=
>
O
Z
O
O
e

=
=
F
—
—
-
==

ter 2012

win

Banco de Portugal

EUROSYSTEM






ECONOMIC BULLETIN

WINTER | 2012

Volume 18, Number 4

Lisboa, 2012

Available at
www.bportugal.pt Banco de Portugal
Publications EUROSYSTEM



BANCO DE PORTUGAL
Av. Almirante Reis, 71
1150-012 Lishoa

www.bportugal.pt

Edition

Economics and Research Department

Design, printing and distribution
Administrative Services Department
Documentation, Editing and Museum Division

Editing and Publishing Unit

Lisbon, 2012

Number of copies

120

ISSN 0872-9786 (print)
ISSN 2182-035X (online)

Legal Deposit no 241773/06



21

39

55

79

CONTENTS

. ECONOMIC AND POLICY DEVELOPMENTS

Outlook for the Portuguese economy: 2012-2014

Il. ARTICLES

The evolution of public expenditure: Portugal in the euro area context
Jorge Correia da Cunha, Claudia Braz

A view on income redistribution in Portugal and in the European Union
Nuno Alves

What accounts for Portuguese regional differences in students’ performance?
Evidence from OECD PISA
Manuel Coutinho Pereira, Hugo Reis

The wage gap of immigrants in the Portuguese labour market
Soénia Cabral, Claudia Duarte

Contents w ‘






ECONOMICAND pOLICY @
DEVELOPMENTS

OUTLOOK FOR THE PORTUGUESE ECONOMY: 2012-2014






OUTLOOK FOR THE PORTUGUESE ECONOMY: 2012-2014

1. Introduction

Current projectionsindicate a 1.9 per cent contraction in economic activity in 2013, following an estimated
drop of 3.0 per cent in 2012 (Table 1.1). This development implies a cumulative decline of 7.4 per cent
in gross domestic product during the 2009-2013 recession. In the context of the economic adjustment
process, the implementation of fiscal consolidation measures included in the State Budget for 2013 is
likely to play a key role in domestic demand developments — a substantial drop in 2013, albeit more
subdued than previously estimated for 2012. In cumulative terms, the drop in domestic demand during
the 2009-2013 period is expected to be approximately 17 per cent. Developments in exports will continue
to contribute to mitigate the impact of a decline in domestic demand on economic activity, albeit to a
more limited extent in 2013. Similarly to 2012, external demand growth is expected to be close to zero
in 2013 (0.3 per cent). Imports will likely contract further in 2013, similarly to that estimated for 2012.

For 2014, economic activity is projected to increase by 1.3 per cent, without taking into account any
fiscal consolidation measures other than those included in the State Budget for 2013. In view of the
above, economic growth projected for 2014 relies on a subdued recovery in domestic demand, including
public consumption, sustained by an increase in household disposable income and an improvement in
demand prospects with impact on GFCF. These developments are expected to be accompanied by an
increase in exports, on the basis of an upturn in economic activity in the main destination markets for
Portuguese exports.

There are downside risks to economic activity projections, particularly in 2014. These risks mainly stem
from the fact that these projections only take into account the fiscal measures that have already been
approved or announced and are specified in sufficient detail, in line with the Eurosystem rules. As such,
projections for 2014 should be interpreted with particular caution, given that authorities have already

Table 1.1
PROJECTIONS OF BANCO DE PORTUGAL: 2012-2014 | ANNUAL RATE OF CHANGE, PER CENT

-3.0 -1.6

Gross Domestic Product 100.0 -3.0 -1.9 1.3

Private consumption 66.5 -5.5 -3.6 0.1 -5.8 -3.6
Public consumption 20.0 -4.5 -2.4 1.5 -3.9 -2.4
Gross fixed capital formation 17.9 -14.4 -8.5 2.8 -14.9 -10.0
Domestic demand 104.4 -6.9 -4.0 0.8 -6.8 -4.5
Exports 35.8 4.1 2.0 4.8 6.3 5.0
Imports 40.1 -6.9 -3.4 3.5 -4.7 -2.3

Contribution to GDP growth (in p.p.)

Net exports 4.2 2.1 0.6 4.0 2.8
Domestic demand -7.2 -4.0 0.8 -7.0 -4.5
of which: change in inventories 0.0 0.2 0.0 0.2 -0.1
Current plus capital account (% of GDP) -0.1 3.1 4.4 -0.2 4.0
Trade Balance (% of GDP) 0.3 3.1 4.1 0.8 4.5
Harmonised Index of Consumer Prices 2.8 0.9 1.0 2.8 0.9

Source: Banco de Portugal.
Notes: (p) - projected. For each aggregate, this table shows the projection corresponding to the most likely value, conditional on the
set of assumptions considered, which are based on the information available up to mid December 2012.
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announced the need to define additional measures in order to comply with fiscal targets set over the
projection horizon.

The far-reaching changein the composition of expenditure, particularly the sharp drop in domestic demand
accompanied by a significant increase in exports, has led to a rapid adjustment of external borrowing
requirements of the Portuguese economy. The combined current and capital account balance moved
from a deficit of 9.4 per cent of GDP in 2010 to a close-to-balance position in 2012. The materialisation
of current projections would imply the continuation of this trend and a combined current and capital
account surplus of 4.4 per cent of GDP in 2014. A very significant share of this adjustment mirrors an
improvement in the goods and services account over this period, for which a surplus of 3.1 and 4.1 per
cent is projected in 2013 and 2014, respectively, after decades of chronic deficits.

Inflation, as measured by Harmonised Index of Consumer Prices (HICP) growth, is expected to stabilise
at around 1 per cent in 2013-2014, i.e. a decline from 2.8 per cent in 2012. This slowdown should start
as early as the beginning of 2013, as the effects of an increase in both indirect taxes and administered
prices in the beginning of 2012 start to unwind. Risk assessments point to the possibility of higher-
than-projected inflation, mainly in 2014, particularly if fiscal consolidation measures with an impact on
consumer prices were to be adopted.

These projections imply a downward revision of GDP growth expectations in 2013 compared with the
autumn edition of the Economic Bulletin, which mainly reflects the materialisation of the then identi-
fied risk of less favourable than expected global economic growth. The materialisation of this risk had a
negative impact on the projected growth of exports and, consequently, economic activity.

2. Recent information and background assumptions

Current projections incorporate a broad set of information on recent developments in the Portuguese
economy. This includes information released by Instituto Nacional de Estatistica — INE (Statistics Portugal)
in the beginning of December within the scope of the Quarterly National Accounts for the third quarter
of 2012, with revisions since 2010." Moreover, projections are conditioned by prospective developments
in a number of variables on the international environment, public finances and the economy’s financing
conditions. These assumptions are based on information available up to mid-December 2012.

Sharp contraction in economic activity in 2012, reflecting the broadly based decline in
domestic demand, mitigated by export growth

Information on recent developments in Portuguese economic activity points to a 3.0 per cent contraction
in output in 2012 (Table 1.1). These developments result from a sharp and broadly based fall in domestic
demand, which contrasts with export growth in the course of the year. In intra-annual terms, the fall in
activity seems to have intensified in the second half of the year.

In 2012, private consumption is likely to have contracted by 5.5 per cent, while GFCF is expected to
have dropped by around 14 per cent, reflecting a decline across all components, in particular public and
residential investment. Public consumption is projected to have declined by 4.5 per cent for the second
consecutive year. Slowdown in overall demand, despite a significant increase in exports, has contributed
to a fall in imports by around 7 per cent, reflecting the considerable decline in import-intensive demand
components — consumption of durable goods and corporate GFCF.

1 For more details, see the press release published by Statistics Portugal in December 2012 (in Portuguese only;
http://www.ine.pt/ngt_server/attachfileu.jsp?look_parentBoui=149571701&att_display=n&att_download=y).



Substantial downward revision of external demand in 2013, followed by a subdued recovery
in 2014

Assumptions about the external demand for Portuguese goods and services are based on projections
for the euro area published in the December issue of the ECB Monthly Bulletin. This information points
to contained developments in global economic activity in 2013 and a gradual recovery in 2014, which
indicates an increased buoyancy in economies outside the euro area. As such, external demand for
Portuguese goods and services is expected to grow only marginally in 2013, similarly to 2012, and to
increase by 4.7 per cent in 2014 (Table 2.1). Economic activity developments in advanced economies,
particularly in a large group of euro area countries, is likely to remain conditioned by the need for fiscal
adjustment and private sector deleveraging. Projections released in the December 2012 issue of the
ECB Monthly Bulletin point to changes in GDP ranging between -0.9 and 0.3 per cent in 2013, and
between 0.2 and 2.2 per cent in 2014. Current assumptions reflect a very significant downward revision
of external demand growth in 2013 (around 2 percentage points) compared with the autumn edition
of the Economic Bulletin.

Developments projected for exchange rates rely on technical assumptions, which presuppose that the
average levels seen in the two weeks prior to the cut-off date will remain unchanged over the projec-
tion horizon. These developments led to a slightly appreciation of the euro in 2013, both against the US
dollar and in effective terms. The price of a barrel of oil, according to information available in futures
markets, is expected to decline by around 5 per cent in 2013 and 2014,

Portuguese economy’s financing conditions are expected to remain tight over the projection
horizon

The deleveraging process of the banking sector is likely to continue over the projection horizon, which
implies that tight credit standards will be maintained. However, the spreads between bank lending
interest rates and the money market reference rate are expected to increase slightly, falling gradually as
of the second half of 2013 against a background of gradual recovery of the economy, with an impact
on the materialisation of credit risk.

For the short-term interest rate, the assumption underlying the current projections, based on expectations
regarding developments in the three-month EURIBOR implied in futures contracts, points to a stable
path over the projection horizon at a level close to that seen at the end of 2012. These assumptions
imply the maintenance of reference interest rates at very low levels and below those recorded in 2012.

Table 2.1
PROJECTION ASSUMPTIONS

0.3 2.5

External demand aar 0.2 0.3 4.7
Interest rate
3-month EURIBOR % 0.6 0.1 0.3 0.6 0.2
State financing cost® % 2.6 2.6 4.1 2.2 2.7
Euro exchange rate
Euro effective exchange rate aar -5.4 0.2 0.0 5.4 -0.2
Euro-dollar aav 1.28 1.30 1.30 1.28 1.29
QOil price
in dollars aav 111.9 106.8 102.1 112.4 107.8
in euros aav 87.2 82.2 78.6 87.5 83.4

Sources: Bloomberg, ECB, Thomson Reuters and Banco de Portugal calculations.

Notes: annual average rate of change, % — per cent, aav — annual average value. An increase in the exchange rate represents an
appreciation. (a) This assumption reflects the cost of financing of the sources relevant to the Portuguese State in this period, amongst
which the estimated cost of financing associated with the Economic and Financial Assistance Programme.
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Current projections assume that the cost of financing the Portuguese State over the projection horizon
evolves in accordance with the estimate for the average cost of external financing by the European
Union, the euro area countries and the International Monetary Fund under the EFAP2 as well as with an
estimate of the interest rate underlying the issuance of securities by the Portuguese State in 2013 and
2014. This estimate also takes into account the cost of financing by these institutions and the assump-
tions point to a gradual increase in financing costs over the projection period, following two years of
gradual decline. As of the end of 2013, the gradual return to market financing by the Portuguese State
should imply a hike in financing costs in 2014.

Underlying the projections is the ongoing fiscal consolidation process broadly based on an
increase in taxes on households in 2013 and the absence of additional adjustment measures
for 2014

With regard to public finance variables, and according to the procedures used in the Eurosystem projection
exercises, only the fiscal policy measures already approved or highly likely to be approved and specified in
sufficient detail were taken into account. Therefore, recently approved measures under the State Budget
for 2013 were included. No additional fiscal policy measures have been considered for 2014, given that
measures compliant with the above requirements have yet to be released.

The State Budget for 2013 establishes a consolidation strategy focused mainly on revenue and, in
particular, taxes on households. On the expenditure side, the State Budget for 2013 envisages a number
of measures, particularly the further reduction in the number of civil servants and general government
investment expenditure (for more detailed and complete information, see “Box 3.2 Fiscal outlook for
2013" in the autumn 2012 issue of the Economic Bulletin). These measures imply further cuts in public
consumption and investment in 2013, albeit to a lesser extent than in 2012. In turn, the substantial
increase in taxes on households implies a drop in disposable income, the magnitude of which (in real
terms) is expected to be close to that seen in 2012.

3. Supply, Demand and External Accounts

Projections for the Portuguese economy indicate that the recession experienced in the previous two years
will continue in 2013, reflecting a substantial drop in domestic demand accompanied by a slowdown in
exports. However, in intra-annual terms, a limited upturn in economic activity is expected in the second
half of the year, as a result of a reversal of the decline in domestic demand.

Current projections point to a 1.9 per cent decline in GDP in 2013, followed by 1.3 per cent growth
in 2014 (Table 1.1), resulting in a downward revision in 2013 compared with the autumn issue of the
Economic Bulletin.

Broadly based contraction in economic activity and employment in 2013, followed by a
limited recovery in 2014

Over the projection horizon, economic activity will likely remain conditioned by domestic demand devel-
opments, stemming in particular from the fiscal consolidation process. The contraction in economic
activity in 2013 will be more substantial in the private sector, although a downturn in activity is also
expected for the public sector, against a backdrop of further cuts in the number of public servants. In
2014, private sector activity is projected to increase further, associated with a gradual upturn in external
demand and an increase in households’ disposable income, which will have a positive impact on the
outlook for domestic demand.

2 For a detailed description of sources and financing costs associated with the adjustment programme, see http:/
www.bportugal.pt/en-US/OBancoeoEurosistema/ProgramaApoioEconomicoFinanceiro/Pages/default.aspx.



Turning to the labour market, current projections envisage a 1.9 per cent reduction in employmentin 2013
(after a 3.7 per cent drop in 2012), followed by some stabilisation in 2014. These developments reflect
a decline in employment in the public and private sectors in 2013, followed by an increase in the private
sector during 2014, amid a recovery in economic activity. In the case of the public sector, the gradual
reduction in the number of civil servants is projected to continue until the end of the projection horizon.

The contribution of labour to GDP developments in 2013 is expected to be highly negative, while capital
stock and total factor productivity should make marginally negative contributions (Chart 3.1). For 2014,
underlying the current projections is a contribution of 1.5 p.p. from total factor productivity, which will
be crucial for output growth. For the consolidation of total factor productivity developments, as typi-
cally seen in the early stages of recovery, the structural nature of the productive sector restructuring is
particularly important. However, this process will continue to imply the loss of jobs and the closure of
less productive enterprises, with an immediate negative impact on the contribution from labour. This
reallocation of resources is crucial in order to ensure sustained growth in the medium to long run.

Measuring potential output is particularly uncertain during this period of structural adjustment of the
economy. Typical methods suggest, in general, a virtual stagnation of potential GDP in 2013, followed
by slight growth in 2014 (Chart 3.2).2 Current projections do not incorporate the effects from the
implementation of structural reforms, given the difficulty in estimating their magnitude and time profile.

Marked reduction in private consumption and gross fixed capital formation in 2013 and
gradual recovery during 2014

The contraction in domestic demand projected for 2013 will likely extend to all its components. In 2014,
domestic demand is expected to grow moderately, particularly as regards corporate investment, amid
a gradual upturn in global economic activity, with an impact on export developments, and a gradual
increase in household consumption expenditure.

Current projections point to a 3.6 per cent drop in private consumption in 2013, after a 5.5 per cent
contraction in 2012, totalling a cumulative reduction of 12.4 per cent in the 2011-2013 period (Chart
3.3). This drop in private consumption is nearly identical to the cumulative reduction in real disposable
income, which implies that the savings rate will remain at around 11 per cent, i.e. clearly above the
average in the 2006-2010 period (8.6 per cent).

The absence of private consumption smoothing reflects, on the one hand, the maintenance of tight
financing conditions, which is likely to have implied greater liquidity restrictions and, on the other hand,
the perception of a permanent adjustment. Moreover, the high degree of uncertainty about the duration
of the adjustment period may have led to an increase in savings for precautionary reasons. It should be
noted that the maintenance of the household savings rate is set against a sharp drop in real disposable
income, which seems to have resulted from a sizeable increase in direct taxes, a decline in employment
and wage moderation. Developments in the household savings rate over the projection horizon is in
contrast with that seen in previous recessions, which were set against backdrops of pro-cyclical fiscal
policies and accommodative financing conditions (Chart 3.4).

Consumption of durable goods is the component for which a more pronounced reduction is projected
in 2013. Consumption of this type of goods should record a cumulative reduction of nearly 50 per cent
in the 2011-2013 period, contributing to a significant extent to an adjustment in the goods and services
account, given its high import content. The deterioration in permanent income prospects will also imply
a drop in consumption of non-durable goods. The materialisation of the current projections implies that
private consumption in 2014 will stand at levels close to those seen in 2000 (Chart 3.5).

3 The unobserved components methodology (UCM) is presented in Centeno, Novo and Maria (2009), “Unem-
ployment: supply, demand and institutions”, included in The Portuguese economy in the context of economic,
financial and monetary integration, Economic Research Department, Banco de Portugal.
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Chart 3.1

CONTRIBUTIONS TO GDP GROWTH | IN PERCENTAGE
POINTS
6.0 -

mCapital stock

50 4 =L abour input

M Total factor productivity
4.0 1 —GDP (in %)

3.0
2.0 4

1.0 A

0.0 1 S

-1.0 H

2.0 4

-3.0 1

-4.0 -
1993 1996 1999 2002 2005 2008 2011 2014(p)

Chart 3.2

POTENTIAL GDP GROWTH | PER CENT
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Sources: /NE and Banco de Portugal.
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Sources: INE and Banco de Portugal.

Notes: (p) — projected. UCM — unobserved component meth-
odology. CD — methodology based on a Cobb-Douglas produc-
tion function.

Turning to gross fixed capital formation (GFCF), current projections point to a 8.5 per cent contraction
in 2013, after a drop by around 14 per cent in 2012, followed by a 2.8 per cent increase in 2014. The
decline in GFCF projected for 2013 should be seen across all institutional sectors, associated with different

underlying motives (Chart 3.6).

The decline in corporate GFCF mainly results from a sharp contraction in domestic demand, particularly

in the most recent period, and very uncertain prospects for the near future. The maintenance of tight

financing conditions and the need to deleverage non-financial corporations are additional constraints.

In this context, current projections point to a 7.4 per cent drop in corporate GFCF in 2013, totalling a
cumulative fall of nearly 36 per cent in the 2009-2013 period, with an impact on capital stock develop-

ments and the ability to incorporate technical progress and, ultimately, on potential output growth. For

Chart 3.3

CONSUMPTION, DISPOSABLE INCOME, AND
SAVINGS RATE | RATE OF CHANGE
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Chart 3.4
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Sources: INE and Banco de Portugal.
Notes: (p) — projected. The savings rate is expressed as a per-
centage of disposabale income.

Sources: INE and Banco de Portugal.
Note: t — corresponds to the year in which GDP registered a
negative growth rate for the first time in a sequence of years.



Chart 3.5 Chart 3.6

GDP, PRIVATE CONSUMPTION AND PUBLIC BREAKDOWN OF GFCF BY INSTITUTIONAL
CONSUMPTION | INDEX: 2000=100 SECTORS | INDEX: 2002=100
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2014, this investment component is expected to increase, amid a recovery in external demand and a
gradual increase in domestic demand.

The continued contraction projected for residential investment in 2013 reflects a deterioration in the
permanent income prospects of households and a growing uncertainty associated with deteriorating
labour market conditions. These developments are enhanced by the maintenance of tight financing
conditions over the projection horizon. For 2014, a slight increase in this investment component is
expected, amid some recovery in household disposable income. Finally, public investment will likely fall
by nearly 10 per cent in 2013, while remaining broadly unchanged in 2014, in line with assumptions
about public finance variables.

Deceleration in exports in 2013 and gradual stabilisation of the market share over the
projection horizon

Exports of goods and services will continue to be the aggregate demand component with the highest
growth over the projection horizon, although marked deceleration is expected in 2013, amid a virtual
stagnation in external demand, followed by an acceleration in 2014. Projections point to export growth
of 2.0 and 4.8 per cent in 2013 and 2014 respectively, i.e., a considerable slowdown compared with
the average increase of 5.7 per cent in the 2011-2012 period (Chart 3.7). The deceleration seen in 2013
reflects a strong downturn in activity in euro area economies, which account for around two thirds of
the destination markets for Portuguese exports, despite continued robust growth in emerging market
economies. Developments projected for exports imply an additional market share gain of 1.7 percentage
points in 2013, followed by some stabilisation in 2014. Over the 2011-2012 period, the cumulative
market share gain exceeded 7.0 percentage points.

Recent export developments show a diversification of the respective destination markets towards the
enhancement of extra-Community markets, which have grown more buoyantly. Moreover, exports to
these markets have contributed very significantly to strong market share gains in recent years. Over the
projection horizon, market share gains are expected to stabilise, against a background where the capacity
for geographical diversification by Portuguese enterprises may be conditioned by greater competition
from several trading partners. Given the contraction in domestic demand in their countries, enterprises
may trigger processes aimed at diversifying their exports, similarly to that seen in the case of Portuguese
enterprises.

-
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Chart 3.7

EXPORTS, EXTERNAL DEMAND AND MARKET
SHARE | ANNUAL RATE OF CHANGE
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With regard to imports of goods and services, projections point to a 3.4 per cent decrease in 2013,
following a 6.4 per cent reduction, in annual average terms, over the 2011-2012 period. The decline
in imports in 2013 should be largely determined by a contraction in domestic demand, particularly as
regards components with higher import content, such as consumption of durable goods and corporate
investment, as well as a slowdown in exports. For 2014, imports are expected to grow by 3.5 per cent,
reflecting an upturn in aggregate demand, particularly in terms of corporate investment and exports
of goods.

Continuation of the external imbalance adjustment process, and an expected sizeable surplus
in both the goods and services account and the combined current and capital account

One aspect of the current Portuguese economy’s adjustment process that merits particular attention is
the rapid reduction in external financing needs. Such needs, as measured by the combined current and
capital account balance, seem to have declined from around 9.4 per cent of GDP in 2010 to levels close
to balance in 2012, while surpluses of 3.1 and 4.4 per cent are expected in 2013 and 2014 respectively
(Chart 3.8).

This decrease in financing needs is mainly the result of developments in the goods and services account
balance, which moved from a deficit of 7.2 per cent of GDP in 2010 to levels close to balance in 2012,
and is expected to increase to 3.1 and 4.1 per cent of GDP in 2013 and 2014, respectively (Chart 3.9).
This adjustment has benefited from both the buoyancy of exports and a marked fall in imports due to a
decline in domestic demand. The materialisation of current projections implies an increase in the weight
of exports in GDP from around 30 per cent in 2010 to 42 per cent in 2014, while the weight of imports
in GDP is not expected to change significantly.

The income account deficit should decline gradually, from 4.4 per cent in 2012 to 3.7 per cent of GDP
in 2014, mainly reflecting lower return on investments by non-resident agents, particularly against a
background of gradual deleveraging of private agents. Finally, current and capital transfers will likely
stabilise at around 4 per cent of GDP, over the projection horizon, partly reflecting assumptions about
European Union transfers.



Chart 3.8 Chart 3.9
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4. Prices and Wages

Stabilisation of inflation at around 1 per cent in 2013 and 2014, amid subdued domestic
inflationary pressures and favourable developments in international prices

Inflation, as measured by the Harmonised Index of Consumer Prices (HICP), is expected to decline from
an annual average of 2.8 per centin 2012 to levels close to 1 per cent in 2013-2014. The value recorded
in 2012 largely reflects the impact of fiscal consolidation measures, particularly changes in indirect taxes
and administered prices. This slowdown in prices is expected to occur in early 2013, with the unwinding
of the effects of such fiscal measures. It should be noted that the inflation rate had already dropped
significantly at the end of 2012, due to the unwinding of the impact of an increase in indirect taxes on
the prices of a number of energy goods over the same period in 2011.

Domestic inflationary pressures should remain contained over the projection horizon, amid a sharp
contraction in domestic demand and a marked deterioration in labour market conditions — net decline
in employment and increase in the unemployment rate —, which should contribute to the continued
wage moderation already seen in 2012. Data released by the Ministry of Solidarity and Social Security
for 2012 point to a stagnation in average wages, year on year, over the first three quarters of the year.
According to the current projections, labour unit costs in the private sector should stabilise in 2013 and
decline by 0.6 per cent in 2014 (-1.2 per cent in 2012). External pressures on prices should also remain
contained, given the weak developments in global economic activity and subdued growth in import
prices over the projection horizon.

Current projections point to the virtual stabilisation of prices in the energy componentin 2013 and a slight
decline in 2014, mainly reflecting lower euro-denominated oil prices as well as developments projected
for electricity and gas prices (Chart 4.1). In turn, prices of non-energy goods are projected to experience
a major slowdown in 2013 and continued subdued growth in 2014, in line with their macroeconomic
determinants. Projections for inflation in 2012 and 2013 remain unchanged from those published in the
autumn 2012 issue of the Economic Bulletin.
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Chart 4.1

INFLATION | CONTRIBUTION TO THE RATE OF CHANGE OF

THE HICP, PERCENTAGE POINTS
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5. Uncertainty and Risks

Projections included here represent the most likely scenario for the Portuguese economy over the
projection horizon, based on the assumptions presented in Section 2. The non-materialisation of these
assumptions, as well as the possible occurrence of idiosyncratic shocks, cannot, however, be neglected.
This section presents a quantified analysis of the risks and uncertainty surrounding the projections, based
on a range of factors detailed below.

National and international environment marked by high levels of uncertainty with associated
downside risk factors

Over the projection horizon, risk and uncertainty factors stem from both the international framework
and domestic factors. As regards the external environment, the adjustment of economic imbalances in
a broad range of advanced economies is surrounded by high uncertainty. In particular, in terms of euro
area countries, the persistence of the sovereign debt crisis has highlighted the difficulties in the insti-
tutional design of mechanisms to ensure its resolution. Despite the progress made, the persistence of
these uncertainty factors will tend to contribute to a deterioration in the confidence of economic agents,
with negative effects on expenditure decisions of households and enterprises. The materialisation of this
risk would imply a slowdown in external demand higher than that indicated by the current projections,
with negative effects on Portuguese exports. This risk factor may also determine a greater depreciation
of the euro, should there be investment portfolio shifts towards assets denominated in other currencies.

At domestic level, additional fiscal adjustment measures must be specified, in order to ensure compli-
ance with the fiscal targets under the EFAP, namely as regards 2014. As previously mentioned, current
projections do not take into account additional fiscal policy measures for 2014, besides those established
in the State Budget for 2013, given that no measures have been established with sufficient detail. The
materialisation of this scenario would undoubtedly imply lower public consumption than that assumed
in the projection and/or an increase in tax revenues. In any case, its materialisation will likely result in

4 The methodology used in this section is based on the article published in Pinheiro, M. and P. Esteves (2010), “On
the uncertainty and risks of macroeconomic forecasts: Combining judgements with sample and model informa-
tion”, Empirical Economics, pp. 1-27.



lower household and corporate income with consequences for the domestic demand. Upside risks to
the economic activity result from the possible impact of structural reforms on productivity and income
levels, which, as previously mentioned, was not taken into account in the projection. However, many
of these reforms are still in the process of implementation and their effects are particularly uncertain,
especially during a recession. Their full impact should become apparent mostly in the medium to long run.

The identified risk factors point to a possible more pronounced slowdown in global demand and a
depreciation of the euro when compared with the projection values. At domestic level, the adoption
of additional fiscal measures would imply an incorporation of downside risks to public consumption
and private consumption, as well as an incorporation of upside risks to consumer prices, particularly if
administered prices were to increase (Table 5.1).

Sharp downside risks to economic activity in 2014 and upside risks to inflation

The identified risk factors imply upside risks to economic activity in 2013 and, more markedly, in 2014
(Chart 5.1). These risks cover all overall demand components, particularly affecting private consumption
and exports (Table 5.2). There are upside risks to consumer prices over the projection horizon (Chart 5.2),
reflecting the effects of fiscal risk factors and the impact of a possible depreciation of the euro, which
are greater than the potential effects on wages and profit margins stemming from downside risks to
economic activity.

Table 5.1 Table 5.2

RISK FACTOR PROBABILITIES | PER CENT PROBABILITY OF AN OUTCOME BELOW THE

CURRENT PROJECTIONS | PER CENT

Conditioning variables Gross Domestic Product 100 55 60
Exchange rate 55 55 Private consumption 66 57 61
External Demand 55 55 GFCF 20 52 54
Public consumption 55 60 Exports 36 54 54

Imports 39 57 60

Endogenous variables
Private consumption 55 60 Hicp 45 38
HICP 45 40

Source: Banco de Portugal. Source: Banco de Portugal.

6. Conclusions

Prospects for Portuguese economy in 2013 and 2014 continue to be determined by the adjustment of
structural macroeconomic imbalances, namely the immediate impact of fiscal consolidation measures,
as well as tight financing conditions amid a gradual and orderly deleveraging of the banking sector.

The adjustment of macroeconomic imbalances, which has an inevitable and early recessive impact, has
become particularly demanding in an international environment marked by a slowdown in the global
economy in 2012 and 2013, which should only be reversed in 2014. One of the most noticeable signs
of the adjustment has been the rapid correction of the external imbalance, which, over the projection
horizon, should lead to very sizeable current and capital account surpluses. Reducing the high external
indebtedness of the Portuguese economy to sustainable levels implies the maintenance of these surpluses
for along period of time. This will only be possible against a background where structural reforms, aimed
at fostering a more efficient resource allocation, allow for an increase in factor productivity, potential
output and the income of resident agents.
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Chart 5.1
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Chart 5.2
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Source: Banco de Portugal.
Note: (p) — projected.

Currently, a major challenge for Portugal is to promote economic development in a new institutional

framework. The coherent implementation of labour and product market reforms, greater efficiency of
the judicial system and the redefinition of the State’s role are crucial to promote investment, innovation

and technical progress, without which no sustainable growth is possible, but above all, no economic
development is feasible. Both the efforts and the resources used to implement policies supporting job

creation will only be successful if all obstacles to investment are removed. The economic development
challenge depends on the acceptance by economic and social agents of the need and the benefits of any

reform ensuring welfare compatible with the maintenance of institutional consensus and social cohesion.
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ABSTRACT

The objective of this article is to present the main aspects of the evolution of public
expenditure in Portugal from 1995 to 2011. Developments in the current composition
of the euro area are used as a benchmark. Primary expenditure in Portugal increased
substantially up to 2010, particularly in the period 1995 - 2005. In terms of the economic
classification of expenditure, social benefits in cash, mostly pension expenditure, and,
to a lesser extent, social benefits in kind and intermediate consumption were the main
contributors to the strong growth in spending. The total expenditure to GDP ratio,
however, was, throughout the period, below the euro area average and has shown
a similar pattern of evolution in the recent years, when correcting for the impact
of temporary measures and special factors in Portugal. However, Portugal as a euro
area member state, despite its negligible increase in GDP per capita, recorded one of
the highest increases in public spending as a percentage of GDP in the period under
analysis. In 2011, its level of total public expenditure to GDP ratio was higher than in
many other euro area countries, including several ones with substantially higher GDP
per capita. This relationship is also reflected in the four main types of expenditure
by functional classification (defence and security and public order, health, education
and social protection). Portugal converged to the euro area average functional
structure. A simple evaluation of efficiency in the health sector shows a substantial
improvement in health status indicators in Portugal between 1995 and 2010. In the
last year of that period, expenditure was slightly below that of the countries with the
best results. Regarding the education sector, in spite of the improvement in terms of
participation rates and in international exams, Portugal emerged in 2009 as a country
with unfavourable results in terms of its educational process and high expenditure in
relative terms.

1. Introduction

The level of public expenditure should ideally result from the informed choice of citizens regarding the
public goods and services and social benefits they desire to be provided by the budget and taxes and
other charges they will have to pay to finance them. These choices are implemented in each country
through a collective decision-making process, in which citizens’ elected representatives play an essential
role. Historically, between 1960 and 1980, public expenditure and the tax burden expanded conside-
rably in most developed countries.! This evolution was boosted by rapid economic growth and rested
on the belief that State intervention is intrinsically benign, ensuring the correction of market failures, an
equitable distribution of income and economic stabilisation. The prevailing view in most countries did

* The authors are grateful for the comments made by Marta Abreu, Nuno Alves, Jodo Amador, Orlando Calico,
Maria Campos, Mario Centeno, Carlos Coimbra, Paulo Esteves, Ana Leal, Manuel Pereira and Maximiano Pinhei-
ro. The opinions expressed in the article are those of the authors and do not necessarily coincide with those of
Banco de Portugal or the Eurosystem. Any errors and omissions are the sole responsibility of the authors.

** Economics and Research Department, Banco de Portugal.

1 For further details see Tanzi and Schuknecht (2000).

S

N
-

Articles



S

N
N

ECONOMIC BULLETIN e Winter 2012

BANCO DE PORTUGAL |

not sufficiently take the need to adjust the level of public revenue and expenditure to the productive
capacity of the economy into account in order to ensure the sustainability of the public finances, nor was
the possibility of State failures resulting from limitations on information and biases of various kinds in the
collective decision-making process considered (e.g. those associated with electoral cycles, inconsistencies
between the goals of different levels of government and rent-seeking behaviours).

Portugal followed the general trend of developed countries, albeit with a considerable time lag largely
explained by the pattern of evolution of itsincome. However, in the period from 1995 to 2010, the public
expenditure to GDP ratio converged to the average of the euro area as its growth remained strong, while
already declining in several other countries. The substantial increase in public expenditure in Portugal
throughout the period made a major contribution to the expansionary stance of fiscal policy and the
ensuing deterioration of the public finances. A reduction in public spending has only very recently been
noted, in the context of the Economic and Financial Assistance Programme binding upon Portugal since
mid 2011.

The main areas of public expenditure are the provision of services through the budget and include, inter
alia, defence and security, justice, education and health and transfers to ensure a certain level of income
in situations such as old age, disability and unemployment. It is mainly funded by mandatory contribu-
tions from other sectors of the economy, in the form of taxes and social contributions. In this regard
several observations are warranted. Firstly, unlike transfers, the provision of services that can be broadly
associated with public consumption and investment compete directly with the rest of the economy for
resources (labour and capital). As such, its value as a GDP ratio, is per se, a relevant item of information.
Secondly, public expenditure related to the provision of non-market services, in the absence of market
prices and good physical indicators, measures outputs from the cost of the inputs used. An analysis of
the efficiency of these processes is complex, but particularly relevant in the design of fiscal consolidation
programmes, as it enables potential savings of resources to be identified without hindering the level of
services provided. Thirdly, from a social welfare perspective, the objectives encompass the promotion
of human capital formation and citizens’ health and not the maximisation of the services provided.
Diminishing returns are observed, i.e. above certain spending levels new rises may not be very effective
in improving economic and social indicators, which should be the ultimate goal of the workings of
general government. Fourthly, it is important to make sure that transfers to cover social risks are suitably
targeted and that there is consistency between social goals and their practical implementation, avoiding
the wastage of resources. Finally, the proper design and subsequent stability of public revenue raising
systems and government spending programmes are crucial in reducing the net costs in terms of welfare
(excess burden) that they entail and the uncertainty faced by economic agents and therefore increasing
the potential growth of the economy.

The objective of this article is to present the main aspects of the evolution of public expenditure in
Portugal from 1995 to 2011. The analysis is based on the National Accounts for the general government
sector, using both the economic and functional classifications for public expenditure. Developments in
the current composition of the euro area, are used as a benchmark. Section 2 refers to several of the
major limitations affecting international public spending comparison and also focuses on the difficulties
inherent in assessing its efficiency and effectiveness.? Section 3 presents the evolution of total public
expenditure in Portugal, in the context of the euro area. The main drivers behind the growth of public
expenditure in Portugal, from an economic classification viewpoint are explained in Section 4. Section
5 provides a breakdown of general government expenditure based on its functional classification in
Portugal and compares it with the situation in the euro area, emphasising efficiency/effectiveness issues
in the health and education sectors. Finally, Section 6 presents the concluding remarks.

2 In the literature, the concept of efficiency is usually linked to performance based on output, while effectiveness is
considered to be a broader concept also relating performance to the final outcome. As a simplification, a systema-
tic distinction between the two concepts will not be made in the analysis carried out in this article.



2. Limitations in the comparative analysis of public expenditure

The analysis developed in this article is essentially based on the National Accounts for the general gover-
nment sector, using the economic and functional classifications for public expenditure. In addition to
developments in Portugal between 1995 and 2011 (2010 in the case of the functional classification),
a comparative analysis is provided of the developments in the current composition of the euro area.

Three limitations should be underlined regarding international comparisons between different levels of
spending. Firstly, the analysis is affected by the delimitation of the general government sector. Information
on the extent to which goods and services in the budget are provided to citizens by entities classified
within or outside the general government sector, particularly in the health and education sectors, must
be provided on a country by country basis. It is important to note that in the cases in which the general
government sector does not directly supply the goods and services but pays most of their cost to entities
outside the sector (e.qg. corporate hospitals in Portugal), a comparison between the level of spending
as a whole, together with an analysis based on the functional classification, is still a valid exercise. Iltem
by item comparability problems only emerge when the economic classification is used. There may also
be other cases in which the differences in the delimitation of the sector generate different spending
time patterns, affecting the yearly analysis (e.g. public-private partnerships). Secondly, differences in the
taxation of social benefits and the existence of tax benefits instead of explicit expenditure may have a
non-negligible impactin international comparisons between spending levels. Finally, other country-specific
factors are also an important limitation in this type of analysis. For example, the recording of expenditure
on the public employees’ pension subsystem in Portugal in the period prior to 2005, by considering
the overall amount of the State transfer aimed at ensuring the financial stability of the system as social
contributions/compensation of employees, artificially increased this expenditure item.

An analysis of public expenditure is often linked to the issue of efficiency in the provision of goods and
services by general government.? In general, this efficiency is measured by a comparison between the
resources used and the quantity/quality of goods and services provided. It should be noted, however, that
there are several difficulties with this kind of analysis for various reasons. Firstly, such analyses are very
demanding in terms of data and require very detailed information. Secondly, there are often problems
with the definition of the production process, particularly related with the idenfication of inputs and
outputs, and the choice of indicators that summarise the final outcomes. Thirdly, the absence of market
prices for valuing the provision of non-market services creates difficulties in output measurement. Lastly,
it should be noted that there are several alternative methodologies and there is no consensus in the
literature over their relative merits.

3. Analysis of the evolution of total public expenditure: Portugal in the euro area
context

Since the mid nineteen nineties?, public spending® in Portugal, measured in nominal terms, recorded
a continuous increase, only reversed in 2011 (Table 1).6 This evolution is, however, affected by interest
expenditure, the impact of several temporary measures - which basically reduce capital spending - and

3 For a recent Banco de Portugal analysis on public expenditure efficiency see Economics and Research Department
(2009), Pereira (2010) and Pereira (2011).

Period from which the information does not have any structural breaks.
5 The concept used corresponds to total general government expenditure on a National Accounts basis.

For further details on the evolution of public expenditure in Portugal in the period 1986 - 2008 see Cunha and
Braz (2009).
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Table 1
PUBLIC EXPENDITURE IN PORTUGAL

Total public expenditure 36792| 35098| 71890 72701 75006 76933 83810 88941 84441
as a % of GDP 41.9 4.7 46.6 45.2 44.3 44.7 49.7 51.5 49.4
Interest expenditure 4912 -977 3935 4455 4978 5188 4775 4845 6930
Temporary measures 0 202 202 0 -195  -1853 0 -133 0
Special factors 0 0 0 0 0 0 0 4938 1985

Primary expenditure excluding
temporary measures and
special factors 31879| 35873| 67753 68246 70224 73597 79035 79290 75526

as a % of GDP 36.3 7.6 43.9 42.4 41.5 42.8 46.9 45.9 44.2

Sources: National Statistical Institute and Banco de Portugal.

special factors - that in 2010 and 2011 transitorily increased several expenditure items.”® Therefore,
correcting for the effects of interest expenditure and temporary measures, nominal public spending
doubled in value between 1995 and 2005. On average, during this period, primary expenditure, exclu-
ding temporary measures, increased by 3.6 billion euros per year. In 2006 this trend was mitigated and,
in 2007, moderate growth recorded, albeit accelerating rapidly in 2008 and 2009. 2010 was greatly
affected by one-off transactions that significantly increased expenditure. Expenditure, if adjusted to
exclude these operations would have almost stabilised at a level of more than 79 billion euros in the
said year. The same indicator showed a very significant reduction in 2011, albeit still remaining above
pre-crisis levels. In 2012, a further decrease of around 4.5 billion euros was witnessed. The 2012 evolu-
tion is largely explained by the suspending of the payment of summer and Christmas bonuses to public
sector employees and pensioners. The State Budget for 2013 envisages the partial reintroduction of
these subsidies, together with various measures to reduce spending, pointing to a relative stabilisation
of primary expenditure excluding temporary measures and special factors.

In addition to the analysis based on nominal values, it is important to express public spending in relative
terms. Public expenditure’s share of nominal GDP is the preferred indicator for time-series analyses and
international comparisons. Chart 1 illustrates the annual change in the primary expenditure to GDP ratio
in Portugal between 1995 and 2011, excluding temporary measures and special factors. This indicator
rose every year up to 2005, by 7.6 percentage points (p.p.) in cumulative terms. The change in total
spending to GDP ratio, in this period, was considerably lower, as the fiscal leeway created by the reduc-
tion in interest expenditure as a percentage of GDP (of around 3 p.p.) was greatly offset by a strong
increase in primary expenditure. In 2006 and 2007, primary expenditure, excluding temporary measures
and special factors as a ratio to GDP declined, returning to a strong expansionary trend in 2008 and
2009. The 4.1 p.p. increase in GDP, observed in 2009, is noteworthy on account of its magnitude. This
was followed by a reversal of the upward trend of primary expenditure excluding temporary measures
and special factors to GDP ratio, which decreased by around 1.0 and 2.0 p.p. of GDP in 2010 and
2011, respectively. According to available information, in 2012, it is expected to be down once again,
by around 1.0 p.p. of GDP.

Public spendingis also affected by cyclical developments. In general, the cyclical adjustment methodologies
of the budget balance consider that this effect is limited to spending on unemployment benefits. For the

7 For a detailed description of these special factors see “Chapter 3 Fiscal policy and situation”, Annual Report 2011,
Banco de Portugal, and “Box 3.7 Some considerations on the assessment of the fiscal policy stance”, Economic
Bulletin Autumn 2012, Banco de Portugal.

8 Although public spending is also affected by the cyclical conditions of the economy, because the magnitude
of this cyclical component is generally small, in this article it will only be considered in the presentation of the
values of structural expenditure as a ratio to trend GDP.



sake of consistency, the presentation of cyclically adjusted expenditure should be as a ratio to nominal
trend GDP. In this article both the cyclical component of unemployment benefits and real trend GDP are
based on the cyclical adjustment methodology used by the Eurosystem.® Chart 1 also shows the change
of primary expenditure, excluding the cyclical component, temporary measures and special factors as a
percentage of trend GDP, between 1995 and 2011. The chart shows that the differences compared to
the previous series are not very significant and that it was only in 2007 and 2010 that the conclusions
based on each of the indicators were different in terms of sign. In the remaining years, though the sign
was the same, its magnitude according to the two indicators may differ significantly.1®

The rate of change of expenditure also gives a useful insight into the analysis of budgetary develop-
ments, particularly when measured in real terms. As prices have a very different effect on the various
expenditure components, the calculation of a public expenditure deflator may involve some complexity.
In this context, chart 1 (right-hand scale) shows the real rate of change of structural primary expenditure
(excluding the cyclical component and temporary measures), adjusted for special factors, using the private
consumption deflator. Since 1998 it has been possible to observe a deceleration profile, although up to
2005 the annual rates of change of this indicator were on average more than 2 p.p. above the change
in real GDP. The period between 1995 and 2005, therefore witnessed an increase of around 60 per cent
in structural primary expenditure, measured in real terms, more than twice the change in real GDP for
the same period (around 28 per cent). In 2006, this expenditure indicator decreased and came close to
stabilising in the following year. 2008, witnessed a return to positive growth, with a sharp acceleration
to 9.5 per cent in 2009, a year of pronounced recession. The last two years of the period under review,
witnessed a trend reversal in structural primary expenditure (adjusted for special factors) with declines
of -1.1 and -8.0 per cent in 2010 and 2011, respectively, which continued through 2012.

Chart 2 presents the evolution of the total public expenditure to GDP ratio in Portugal and in the euro
area over the period 1995 to 2011.12 |t shows that, while the euro area witnessed a reduction followed
by stabilisation up to almost 2007, in Portugal there was a sharp rise in this indicator up to 2005. The
increase in the public spending to GDP ratio in 2008 and 2009 was common to Portugal and the euro
area as a whole, resulting from both fiscal stimulus packages aimed at alleviating the effects of the
decline in activity (suggested, in particular, by international — including European — organisations) and
the reduction of economic activity. The ensuing decrease resulted from the urgency of the need for
fiscal consolidation made inevitable by the sovereign debt crisis in the euro area. The public spending to
GDP ratio, in 2011, still remained clearly above the pre-crisis period level. It should also be noted that in
the period analysed, the public spending to GDP ratio in Portugal converged to the euro area average.
However, correcting for the effect of temporary measures and special factors, the public spending to
GDP ratio in Portugal has been consistently below the euro area average, with a difference of 1.2 p.p.
of GDPin 2011.%

Chart 3 shows the change in levels of the total public expenditure to GDP ratio in each of the euro area
countries™ and its relation to the variation of the respective GDP per capita, measured in purchasing

9 For further details on the cyclical adjustment methodology adopted by the Eurosystem see Braz (2006).

10 This result justifies that, although the use of the structural expenditure to trend GDP ratio is preferred for yearly
analyses, for longer periods and assessment of trends the expenditure to GDP ratio is perfectly suited as an
indicator.

11 In this article, references to euro area aggregates represent weighted averages of the indicators, with the excep-
tion of situations in which explicit reference is made to the use of a simple average.

12 In the charts of this article, the countries are represented by the following acronyms: Austria (AT), Belgium (BE),
Cyprus (CY), Germany (DE), Estonia (EE), Greece (EL), Spain (ES), Finland (Fl), France (FR), Ireland (IE), Italy (IT),
Luxembourg (LU), Malta (MT), the Netherlands (NL), Portugal (PT), Slovenia (SI) and Slovakia (SK).

13 If a simple average of the public expenditure to GDP ratio in the euro area countries had been used, public ex-
penditure in Portugal would have been above the average, with the difference having totalled 0.5 p.p. in 2011.

14 Luxembourg is not considered as it is clearly an outlier in this analysis.
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Chart 1 Chart 2

TOTAL PUBLIC EXPENDITURE IN PORTUGAL AND
PRIMARY EXPENDITURE IN PORTUGAL IN THE EURO AREA
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power standard, between 1995 and 2011. This analysis shows that Portugal was one of the member
states of the euro area that, despite the negligible increase in GDP per capita, recorded one of the highest
rises in its public spending to GDP ratio.

Chart 4 provides an international comparison between the level of the public spending to GDP ratio and
the level of GDP per capita, measured in purchasing power standard in 2011. It shows that Portugal’s
level of total public expenditure to GDP ratio is higher than that of many countries, including several
with substantially higher GDP per capita.

4. Breakdown of expenditure based on economic classification: Portugal

Regarding the economic classification of public expenditure in Portugal®®, the two most important items
are social benefits and compensation of employees, which, in 2011, represented 46 and 24 per cent of
total spending, respectively (50 and 26 per cent of primary expenditure).

Between 1995 and 2011, social benefits increased by 9.6 p.p. of GDP, of which around 2/3 through the
expansion of transfers to households in cash and the remainder associated with social benefits in kind
(Chart 5). In the case of social benefits in cash, about 80 per cent of the observed variation in the period
(corresponding to 5.2 p.p. of GDP) stems from the evolution of pension expenditure. This is undoubtedly
one of the main factors accounting for the strong growth in primary spending, particularly after 2000.
Underlying its evolution was the significant growth both in the number of pensioners and the average
pension (excluding the annual update).® The latter developments are partly explained by the maturation
of the Social Security subsystem (Chart 6). In terms of annual pensions updates, the period prior to the
Social Security reform'” witnessed several years of discretionary increases higher than expected inflation,

15 The analysis for Portugal carried out in this section is based on expenditure values that exclude the effects of tem-
porary measures and special factors.

16 According to the authors’ calculations, in 2011, the average monthly pension in the Social Security subsystem
totalled around 350 euros and approximately 975 euros in the Caixa Geral de Aposentagdes subsystem.

17 See Law no. 4/2007 of January 16 and Decree-law no. 187/2007 of May 10 for specific regulation.



Chart 3
CHANGE BETWEEN 1995 AND 2011 OF TOTAL

PUBLIC EXPENDITURE AS A RATIO TO GDP AND
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