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Portugal: sound recovery gets unwanted attention   

● Some good news, some bad news for Portugal recently: After the 
bail-out exit in May, the upward momentum in sovereign ratings has 
continued with Moody’s upgrade of Portugal to Ba1 on 25 July. At the 
same time, the constitutional court has rejected half of the 
government’s 2014 fiscal saving measures and one of the country’s 
largest banks is mired in the troubles of a sprawling conglomerate. 

● The news highlights some of the upside and downside risks for 
Portugal. But it should not obfuscate the solid foundations of the 
Portuguese recovery. 

● Private and public sector deleveraging has made great progress: 
Even more importantly, the centre-right government has reformed 
product and labour markets since the beginning of the €78bn 
Eurozone and IMF bail-out in 2011.  

● As a result, Portugal is growing faster than the Eurozone average. 
Unemployment has dropped from 17.4% in February 2013 to 14.3% 
in May this year, and employment expanded by 1.8% yoy in Q1. 

● The reforms are addressing the fundamental weaknesses we have 
identified in our successive Euro Plus Monitor reports. In 2013, 
Portugal ranked 19th out of 20 on fundamental health, but came in 4th 
on adjustment progress. 

● Despite all the progress, nearly five years of crisis would leave 
any country vulnerable: Debt and unemployment remain high and 
the banking sector still has to rely on the ECB for funding. The risks 
are serious, but can mostly be mitigated, in our view. 

● The constitutional court is forcing the government into second-
best solutions such as tax increases to reduce the public deficit. But 
we expect the government to deal with the court’s curve balls without 
losing sight of the long-term goal to cut the public sector wage bill. 

● The latest banking crisis looks like a large but isolated case: A 
private sector solution seems possible. More importantly, the reserves 
Portugal has prudently amassed look sufficient to deal with any 
potential fallout for the tax payer. 

● Portugal is more exposed to the vagaries of global demand since 
the export ratio increased from 33% to 45% of GDP. A slowdown in 
Eurozone growth is a risk to the Portuguese economy. But Portugal’s 
mix of export markets is more favourable than many other countries’. 

● Private sector deleveraging will be a drag on growth for a while, 
but exporters in particular are largely done with that. They stand ready 
to seize on improvements in credit supply upon completion of the 
ECB’s asset quality review. 

● The ECB’s asset quality review is likely to be more important as a 
growth catalyst than the new programme of cheap loans (TLTROs), 
which will probably see only a modest take-up in Portugal. 

● That leaves the elections as the key event risk for 2015: While 
uncertainty about the outcome could hold back confidence a bit, an 
outcome that would radically alter policies looks unlikely. A victory of 
the mainstream centre-left opposition in October 2015 or a grand 
coalition may not be optimal, but not the end of the world either. 
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Many signs of progress 

Portugal’s public and private sector debt is very high, as is unemployment. 
It has the lowest per-capita output in western Europe. But this snapshot 
says little about whether the economy is heading in the right or the wrong 
direction. Directional data looks much more promising.  

 Growth returned in Q2 2013; despite a setback in Q1 2014, GDP 
expanded by 1.3% yoy this winter (Q1), more than the 0.9% yoy pace 
the Eurozone achieved as a whole. 

 Unemployment has dropped from a peak of 17.4% back in February 
2013 to 14.3% in May 2014. Youth unemployment fell from 41.4% to 
34.8% in the same period. Employment was up by 1.8% yoy in Q1 
2014. 

 The government cut its deficit by more than half from 10.2% in 
2009 to 4.9% in 2013. The net €8.1bn it had to borrow last year was 
47% of the €17.1bn it needed in 2009. 

 Bank loans to the non-financial corporate sector have fallen from 
72% of GDP to 57%. Households, whose mortgages take more time to 
be repaid, have also started cutting into their leverage. 

Is this a mere cyclical upturn or something deeper that heralds a more 
dynamic economy going forward? Portugal has serious long-term 
weaknesses. In our Euro Plus Monitor 2013, we found that Portugal ranked 
14th out of 20 countries for competitiveness, 16th for growth potential, 17th 

for financial resilience and 19th for fiscal sustainability. Overall, it ranked a 
dismal 19th with only Cyprus behind it. But Portugal is already improving 
on many indicators and is addressing the others.  

 The economy is balancing away from consumption: Private and 
public consumption as a share of GDP has fallen from 88.1% in 2009 
to 83.8% in 2013. 

 Competitiveness is improving: Nominal unit labour costs have fallen 
by 4.4% between 2009 and 2014, while they increased by 3.8% in the 
Eurozone as a whole. Labour costs are admittedly only one factor 
determining competitiveness. The increase of the export ratio (real 
exports as % of GDP) from 33% in 2009 to 45% in 2013 shows a 
broad-based gain in competitiveness. The economy has rebalanced 
resources from the non-tradeable to the tradeable sector. 

 Public debt stabilised: To bring the public debt ratio back to the 
Maastricht level of 60% of GDP in 2030, Portugal still has to adjust 
public revenues and spending by 4.1% of GDP (5.2% if age-related 
spending is accounted for), according to the April 2014 IMF Fiscal 
Monitor. But it has already completed adjustments worth 8.5ppt of 
GDP since 2009, meaning it has finished two-thirds of the job. Gross 
public debt would already have been falling in early 2014 had the 
government not accumulated a large precautionary cash reserve. 

 Financial resilience is improving: Bank assets have fallen from a 
peak of 340% of GDP in September 2012 to 294% in June 2014. The 
household savings rate has increased from 7% of disposable income 
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before the crisis to 12.5% in 2013. The government has built a cash 
buffer of €12bn in addition to the €6.2bn available for bank 
recapitalisations, which covers bond redemptions almost until the end 
of 2015. 

Beyond these improvements, the government has implemented wide-
ranging structural reforms, which should improve potential growth. Based 
on the OECD’s Going for Growth reports, these included the following 
from 2011 to 2013. 

 Labour reform: Severance payment and unemployment benefit cuts, 
eased rules for individual dismissals and freezing of the administrative 
extension of collective wage agreements. 

 Product market reforms: Abolishment of licensing in many services 
sectors, reformed competition legislation and oversight, privatisation of 
network-industries, curbing of excessive electricity generation support, 
liberalisation of residential and non-residential rental markets and 
streamlining of industrial project licensing. 

 Tax reform: Major tax-base broadening reform in income, 
consumption and property taxes. 

These improvements during the EU/IMF bail-out programme put Portugal 
in 4th position in the adjustment ranking of our Euro Plus Monitor 2013, 
closely behind Greece, Ireland and Spain. We expect these reforms to help 
Portugal rise in the fundamental health rankings over time. 

Having turned the corner, the Portuguese economy should continue its 
expansion. In particular, business investment looks set to be a growth 
driver as companies make the most of lower labour costs, an improving tax 
environment and streamlined administrative procedures. Consumption has 
stabilised and could grow modestly as households’ precautionary saving 
eases. But it will stay too weak to drive up imports, while exports should 
respond positively to more robust growth in important export markets like 
Spain (23% of exports) and Germany (12% of exports in 2012). Holding 
back growth will be the weak construction investment as well as ongoing 
fiscal austerity weighing on public expenditure. 
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Chart 1: Above Eurozone-average growth Chart 2: Labour market rebounds 

    
Real GDP growth, yoy %. Source: Eurostat Harmonised unemployment rate (right scale), %. Employment 15-64 year-
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Many risks, but solid recovery on track 

Life is full of risk and certainly no less so when an economy emerges from 
its most severe recession in decades. On a recent visit to Portugal, we met 
government and central bank officials who clearly flagged these risks to us. 
But they also reassured us that the problems can be solved and that 
authorities have every will to do so. 

Austerity and the constitutional court 

Portugal’s exit from the Eurozone/IMF bail-out in May 2014 does not 
change its need for, and commitment to, fiscal adjustment. As part of the 
EU excessive deficit procedure, the government has to bring the public 
deficit back below 3% of GDP by 2015. In June 2013, the government 
agreed to cut the deficit from 4.9% of GDP in 2013 to 4.0% in 2014 and 
2.5% in 2015. That still requires significant fiscal tightening. Before the 
latest setbacks in the constitutional court (see below), the EU Commission 
had calculated that the government planned to tighten its fiscal stance by 
1.0% of GDP in 2014 and another 0.9% next year. These are still sizeable 
numbers, although they constitute a marked easing of austerity compared to 
previous years (see Chart 3). 

Unfortunately, the 2014 task has been complicated significantly by the 
constitutional court. In late May, the court ruled that 2.5-12% cuts in public 
sector wages and some of the proposed pension cuts were unconstitutional. 
That reduces savings this year by almost €800m or roughly half of the total 
savings planned for 2014. The impact of the nullified public sector wage 
cuts could rise to €1.2bn of missed savings next year. By protecting the 
public sector workers, the court has repeatedly forced the government to 
increase the pain on the private sector, raising taxes and cutting spending. 
Tax increases, for instance in VAT, may once again be the alternative of 
choice. However, as the court rejected the public sector wage cuts on the 
grounds of “fairness”, there may still be alternative ways of at least 
spreading some of the pain to public sector workers as well. 

The government has said that it will wait for court rulings on two other 
austerity measures before adopting an overall strategy to recover the losses. 
That waiting time may also pay off as the recovery and lower-than-
forecasted borrowing costs may reduce the adjustment need. Even if this 
does not happen, alternative measures would not increase the overall fiscal 
hit although the lower quality would hurt and some adjustment delay may 
lighten the pain in 2014 and increase it in 2015.   

Espirito Santo: a bank, a family, a far away country 

The crisis at Portugal’s largest private sector bank is not helping the 
economy. Whether due to economic crisis, idiosyncratic business problems, 
accounting irregularities or fraud, entities owned by the Espirito Santo 
family have defaulted on payments and had to seek creditor protection. 

According to media reports, Banco Espirito Santo has a €1.2bn direct 
exposure to the family-owned entities. Furthermore, it had sold commercial 
paper of these entities worth €212m to retail investors and a further €2bn 
to institutional clients. The sale of assets may yet recover some of the 
exposures, but some losses are inevitable. Beyond those, there are clearly 
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reputational and potentially even litigation costs.  

Fortunately, the authorities had some time to prepare. The issues and their 
repercussions for Portugal’s largest private sector bank were discovered by 
the supervisor, Banco de Portugal, some months prior to them becoming 
public. The authorities have worked with the bank to ring-fence it, ie 
prevent contagion inside the bank and into the financial system. Chances 
are that private sector solutions will make a bail-in or taxpayer bail-out 
unnecessary. And even if that is not the case, the €6.2bn still available in 
cash from the €78bn bail-out, which had been earmarked for financial 
sector restructuring, would probably be enough to sort out the situation. 

Even more opaque are the problems with a subsidiary of the bank in 
Angola. The bank has large exposures, but at least part-guarantees from the 
Angolan government. Whether these will be honoured and whether they 
will cover any potential losses remain open questions. The quicker the 
authorities shed light on this situation and uncover any other potential 
pitfalls the better, not just for Portugal but also for the credibility of the 
ECB’s asset quality review and stress tests. Banks passing the test and then 
faltering quickly thereafter have undermined the credibility of such 
exercises before. 

The turbulences surrounding such an important institution will weigh on 
confidence and may thus undermine the recovery at least briefly. 10-year 
bond yields spiked by 50bp when the situation became public, although 
they have since fallen back again. We have cut our growth forecast by 
0.2ppt to 1.0% for this year, but left it unchanged for next year. This partly 
reflects a short-term impact of the bank’s troubles and partly the somewhat 
weaker Eurozone recovery. 

Export markets: a small Putin risk? 

60% of Portuguese exports go to the Eurozone. Although they have 
sharply underperformed exports elsewhere (see Chart 1) since the crisis, 
they still matter a lot. Portugal’s top trading partners are Spain (23% of 
exports in 2012), Germany (12%) and France (12%). If their recovery 
disappoints, Portugal’s will, too. 

Fortunately, Portugal’s neighbour Spain is faring well. GDP growth 
accelerated to 0.6% qoq in Q2. Germany’s growth may wobble a bit in Q2, 
but looks set to reach nearly trend rates for the rest of the year and beyond 
as well. That leaves France as the major weak point. 

The four non-Eurozone countries among Portugal’s top-10 export 
destinations are Angola, the UK, the US and China. Neither should pose 
any problem for growth. Brazil, which does have problems, is currently not 
among the top-10 destinations for goods exports, although the cultural 
links between the countries are tight. 

While Portugal’s increased reliance on exports does expose the country 
more to the whims of global demand, it has a favourable mix of markets. 
This should allow companies to exploit the new cost advantage to the full.  
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Private sector deleveraging: a longer-term drag 

Portugal’s non-financial sector private sector debt was among the highest in 
the Eurozone at 223.7% in 2012. Adding that the government has one of 
the highest public sector debt ratios in the Eurozone, the need for a broad 
deleveraging of the economy was obvious at the start of the adjustment 
programme in 2011. While deleveraging is a necessary and drawn-out 
process, the government has tried to facilitate the process with several laws 
streamlining corporate restructuring in 2011 and 2012 (see Box 1 in the 
IMF’s seventh review of the Portuguese adjustment programme). 

In the private sector, the deleveraging process is well on track. Bank loans 
to non-financial corporations have nearly fallen back to pre-boom levels 
(see Chart 4). Coincidentally or not, corporate deleveraging accelerated 
significantly after the government’s corporate restructuring reforms in 2012. 
Exporting firms clearly had an advantage in the deleveraging over 
domestic-oriented firms, a trend corroborated in meetings with Portuguese 
officials in our recent field trip.  

Household debt failed to decline for a long time, but since the economy 
returned to growth and interest rates have fallen, bank loans to households 
have now fallen by 5% of GDP as well. At 77% of GDP, Portuguese 
households remain much more indebted than their German counterparts at 
54%. However, home ownership rates also remain much higher at 72% in 
2012 compared to 44% in Germany (source: 2013 Eurosystem household 
finance and consumption survey). That is likely to change with younger 
households increasingly choosing to rent, courtesy of rental market 
liberalisation. But that process will take time. 

Portuguese firms are nearly done with deleveraging and stand ready to 
benefit from lower rates, once banks lower interest rates on cheaper 
interbank and ample ECB funding later this year. The household sector will 
continue to deleverage, a process likely to take years. That will weigh on 
consumption growth and prevent a faster rebound of the Portuguese 
economy. However, much stronger export and investment growth than in 
the past should make up for slow household spending growth. 

Portugal’s next elections: opposition stance still open 

The general elections, at the latest in October 2015, may put Portugal’s 
political stability to the test. But the country looks set to pass. Of course, 
after three years of recession, tough reforms and unemployment at levels 
not seen for decades, the public esteem of established political parties has 
crumbled. But Portugal’s mainstream parties are defending their ground 
better than many of their counterparts in other crisis countries. The ruling 
centre-right Social Democrat Party (PSD) is polling around 26%. That is 
12ppt down from the 2011 election result, but up by 2ppt from the lows 
last year. The junior coalition partner PP has suffered since it started a mini 
political crisis last year, when it suddenly threatened to withdraw from the 
coalition due to the austerity policies. It is now polling at 7-8%, meaning 
the ruling centre-right coalition has 33-34% (see Chart 7) of voting 
intentions in total. 

The main opposition party, the centre-left Socialists, is polling around 32%, 
up 4ppt from its 2011 result, but down 2ppt from a year ago. Other left-
wing parties had gained significantly over their 2011 results until last year, 
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but are now falling back again. The only group growing consistently are 
“others/undecided”. 

So far, there is no indication that the government will resort to populist 
measures like minimum wage increases, active labour market policies or tax 
cuts to boost its poll ratings. The Socialists, who had negotiated the 
memorandum with the troika of the EU, IMF and ECB have since dropped 
their support for the reform policies, but their leeway to credibly promise 
radically different policies is also limited by European rules and market 
discipline. It could be a tight battle. 

So far, the improvement in the centre-right coalition’s polling fortunes is 
too slow to deliver victory next year. A victory for the mainstream 
opposition Socialists or a hung parliament is more likely. In the likely case 
that a coalition has to be formed, the Socialists could look to the left, but 
the two radical parties there, the CDU and the left block, have so far not 
been in power and their participation would probably send a disturbing 
signal to financial markets. A grand coalition with the centre-right PSD 
looks more likely, but would also be unprecedented in modern Portugal. 

Although the next government is likely to be more left-leaning and thus 
potentially less supply-side reform-oriented, a major roll-back of the 
achievements of the Passos Coelho administration also looks unlikely. 
While it is worth flagging, we are not particularly worried about Portuguese 
political risk at this stage. 

The rating agencies: waiting for the 2015 elections? 

Moody’s is the latest rating agency to upgrade Portugal’s sovereign credit 
rating. The improvement by one notch on 25 July takes the rating to Ba1, 
just one notch below investment grade, the same level as Fitch. Standard & 
Poor’s confirmed a BB rating in February this year, but has removed the 
negative outlook. As Chart 6 illustrates, the agencies are far behind markets 
in taking account of improved financials and fundamentals, despite 
Moody’s steps. If Portugal stays the course, an upgrade to investment grade 
should be on the cards. The latest Moody’s statement signals that Portugal 
may have to wait until after the autumn 2015 elections, however. Only if 
the next government continues the fiscal and structural adjustment efforts 
might rating agencies feel comfortable with raising the sovereign rating any 
further. Alternatively, though, a few more quarters of growth may increase 
the fiscal wiggle room and reduce the political risk. 

ECB: new cheap loans probably not significant 

At the margin, the ECB’s new cheap loan programme (targeted long-term 
refinancing operations, TLTROs) could help to bring down borrowing 
costs for companies by reducing banks’ refinancing costs. However, the 
injection is likely to be very small. Banks can borrow up to 7% of their non-
financial private sector loan book (Portuguese banks: €126bn in April 2014) 
excluding mortgages for four years from the ECB, for a fixed interest rate 
of 0.25%. For Portugal’s banks, this would amount to a maximum of €9bn 
or less than 3% of their balance sheet. 

To put this into perspective, Portuguese banks were very active borrowers 
in the ECB’s last programme of large-scale cheap loans. In 2011/12, 
Portuguese banks borrowed €36bn in the three-year LTROs according to 
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press reports at the time. However, that was largely due to banks shifting 
their borrowing from then-existing facilities to the new allotments, meaning 
the net exposure of the ECB only rose by roughly €10bn at the same time. 
The impact on the real economy was small then and is unlikely to be much 
bigger now. Bank loan books continued their downtrend in early 2012, 
while government bond purchases spiked briefly by €4bn in February and 
March that year, driving down yields in the process. But any similar impact 
on government bonds is likely to already be priced in this time. 

Much more important than the LTROs could be the restoration of 
confidence in the interbank market by the completion of the ECB’s asset 
quality and stress tests this autumn, as well as the ECB taking over 
supervision of the Eurozone’s largest banks in November. One measure of 
how Portuguese banks are still frozen out of the interbank market is the 
Portuguese central bank’s TARGET2 liability at the ECB. At €56bn in 
June, it had declined by 24% from its March 2012 peak. But Italy’s and 
Spain’s combined exposure has already decreased by more than half in the 
same period, suggesting that the larger crisis countries are making quicker 
normalisation progress. That may also explain in part why interest rates on 
small loans to companies remained at 6.5% on average in April and May 
this year in Portugal, compared to 4.7% in Spain. 

Depending on the outcome of the latest banking crisis, Portugal has the 
chance to become a key beneficiary of the Eurozone banking union. A 
successful clean-up of the banking sector could reopen the interbank 
market and help create a more level playing field for Portuguese companies. 
The ECB’s TLTROs may play a role in this, but only a minor one. 

Russia not a big risk 

Portuguese trade with Russia is insignificant with goods exports there 
accounting for 0.1% of GDP. Even the indirect exposure is limited as 
Portugal’s biggest export market, Spain, is also not very exposed to the 
warring nations to the east of the EU. However, Portugal could benefit if 
Europe’s response to the Russian behaviour leads to a new energy strategy 
with more investment in LNG terminals to import gas from the US, for 
example. Portugal already has facilities in Sines and energy exports account 
for 11% of total goods exports, a much higher ratio than in most core 
Eurozone countries. 

On balance, Portugal is very much on the right track 

Portugal’s recovery is based on solid fundamentals, not any reviving of 
unsustainable pre-crisis trends such as excessive debt or consumption. 
Export growth reflects competitiveness, private and public deleveraging is 
strengthening financial foundations and structural reforms are making the 
economy more flexible and hopefully more innovative over time. Labour 
market reforms are already paying off in a pronounced job recovery. 

Life is full of risks and after five years of severe crisis, Portugal remains 
vulnerable. Fiscal austerity is not finished and the constitutional court is 
forcing the government into potentially painful tax hikes. While the case of 
Espirito Santo is probably an isolated one, the banking system has still not 
fully recovered access to the interbank market. Lacklustre credit supply 
could act as a brake on the recovery. The new export dependence exposes 
Portugal more to the vagaries of global demand than in the past. A slower-
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than-expected Eurozone recovery, not least due to the Putin effect on 
confidence in core Europe, could affect the otherwise insulated Portugal. 
The elections next year could return the Socialists to power, who have not 
committed to continuing the sound policies of the current centre-right 
coalition. A shift in policy could thwart the nascent recovery in the 
sovereign credit rating. 

We expect the Portuguese economy to expand by 1.0% this year and 1.9% 
next year. Most of the risks are to the downside. The key upside risks stem 
from the completion of the ECB’s asset quality review and the improved 
funding access for Portuguese banks that could entail. If interest rates come 
down further, investment could receive another boost and private sector 
deleveraging could be brought to a sooner end, giving way to a stronger 
recovery of domestic demand. 
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Chart 3: Fiscal austerity ahead Chart 4: Deleveraging in full swing 

  
Change in the structural primary fiscal balance, % of GDP. Source: EU 
Commission AMECO data base, winter 2014 economic forecasts 

MFI loans as % of GDP. Source: ECB, Eurostat 

 

Chart 5: Eurozone exports matter Chart 6: Credit rating – upside potential 

  
Exports to Eurozone and rest of the world, $bn, 12m sums. Source: IMF 
DOTS. 

Average credit rating from Moody’s and S&P (lhs); 0 (=Default) to 25 
points (AAA/Aaa). 16 points = BBB-/Baa- (investment grade). 10y 
sovereign spread over Germany, % (rhs, inverted). Source: Bloomberg, Factset 
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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 
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