing the development of initiatives aimed at promoting access to funding
by SMEs (MEFP 114). These include measures to promote SMEs’ access to capital markets
through pooling of debt instruments, notably commercial paper; the rationalization of existing
government initiatives to support credit and investment in the more innovative segments of the
economy; efforts to support upgrading and sharing of information on SMEs by the private
sector (see SI Chapter III). Nevertheless, pending more detailed plans, staff stressed the need to
avoid any additional fiscal burden or risks.

e Moreover, given the ongoing concerns on local funding and lending conditions in Portugal, the
authorities intend to continue consultation with the European Commission on the rate of
remuneration of the contingent instruments used for recapitalization purposes.

e As part of their efforts to promote an orderly corporate balance-sheet adjustment, the
authorities are closely monitoring the effectiveness of the newly introduced corporate debt
restructuring toolkit. In particular, efforts are ongoing to ensure early restructuring by viable
firms experiencing financial difficulties, including by promoting effective coordination with the
tax authorities. The authorities are coordinating with banks to assess the potential impact and
mitigate risks associated with the implementation of recently approved measures to facilitate
household debt restructuring (including mortgages).

23. The mission also took stock of the ongoing progress of enhancing the bank
recapitalization and resolution frameworks. Forthcoming amendments seek to allow the state to
exercise control over an institution (st