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Portugal: second chance… taken   

● Portugal is on track to repeat Germany’s successful conversion 
from the unsustainable sick man of Europe to a competitive and 
balanced growth champion. A wave of structural reforms and painful 
austerity laid the foundations. We expect Portugal to exit its bail-out 
programme in May without any tensions. 

● Shortly after the May 2011 bail-out, we wrote that Portugal had a 
second chance of turning itself into the workbench of Europe. In the 
1990s, low labour costs had turned Portugal into a foreign direct 
investment haven in the EU. Unfortunately, Portugal threw away this 
advantage and was punished when the 2003-07 EU accession waves 
allowed eastern European cheap labour combined with more liberal 
labour legislation to out-compete Portugal. 

● Portugal has taken its second chance: With no easy ways out like 
devaluing the currency, fiscal transfers, default or inflation, it 
embarked on a painful internal devaluation. As the labour costs of its 
eastern competitors continued to rise, the gap has closed. Portugal 
may be on the verge of a new inward investment boom. 

● The recovery is solid: Growth returned in spring 2013. Domestic 
demand is stabilising, unemployment is falling and employment is 
rising. Portugal’s mix of export markets insulates it more from the 
emerging market turbulences than central and eastern Europe, and 
leverages a Eurozone upswing. 

● Public debt sustainability has improved markedly: A drastic fall in 
interest rates, the end of recession and progress in eliminating the 
primary fiscal deficit will start a gradual fall in the public sector debt 
ratio from 2015 onwards. 

● Private sector debt is elevated, but companies have largely repaired 
their balance sheets and households have started the process. 

● We expect Portugal to be able to exit the bail-out in May without 
further help from the Eurozone. Market access has been restored and 
the government has built ample reserves to tide over potential 
volatility. In the unlikely case of new prolonged turbulences, the 
Eurozone’s ESM rescue fund has enough funds available to support 
Portugal. 

● Life is full of risks: Global geopolitical and economic risks can affect 
Portugal. But its idiosyncratic risks are less serious. The 2015 elections 
may trigger a change in government, but the current centre-left 
opposition is pro-European and responsible. Anti-European 
groupings play no role. The constitutional court could slow public 
sector reform, but the government has found alternatives so far. 

● Portugal has material upside chances: If credit rating agencies 
were to raise the credit rating back to investment grade, its 100bp yield 
spread over Spain and Italy could tighten. And with its labour costs 
approaching those of eastern European competitors, foreign direct 
adjustment could increase sharply soon.  
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A new growth star 

Portugal’s economic recovery is underway. The long and deep euro crisis 
recession ended in Q2 2013. In Q4 2013, Portugal posted one of the 
highest year-on-year growth rates in the Eurozone. After three quarters of 
volatile but overall strong expansion, GDP growth reached 1.6% yoy, 
putting the former crisis country firmly ahead of the Eurozone average of 
0.5% yoy (see Chart 1) and even above successful core countries like 
Germany at 1.4%. 

Domestic demand has taken over from net exports as the key driver of 
output growth. Investment expanded by 1.5% qoq in each of the last two 
quarters of 2013, and even battered consumers showed signs of life. Private 
consumption has risen for three consecutive quarters since spring 2013. In 
contrast, net exports growth, which had been the key stabiliser during the 
recession, eased. Exports continued their strong uptrend, but imports have 
also begun to recover. 

Without any lag, the return to growth seems to have reached the labour 
market as well. The unemployment rate has dropped from a peak of 17.6% 
in February 2013 to 15.3% in January 2014 (see Chart 2). Headline-grabbing 
youth unemployment, which peaked at 40.4%, has dropped even more to 
34.7%. However, both overall unemployment and youth unemployment 
rates remain far above their pre-crisis averages of 8% and 20%, respectively. 

The labour market reforms have worked. Wage freezes and workers’ greater 
flexibility have made Portuguese labour more attractive. As a result, the 
long job destruction has ended and given way to three successive quarters 
of employment growth. Rising employment and falling unemployment 
point to improving public finances as the number of taxpayers rises and the 
number of benefit claimants falls. Portugal is on track to repeat Germany’s 
successful conversion from the unsustainable sick man of Europe to a 
competitive and balanced growth champion. 

Healthy export market mix 

Portugal’s export success in recent years has been driven in large part by 
exports to countries outside the EU (see Chart 5). Since the trough in June 
2009, exports outside the EU have increased by 60%, compared to only 
23% for intra-EU exports. Portugal’s largest non-EU export partners are 
Angola, the US and China. Against common perceptions, wobbly emerging 
markets like Brazil play no significant role in Portuguese goods exports (see 
table). The emerging market crisis could also cloud Portugal’s export 
prospects, for instance via indirect effects on key trade partners like 
Germany. But Portugal looks better insulated from the troubles than most 
other European countries. 
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Table: Portugal’s top export markets 

 Country % 

1 Spain 22.5% 

2 Germany 12.4% 

3 France 11.8% 

4 Angola 6.6% 

5 UK 5.3% 

6 Netherlands 4.1% 

7 US 4.1% 

8 Italy 3.7% 

9 Belgium 3.1% 

10 China 1.7% 

Goods exports as %-share of total goods exports,  
2012. Source: INE 

The real promise in coming years lies in exports to its European partners. 
Despite all their recent growth, non-EU exports still only account for a 
third of overall exports of goods and services. Portugal’s biggest trade 
partners are Spain and Germany, two countries at the beginning of an 
upswing. In the short term, Portuguese trade may even be boosted by the 
fall-out of the Ukraine crisis, with its LNG terminal in Sines likely to face 
buoyant business as Europe attempts to reduce its dependency on Russia. 

Key export markets look stable 

 

 

 

 

 

 

 

 

 

 

 

 

 

Export chances now focused on 
Europe 

Chart 1: Portugal the new “growth star” Chart 2: Labour market turnaround 

  
Real GDP growth, sa, wda, yoy %. Source: Eurostat Portuguese employment, thds. (left-hand scale). Portuguese unemployment 

rate, % (right-hand scale). Source: Eurostat 
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Deleveraging: firms done, rest starting 

Ultimately, the reason for Portugal’s troubles in 2011-12 was the apparent 
unsustainability of its public finances. The combination of a deep recession, 
low inflation, a huge fiscal deficit and spiralling interest rates made 
stabilising the debt ratio a near impossible task. From 2009 to 2013, the 
combination of growth, inflation, interest rates and budget deficits 
projected the debt ratio rising by at least 10% of GDP each year. This was 
clearly unsustainable. Or so it looked. Since the dark days of 2012, the 
parameters of debt sustainability have changed dramatically. 

● GDP shrank by 3.2% in 2012. In 2014, we expect growth of 1.6%. 

● The primary deficit was 2.1% of GDP in 2012. The EU Commission 
projects a small surplus of 0.3% of GDP for 2014. 

● Interest rates for Portugal’s average maturity of five years peaked at 
22.9% in January 2012. It has dropped to a mere 3.6% today. 

● The only deterioration of debt sustainability came through lower 
inflation. From 2.8% in 2012, it is likely to drop to 0.0% in 2014 on 
average. But a modest increase towards 1% in coming years should ease 
the pressure over time. 

The 2014 combination of debt sustainability factors still projects further 
increases in the debt ratio. But at 2% of GDP per year, these increases are 
far smaller. If output growth picks up a little more, inflation reverts towards 
1% and the primary fiscal surplus rises by another 2% of GDP, debt 
dynamics will turn. Our calculation in Chart 3 is even conservative in that it 
assumes that five-year interest rates rebound a bit to 4%. That creates 
leeway for Portugal to reduce the debt pile faster, or extend the relatively 
short maturities of its bonds in order to become more resilient against 
market volatility. 

Given its very high public debt ratio, which is expected to have peaked last 
year at 129.4% of GDP, Portugal will remain vulnerable for a considerable 
period of time. Sudden increases in borrowing costs could undo the 
progress quickly. But with abundant rescue facilities in place with the 
Eurozone’s €500bn ESM, Portugal can stay solvent if it musters the 
political will to fulfil the conditions for aid. 

Against this background, we expect Portugal to be able to exit the bail-out 
cleanly in May without further help from the Eurozone. Market access has 
been restored and market discipline should be better at keeping Portugal’s 
reform programme on track than the troika. The government keeps 
building a cash buffer to tide Portugal over potential market volatility. At 
€9bn according to the latest troika review (February 2014), it would cover 
the bond redemptions until the end of the year. 

The public debt crisis has also thrown the spotlight on private finances. At 
223.7% of GDP in 2012, Portugal’s private sector debt was one of the 
highest in Europe. This level was not abnormally high. After all, higher debt 
ratios are often justified by economic factors like home ownership rates, 
which in the case of Portugal is above the Eurozone average at 72%. 
Denmark, Ireland, Cyprus and Luxembourg had even higher private sector 
debt ratios, with the Netherlands and Sweden closely behind. But these 
countries are much richer, suggesting stronger capacity to service their debts. 

 

The inevitable deleveraging process in Portugal began with non-financial 
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companies which had seen their debt levels spiral with the onset of the 
financial crisis in 2008. Monetary financial institution (MFI) loans to firms 
peaked at 72% of GDP in 2010 (see Chart 4) and had dropped to 61% of 
GDP in early 2014, only mildly above pre-crisis averages. Having freed 
themselves of the debt burden, many companies have repaired their balance 
sheets and seem in a better position to begin investing again. 

Households have only just started the deleveraging process. Rising 
unemployment, rising taxes and falling incomes had compressed 
households’ ability to pay back loans. The start of the decline in the 
household debt ratio coincides with the return to economic growth and the 
turnaround in the labour market in spring 2013. Deleveraging will probably 
continue for years. Portugal’s household savings rate has increased from 
8.6% on average 2005-09 to 12.4% in 2013 (EU Commission estimate). 
The EU Commission projects a gradual decline as the labour market 
rebound reduces the need for precautionary saving. But consumption is 
unlikely to resume its role as a key growth driver of the pre-crisis years. 
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Chart 3: Public debt to start falling Chart 4: Firms done with deleveraging 

  
Annual change in gross public debt projected by interest rate (five-year) 
based on actual inflation, real growth, primary deficit and public debt ratio 
each year. For 2014 onwards, forecast based on IMF forecasts for growth, 
deficit and inflation and 4% average interest rate. Sources: IMF, Factset, 
Berenberg projections 

MFI loans to households and loans to non-financial corporations, % of 
nominal GDP. Source: ECB 
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No serious idiosyncratic risk but significant upside 

Life is full of risks. Global economic and geo-political risks apply to 
Portugal as well, although it may be less exposed to them than many other 
countries. A renewed euro confidence crisis, although increasingly unlikely, 
would hurt Portugal seriously as we highlighted in the part on public debt 
sustainability. 

However, Portugal’s idiosyncratic risks are very small. Instead there are 
concrete near-term upside chances worth mentioning. 

Potential downside risks 

Politics: government change in 2015? 

Even at the height of the crisis, Portugal’s political situation remained 
stable. While the opposition Socialist Party (PS) withdrew its initial support 
for the reform programme in 2012, despite having negotiated it when still 
in power in early 2011, the governing coalition had no trouble maintaining 
its majority in parliament. A brief crisis in 2013, when the junior coalition 
partner threatened to break up the government, was quickly ended with a 
cabinet re-shuffle. The closer the 2015 elections come, the more the 
government will want to avoid tough new austerity measures. Voting in the 
remaining austerity measures now and exiting the bail-out arrangements in 
the summer probably gives the government some flexibility in this regard. 
But whether the economic recovery will be broad enough to boost the 
ruling Social Democrat Party’s (PSD) fortunes in the polls, remains an open 
question. So far, PS maintains a 10ppt lead over the PSD in the polls. 

Even a PS victory should not threaten Portugal’s economy. PS is very pro-
European, too, although it may be more opposed to austerity. Similar to 
Italy’s centre-left, its policy may be a bit more biased in favour of workers 
and thus consumption rather than businesses and investment. But the party 
would not risk Portugal’s euro membership in the way the Greek 
opposition might in case of an election victory. 

Constitutional court: protecting the few at the expense of the many 

Portugal’s constitutional court has repeatedly thwarted the government’s 
plans to cut labour costs in the public sector. In July 2012, the 
constitutional court ruled against up to €2bn of cuts in holiday and 
Christmas pay for public sector workers. In April 2013, it rejected up to 
€1.3bn in public sector wage cuts, and in December 2013, it rejected a 
€0.4bn state pension cut. 

Social rights are held high in a constitution which evolved from a mildly 
socialist beginning after the 1974 revolution against a right-wing 
dictatorship. As the government was bound by strict fiscal targets from the 
troika, it had to make up for the losses with expenditure cuts and tax hikes 
affecting the private sector, which aggravated the recession. 

With the opposition unwilling to help the government by lending their 
support for constitutional change, further setbacks in court are possible, 
especially as the President of the Republic, Cavaco Silva, has shown a 
tendency to rein in the government’s consolidation efforts where he could.  
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However, we expect the government to reform the public sector by 
attrition, ie by reducing the size by not replacing retiring workers and less 
generous contracts for new workers. 

Upside chances 

Overtaking eastern Europe 

Portugal had and still has the lowest labour costs in western Europe. Even 
before the crisis in 2008, an hour of work in Portugal cost €12.2, compared 
to €27.9 in Germany and €31.2 in France (see Chart 6). But that difference 
ceased to attract foreign investment in the early 2000s, when eastern 
European EU accession countries offered even lower costs combined with 
more flexible labour regulation. The crisis has widened the difference with 
core Europe again and narrowed it with the east. Already in 2012, 
Portuguese labour costs were nearly the same as in the Czech Republic. 
Given the differing trajectories and more flexible labour laws, Portugal may 
soon attract more headline-grabbing foreign direct investments. That would 
be similar to the 1990s, when European car manufacturers set up shop in 
low-cost Portugal. 

Credit ratings upgrades 

Despite similar economic and financial improvements as in Spain and an 
even better performance than Italy, Portuguese 10-year sovereign yields are 
still more than 100bp higher than both countries. A key factor behind this 
spread is the credit rating agencies. While they maintained investment grade 
ratings for the two large crisis countries, they downgraded Portugal to junk 
in 2012. Despite much lower yields, which are justified by much improved 
debt sustainability (see previous chapter), the rating agencies have not raised 
their ratings yet. Over time, the scepticism of the agencies should fade. 
Spain’s recent upgrade by one notch to Baa2 holds promise. Portugal 
remains three notches below investment grade at Moody’s, two notches at 
S&P and one notch at Fitch. Even just one investment grade rating could 
allow some additional investors to purchase Portuguese government bonds, 
drive down yields and improve debt sustainability even further. 
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Credit rating upgrades possible? 

Chart 5: Extra-EU exports as growth driver Chart 6: Low and falling labour costs 

  
Real Portuguese exports of goods & services, sa, wda, Q1 2000 = 100. 
Source: Eurostat 

Hourly labour costs in euro, industry, construction and services. Source: 
Eurostat 
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Legal disclaimer 

This document was compiled by the above mentioned authors of the economics 
department of Joh. Berenberg, Gossler & Co. KG (hereinafter referred to as “the 
Bank”). The Bank has made any effort to carefully research and process all 
information. The information has been obtained from sources which we believe to 
be reliable such as, for example, Thomson Reuters, Bloomberg and the relevant 
specialised press. However, we do not assume liability for the correctness and 
completeness of all information given. The provided information has not been 
checked by a third party, especially an independent auditing firm. We explicitly 
point to the stated date of preparation. The information given can become 
incorrect due to passage of time and/or as a result of legal, political, economic or 
other changes. We do not assume responsibility to indicate such changes and/or to 
publish an updated document. The forecasts contained in this document or other 
statements on rates of return, capital gains or other accession are the personal 
opinion of the author and we do not assume liability for the realisation of these. 
This document is only for information purposes. It does not constitute a financial 
analysis within the meaning of § 34b or § 31 Subs. 2 of the German Securities 
Trading Act (Wertpapierhandelsgesetz), no investment advice or recommendation 
to buy financial instruments. It does not replace consulting regarding legal, tax or 
financial matters. 
 

Remarks regarding foreign investors 
The preparation of this document is subject to regulation by German law. The 
distribution of this document in other jurisdictions may be restricted by law, and 
persons into whose possession this document comes should inform themselves 
about, and observe, any such restrictions. 
 

United Kingdom 
This document is meant exclusively for institutional investors and market 
professionals, but not for private customers. It is not for distribution to or the use of 
private investors or private customers. 
 

United States of America 
This document has been prepared exclusively by Joh. Berenberg, Gossler & Co. KG. 
Although Berenberg Capital Markets LLC, an affiliate of the Bank and registered US 
broker-dealer, distributes this document to certain customers, Berenberg Capital 
Markets LLC does not provide input into its contents, nor does this document 
constitute research of Berenberg Capital Markets LLC. In addition, this document is 
meant exclusively for institutional investors and market professionals, but not for 
private customers. It is not for distribution to or the use of private investors or 
private customers. 
This document is classified as objective for the purposes of FINRA rules. Please 
contact Berenberg Capital Markets LLC (+1 617.292.8200), if you require additional 
information. 
 

Copyright 
The Bank reserves all the rights in this document. No part of the document or its 
content may be rewritten, copied, photocopied or duplicated in any form by any 
means or redistributed without the Bank’s prior written consent. 
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