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cut in wages of between 2.5 per cent and 12 per cent (from EUR 2,000), and replaces the cuts decided 

in 2011, widening their scope and magnitude. The other measures affecting the compensation of 

employees are expected to have a less important impact, namely the implementation of the 40-hour 

working week in the public sector, the mutual agreement scheme for leaving the general government 

and the re-qualifi cation of public workers. Conversely, a considerable amount of expenditure is set for 

the severance payments in the wake of the mutual agreement scheme. Similarly to compensation of 

employees, pensions are subject to consolidation measures with a considerable expected impact. The 

main measures relate to the partial convergence of civil servants’ pension scheme pensions towards 

those that would have resulted from the implementation of the private sector rules, the change of the 

sustainability factor applied to new pensioners (including an increase in the normal age for retirement) 

and the reduction in survivor’s pensions if the total value received as pensions exceeds EUR 2,000 per 

month. In addition, the SB2014 also envisages fairly large savings in line ministries.

Total revenue is expected to rise by 0.7 per cent in the next year, implying a decline in the ratio of this 

item to GDP to 42.8 per cent. As regards taxes on production and imports, the measures presented 

have a small impact, although having a signifi cant effect on revenue if considered as a whole. These 

include mainly changes in taxes on tobacco and on online gambling, as well as an increase in the tax on 

vehicles’ ownership for diesel vehicles. As regards direct taxation, the main measures presented are an 

increase in the banking sector contribution and in autonomous taxation of costs regarding company-

owned cars. The impact of the changes in corporate income taxation, particularly the reduction of the 

corporate income tax rate from 25 to 23 per cent, will most likely materialise with some lag. Regarding 

social contributions the SB2014 increases the contributions of benefi ciaries to the health sub-systems 

of civil servants (ADSE, SAD and ADM) from 2.25 to 2.5 per cent. Finally, an extraordinary contribution 

on the energy sector was introduced.

Taking into account the projections included in the SB2014 report, the general government debt ratio 

is expected to stand at 126.7 per cent at the end of 2014, which is slightly below the fi gure estimated 

for the end of 2013 (127.8 per cent). This evolution results namely from expected negative defi cit-debt 

adjustments (-3.1 per cent of GDP), which essentially include a reduction in the amount of deposits held 

by general government and the net purchase of Portuguese public debt securities by the Social Security 

Financial Stabilisation Fund.

Fiscal policy implementation as set down in the SB2014 faces several risks. In fact, the large amount of 

consolidation ascribed to savings in line ministries implies non-negligible implementation risks. In addition, 

the estimated impact of some measures, both from the expenditure and the revenue sides, is based on 

assumptions regarding economic agents’ reactions which are quite diffi cult to anticipate. Finally, there 

might be the need to adjust legislation in the course of the year, in case some of the Budget measures 

are to be declared unconstitutional.

If the estimates of the Ministry of Finance for 2014 materialise, the cumulative consolidation since 2011, 

measured by the change in the primary balance adjusted for cyclical effects, temporary measures and 

special factors, will reach a very high level (around 9 p.p. of GDP). Still, the structural fi scal balance 

in 2014 is expected to fall signifi cantly short of the medium-term objective (MTO) mentioned in the 

2013-2017 Fiscal Strategy Document (-0.5 per cent of GDP).3 Hence, it is crucial to maintain the fi scal 

consolidation effort in the coming years, particularly as regards compliance with the commitments 

taken under the Stability and Growth Pact, in order to place the general government debt ratio on a 

sustainable downward path.

3 Countries which, as Portugal, signed the Treaty on Stability, Coordination and Governance in the Economic 

and Monetary Union have committed to set a MTO of no less than -0.5 per cent of GDP, except if the general 

government debt ratio stands considerably below 60 per cent.
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PORTUGUESE FIRMS IN EXPORT MARKETS

1. Introduction

Firms’ participation in export activity is crucial for the short and long-term growth dynamics of economies. 

The recent buoyancy of exports, with gains of share in various markets, refl ects the Portuguese fi rms’ 

capacity to sell their products and services abroad, even under challenging market conditions. Economic 

literature shows that foreign markets are highly competitive and fi rms within those markets are larger, 

more productive, have a higher capital per worker ratio and pay higher wages. This Special Issue assesses 

these stylised facts with evidence for the Portuguese economy. Furthermore, it looks into other aspects 

that may help gauge the sustainability of export growth in the Portuguese economy.

Accordingly, nominal growth of Portuguese exports of goods and services in the 2006-12 period is 

broken down according to the dynamics of permanence, entry into and exit from foreign markets. The 

contributions made by the fi rm’s age and developments in domestic market sales are also reviewed. By 

analysing the age of exporters, it is possible to assess the intensity of the ongoing restructuring of the 

Portuguese productive sector. It should be noted that changes to an economy’s productive sector are 

typically slow. In the case of Portugal, this process seems to have started following substantial disruptions 

in the pattern of comparative advantage in the 1990s, which resulted from the entry of new economies 

in international trade, i.e., considerably before the onset of the economic and fi nancial crisis. Further-

more, it is acknowledged that fi rms only exist if there is a market (demand) for their products, thus they 

devote their best resources to the diversifi cation and widening of markets. The breakdown of exports 

according to developments in domestic market sales helps to gauge competitiveness in this dimension.

The classifi cation of fi rms according to their participation in export activity, together with age and 

developments in domestic market sales, warrants a comprehensive database. The database used in this 

analysis is the IES (Simplifi ed Corporate Information) for the 2006-12 period. Taking into account only 

fi rms with non-zero sales and excluding a number of sectors with negligible external activity, around 

270,000 fi rms, on average, remain each year.1 Although the levels and growth rates of exports of goods 

and services calculated on the basis of IES data diverge from those incorporated in the national accounts, 

differences are limited and should not jeopardise the results of the analysis (Chart 1).2

2. Recent developments in Portuguese exports and some stylised facts

Portuguese exports have performed remarkably well over the past few years, resulting in large market 

share gains. In nominal terms, growth rates of exports of goods and services have been high, except for 

2009, which corresponds to the collapse of international trade, following the international economic 

and fi nancial crisis (Table 1). Furthermore, this growth is associated with an increase in the proportions 

of fi rms exporting. This share rose from 14.5 per cent in 2007 to 17.9 per cent in 2012, albeit partly 

associated with a fall in the number of active fi rms. Such developments refl ect the fact that fi rms are 

increasingly turning to the export market, which is crucial for the adjustment of macroeconomic imba-

lances in the Portuguese economy.

1 In addition to the fi nancial and insurance sectors, this analysis does not include public administration and defen-

ce, education, human health and social work activities, arts, entertainment and recreation, sports activities and 

recreation activities and other service activities. Firms with their head offi ce in the Madeira offshore were also 

excluded from this analysis.

2 This minor divergence is due, inter alia, to differences in the registration of operations, accounting criteria, 

response thresholds of exporters and non-response imputation criteria.  
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export growth rates and the median growth rate was almost always below average, which points to 

a right-hand bias to the distribution (Table 5). However, the interquartile range is very high, exceeding 

100 percentage points.

A further stylised fact relates to the distinctive characteristics of exporters, namely in terms of size, appa-

rent labour productivity, capital per worker ratio and average wage.5 Continuing exporters tend to be 

larger than new exporters, which is in line with empirical literature (Chart 3a). Another relevant result is 

that (new and continuing) exporters are larger than fi rms that operate only in the domestic market. This 

is consistent with theoretical models, which indicate that exporters bear a fi xed entry cost that tends to 

be borne only by larger fi rms. Moreover, a clear pattern also emerges over apparent labour productivity 

levels (Chart 3b). In accordance with literature fi ndings (e.g. in Bernard and Jensen (2004)), continuing 

exporters are typically more productive than new exporters, while the latter are more productive than 

fi rms that do not sell to foreign markets. These differences are associated with the capital per worker 

ratio and wage levels. The distribution of the capital per worker ratio shows that it is typically higher 

for continuing exporters than for new exporters, while it is higher for the latter than for non-exporters 

(Chart 3c). The same applies to the wage per worker variable (Chart 3d).

The latter result has some impact in the interpretation of ongoing macroeconomic developments in the 

context of the adjustment process of the Portuguese economy. The marked fall in investment in the 

Portuguese economy results from fi rm-level decisions and is connected with the expected profi tability 

rates for each project. However, low investment levels hinder the take-up of new technologies and limit 

increases in capital per worker ratios. Although lower employment levels result in a mechanical increase 

5 The level of capital factored into the calculation corresponds to the value of fi xed tangible and intangible assets 

at historical cost less depreciation. The wage bill includes compensation, other benefi ts and social costs. Employ-

ment includes only employees.

Table 4

SHARE IN EXPORTS AND NUMBER OF FIRMS: CONTINUING, ENTERING AND EXITING FIRMS | PER CENT

Continuing fi rms Entering fi rms Exiting fi rms

Nb. of 
fi rms

Share Mortality 
rate  in 
export 
market

Nb. of 
fi rms

Share Survival 
rate in 
export 
market

Nb. of 
fi rms

Share

In 
exporting 

fi rms

In 
exports

In 
exporting 

fi rms

In 
exports

In 
exporting 

fi rms

In 
exports

2007 26 739 67 92 22 13 126 33 8 56 10 665 27 4

2008 29 200 69 97 29 13 252 31 3 49 13 279 31 10

2009 29 173 72 97 29 11 357 28 3 51 12 148 30 6

2010 28 382 65 90 21 15 259 35 10 55 11 791 27 4

2011 31 850 68 94 25 14 817 32 6 52 13 388 29 6

2012 33 279 71 97 13 603 29 3

Source: Informação Empresarial Simplifi cada.

Note: Continuing fi rms are the ones exporting in two consecutive years. Entering fi rms export a given year, but did not export in the 

previous year. Exiting fi rms export in a given year, but did not export in the following year.

Table 5

EXPORT GROWTH DISTRIBUTION | CONTINUING FIRMS

Year-on-year 
growth rate

Mean 1st quartile Median 3rd quartile
Percentage 

of fi rms with 
positive growth

2007 13.0 15.6 -32.4 10.8 63.9 58

2008 8.6 4.8 -45.9 1.5 54.2 51

2009 -13.0 -12.3 -65.0 -10.1 41.8 43

2010 11.0 5.6 -44.6 6.5 57.6 55

2011 11.6 10.5 -39.6 7.1 58.7 55

2012 7.1 7.8 -43.7 4.1 58.6 53

Source: Informação Empresarial Simplifi cada.

Note: Continuing fi rms are the ones exporting in consecutive years.
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To sum up, looking at the 2010-12 period, on average, fi rms established for less than ten years (continuing 

exporters and new exporters) accounted for more than half of nominal average export growth over that 

period. This pattern shows that the recent performance of Portuguese fi rms in the export market has 

benefi ted from a gradual restructuring process that started a few years ago, associated to new fi rms 

that are better adapted to the current pattern of comparative advantage. 

Developments in sales to the domestic market by exporters were also noteworthy. In the 2007-12 period, 

on average, and taking into account the group of continuing exporters, contributions to total export 

growth by fi rms with growing sales to the domestic market were similar to those of fi rms with declining 

or stabilised sales (3.2 and 2.9 p.p. respectively) (Table 7). However, in 2012 the contribution from fi rms 

with increasing sales to the domestic market was very low, which is associated with the widespread 

contraction in demand in this market. The lack of a clear pattern in this dimension indicates that fi rms 

with divergent standings in the domestic market are turning to foreign markets, over a long horizon 

that started before the onset of the international economic and fi nancial crisis. Particularly noteworthy is 

the fact that these contributions are much higher than those from fi rms that do not sell to the domestic 

market (0.1 p.p.), i.e., the group of exclusively-exporting fi rms accounts for a very small share of exports.

Looking to the group of new exporters, results are divergent. The greatest contribution to export growth 

comes from fi rms that do not sell to the domestic market. Furthermore, the contribution of new exporters 

with decreasing sales to the domestic market is greater than those whose domestic sales increased. This 

may refl ect efforts to start an export activity by fi rms experiencing greater diffi culties in the domestic 

market, albeit contributing little to total nominal export growth. As regards fi rms that exit the export 

market, the greatest contribution is associated with those with decreasing domestic sales.

Table 6

DECOMPOSITION OF THE YEAR-ON-YEAR GROWTH RATE OF NOMINAL EXPORTS ACCORDING TO 
FIRM’S AGE | IN PERCENTAGE POINTS

Continuing fi rms Net entry

Total [1 to 5 
years[

[5 to 10 
years[

[10 to 20 
years[

>=20 
years

NS Total New [1 to 5 
years[

[5 to 10 
years[

[10 to 20 
years[

>=20 
years

NS

2007 12.2 2.9 1.2 2.8 5.3 0.0 2.7 0.8 -2.4 0.2 3.6 0.5 0.0

2008 8.2 2.7 0.9 -0.8 5.5 0.0 -0.2 0.5 -0.2 -0.2 -0.1 -0.2 0.0

2009 -11.7 -0.4 0.4 -4.8 -7.0 0.0 -7.1 0.3 -2.4 -0.8 -2.9 -1.3 0.0

2010 10.4 2.2 2.0 3.2 3.0 0.0 5.4 0.0 1.5 0.6 0.6 2.0 0.7

2011 11.1 0.1 2.4 2.4 5.6 0.6 2.7 0.0 1.8 0.3 -0.4 0.1 0.8

2012 6.7 1.4 0.4 1.9 2.4 0.6 -2.3 0.0 -0.6 -0.3 -1.1 -1.1 0.8

Mean 6.2 1.5 1.2 0.8 2.5 0.2 0.2 0.3 -0.4 0.0 -0.1 0.0 0.4

Entering fi rms Exiting fi rms

Total New [1 to 5 
years[

[5 to 10 
years[

[10 to 20 
years[

>=20 
years

NS Total New [1 to 5 
years[

[5 to 10 
years[

[10 to 20 
years[

>=20 
years

NS

2007 9.4 0.8 2.0 0.7 4.4 1.4 0.0 6.7 0.1 4.4 0.5 0.8 0.9 0.0

2008 3.6 0.6 1.2 0.5 0.6 0.6 0.0 3.8 0.1 1.4 0.7 0.8 0.8 0.0

2009 2.8 0.4 1.0 0.4 0.4 0.6 0.0 9.9 0.1 3.4 1.2 3.3 2.0 0.0

2010 11.5 0.0 2.8 1.5 2.9 3.5 0.7 6.0 0.0 1.3 1.0 2.3 1.5 0.0

2011 7.0 0.0 2.8 0.9 0.8 1.6 0.9 4.3 0.0 1.0 0.6 1.2 1.5 0.1

2012 3.5 0.0 0.3 0.8 0.5 0.7 1.1 5.8 0.0 0.9 1.1 1.6 1.9 0.3

Mean 6.3 0.3 1.7 0.8 1.6 1.4 0.4 6.1 0.0 2.1 0.8 1.7 1.4 0.1

Source: Informação Empresarial Simplifi cada.

Note: The fi rms for which there is no information on their birth year were included in “Not specifi ed” (NS). Continuing fi rms are the 

ones exporting in two consecutive years. Entering fi rms export in a given year, but did not export in the previous year. Exiting fi rms 

export in a given year, but did not export in the following year.
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Table 7

DECOMPOSITION OF THE YEAR-ON-YEAR GROWTH RATE OF NOMINAL EXPORTS ACCORDING TO THE 
EVOLUTION OF DOMESTIC SALES | IN PERCENTAGE POINTS

Continuing fi rms Net entry

Total 
Increase in 
domestic 

sales

Decrease in 
domestic 

sales

Not selling in 
the domestic 
market in t 

and t-1

Total 
Increase in 
domestic 

sales

Decrease in 
domestic 

sales

Not selling in 
the domestic 
market in t 

and t-1

2007 12.2 7.3 3.7 1.2 2.7

2008 8.2 3.9 4.4 0.0 -0.2 -0.6 -0.1 0.5

2009 -11.7 -2.5 -7.4 -1.8 -7.1 -2.9 -3.5 -0.8

2010 10.4 4.7 5.6 0.0 5.4 -1.0 -0.8 7.2

2011 11.1 5.7 5.0 0.5 2.7 -0.4 0.0 3.1

2012 6.7 0.4 6.0 0.3 -2.3 -1.4 -1.2 0.4

Mean 6.2 3.2 2.9 0.1 0.2 -1.3 -1.1 2.1

Entering fi rms Exiting fi rms

Total 
Increase in 
domestic 

sales

Decrease in 
domestic 

sales

Not selling in 
the domestic 
market in t 

and t-1

Total 
Increase in 
domestic 

sales

Decrease in 
domestic 

sales

Not selling in 
the domestic 
market in t 

and t-1

2007 9.4 0.7 1.6 7.1 6.7

2008 3.6 0.6 1.2 1.7 3.8 1.2 1.3 1.2

2009 2.8 0.7 0.9 1.2 9.9 3.5 4.4 2.0

2010 11.5 0.6 1.8 9.0 6.0 1.6 2.6 1.8

2011 7.0 0.7 1.3 5.0 4.3 1.1 1.3 1.9

2012 3.5 0.3 1.4 1.8 5.8 1.8 2.6 1.4

Mean 6.3 0.6 1.4 4.3 6.1 1.8 2.5 1.7

Source: Informação Empresarial Simplifi cada.

Note: Continuing fi rms are the ones exporting in two consecutive years. Entering fi rms export in a given year (t), but did not export 

in the previous year (t-1). Exiting fi rms export in a given year, but did not export in the following year.

5. Conclusion

Portuguese exports have seen a robust performance over the past few years, which was characterised 

by a greater share of fi rms with export activity and an increase in the average weight of exports in sales. 

Portuguese exporters are distinct from those fi rms that sell exclusively to the domestic market, namely 

due to the fact that they are larger, more productive, offer higher average wages and have a higher 

capital per worker ratio. Furthermore, Portuguese exports are very concentrated in a very small number 

of fi rms and developments in the aggregate are dominated by the performance of continuing exporters. 

These stylised facts are similar to those found for other countries.

The behaviour of Portuguese exports is dominated by fi rms that remain in this activity and that are over 

20 years old. However, there is a very relevant contribution by exporters that have started their activity 

more recently. Taking into account the average for the 2010-12 period, fi rms that have operated for less 

than ten years were responsible for approximately one third of nominal average growth of exports over 

that period. This mirrors the signifi cant export dynamics among younger fi rms. Moreover, when assessing 

the weight of these fi rms in total exports, around one quarter of exports in 2012 came from fi rms that 

started their activity after 2000. These developments refl ect the gradual reallocation of domestic factors 

of production to exports, which is crucial for the ongoing adjustment process.
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Abstract

The idea that aggregate economic activity might be driven in part by confi dence and 

changes in expectations is not new in economics. Earlier discussions date back to 

Pigou (1927) and Keynes (1936). Over the last few decades, boom and bust cycles 

in industrialized countries gave an impulse to explore further the importance of 

changes in expectations as sources of business cycle fl uctuations. This article estimates 

a structural VAR to identify the effects of confi dence shocks in Portugal. Shocks to 

economic confi dence and economic sentiment account for a non-negligible fraction of 

variation in economic activity. The results are robust to the use of alternative measures 

of economic activity and various survey indicators.

1. Introduction

In this article we explore the role of confi dence and optimism for business cycle fl uctuations in Portugal. 

During the fi nancial and economic crisis, business and consumer confi dence indicators in Portugal have 

fallen dramatically. Since the beginning of the year, confi dence indicators displayed an upward path. It 

is thus important to understand to which extent survey indicators reveal some useful information about 

future economic activity in Portugal.

Consumer confi dence measures the degree of optimism about consumers’ personal fi nancial situation 

and the overall shape of the economy. Thus, changes in consumers’ confi dence through their impact 

on consumers’ consumption and investment decisions, may have aggregate economic effects. Changes 

in agents’ perception about future economic developments could refl ect psychological factors or could 

be related to the release of information (news) regarding the economy’s future state not captured by 

economic fundamentals and, thus, not summarized by contemporaneous macroeconomic variables. 

Changes in consumer and business confi dence may therefore become an independent source of macro-

economic fl uctuations.

The idea that aggregate economic activity might be driven in part by confi dence and changes in expec-

tations is not new. According to Pigou (1927) “The varying expectations of business men … constitute 

the immediate cause and direct causes or antecedents of economic fl uctuations (...) wave-like swings 

in the mind of business world between errors of optimism and errors of pessimism”; in brief, expecta-

tions determine business cycles. Keynes (1936) also argues that waves of optimism and pessimism may 

drive business cycles: “Most, probably, of our decisions to do something positive, the full consequences 

of which will be drawn out over many days to come, can only be taken as the result of animal spirits 

* We are grateful to Nuno Alves and Antonio Antunes for useful comments and suggestions on this article. The 

opinions expressed are those of the authors and not necessarily those of Bank of Portugal or the Eurosystem. 

Any errors and omissions are the sole responsibility of the authors.

** Banco de Portugal, Economics and Research Department.

*** University of Nottingham, Malaysia Campus, School of Economics.
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a spontaneous urge to action rather than inaction, and not as the outcome of a weighted average of 

quantitative benefi ts multiplied by quantitative probabilities”.

Over the last few decades, boom and bust cycles in industrialized countries gave an impulse to explore 

further the importance of changes in expectations as sources of business cycle fl uctuations. Since Beaudry 

and Portier (2006) showed that business cycles in the data are driven primarily by changes in agents’ 

expectations about future technological growth, several authors have highlighted the importance of 

expectation-driven cycles as a source of business cycle fl uctuations. Recent empirical work indicates that 

survey data provide evidence on the importance of economic confi dence and expectations for business-

cycle fl uctuations. Our analysis follows Leduc and Sill (2012) and Barsky and Sims (2012) in introducing 

survey and expectation data into an otherwise standard VAR model.

Leduc and Sill (2012) estimate a structural vector auto-regression model (VAR) using survey data of 

unemployment rate expectations from alternative surveys for the US. By including the actual unemploy-

ment rate, infl ation and the 3-month Treasury Bill rate, they show that innovations to unemployment rate 

expectations contribute signifi cantly to current economic fl uctuations. Similarly, Barsky and Sims (2012) 

estimate a three-variable VAR model, which includes GDP, real consumption and survey data from the 

Michigan Survey, to disentangle the causal effect of animal spirits on economic activity from fundamental 

information about future economic activity. They fi nd that innovations to the confi dence indicators have 

important real effects. Lambertini et al. (2013) show that unexpected changes in forward-looking variables 

from the University of Michigan Survey of Consumers infl uence housing market dynamics and aggregate 

fl uctuations. Importantly, D’Agostino and Mendicino (2013) document the role of time variation in the 

transmission of expectation-driven cycles.

In line with the previous papers’ fi ndings, we show that shocks to forward-looking survey variables also 

account for a sizeable fraction of variation in economic activity in Portugal. In particular, unexpected 

changes in confi dence generate a macroeconomic boom as in Leduc and Sill (2012). Shocks to economic 

confi dence and economic sentiment account for a non-negligible fraction of variation in economic activity. 

The results are robust to the use of alternative measures of economic activity and various survey indicators.

2. Survey Indicators

This article uses data from the monthly business and consumer surveys of the European Commission. 

Business and consumer surveys provide judgements and anticipations concerning several dimensions of 

economic activity in the different sectors of the economy: industry, services, construction and retail trade, 

as well as consumers. The surveys are largely qualitative. See table 1 for a list of variables covered in the 

monthly business and consumer surveys. In this article we mainly focus on the industry and consumer 

surveys.

The consumer survey collects information on households’ spending and savings intentions and also 

assesses their perception of the general economic and fi nancial situation. The survey is designed around 

four topics: household’s fi nancial situation, general economic situation, savings and major purchases. 

About 2100 consumers are surveyed every month in Portugal. In turn, the industry survey refers to an 

assessment of recent trends in production, order books and stocks and expectations about production, 

selling prices and employment in different sectors. See table 2 (panel a) for the sample size for each sector.

Survey variables report the results aggregated in the form of “balances” of the difference between 

the percentage of respondents giving positive and negative replies. The balance series are seasonally 

adjusted and then used to calculate Confi dence Indicators, i.e. composite indicators that refl ect overall 

perceptions and expectations for each surveyed sector. Each confi dence indicator is calculated as an 

average of selected answers. The consumer confi dence indicator (CCI) is the arithmetic average of the 

balances (in percentage points) of the answers to the questions on the fi nancial situation of households 

(Q2), general economic situation (Q4), unemployment expectations (Q7 with inverted sign) and savings 
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Table 1

SURVEY VARIABLES

Type of Survey Monthly Questions

Industry Q1: Production, past 3 months

Q2: Production, next 3 months(*)

Q3: Total order books

Q4: Export order books(*)

Q5: Stocks of fi nished products(*)

Q6: Selling prices, next 3 months

Q7: Firm's employment, next 3 months

Construction Q1: Business activity, past 3 months

Q2: Factors limiting production

Q3: Domestic order books(*)

Q4: Firm’s employment, next 3 months(*)

Q5: Selling prices, next 3 months

Retail Trade Q1: Business activity, past 3 months(*)

Q2: Business activity, next 3 months(*)

Q3: Stocks of goods

Q4: Orders placed with suppliers, next 3 months(*)

Q5: Firm’s employment, next 3 months

Services Q1: Business situation, past 3 months(*)

Q2: Turnover, past 3 months(*)

Q3: Turnover, next 3 months(*)

Q4: Firm’s employment, past 3 months

Q5: Firm’s employment, next 3 months

Consumers Q1: Financial situation, past 12 months

Q2: Financial situation, next 12 months(*)

Q3: General economic situation, past 12 months

Q4: General economic situation, next 12 months(*)

Q5: Consumer prices, past 12 months

Q6: Consumer prices, next 12 months

Q7: Unemployment, next 12 months(*)

Q8: Major purchases of durable consumption goods, current environment

Q9: Major purchases intensions, next 12 months

Q10: Savings, current environment

Q11: Saving intentions, next 12 months(*)

Q12: Capacity to save

Source: European Commission Services.

Note: (*) indicates the variables included in the sectorial confi dence index.
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(Q11), all over the next 12 months. The industrial confi dence indicator (ICI) is the arithmetic average 

of the balances (in percentage points) of the answers to the questions on order books (Q2), stocks of 

fi nished products (Q4) and production expectations (Q5 with inverted sign).

The results for the fi ve surveyed sectors are also aggregated into the economic sentiment indicator 

(ESI) summarizing developments in all sectors. The Economic Sentiment Indicator is built applying the 

weights reported in table 2 (panel b) to the individual component series of the composite indicators. The 

weights refl ect the representativeness of the sectors and the performance with respect to GDP growth. 

The weights do not apply to the confi dence indicators themselves but to the standardized individual 

component series as denoted by (*) in table 1.

Chart 1 displays the three standardized indicators. Values above 100 indicate above-average position 

whereas values below 100 indicate a below average position. Table 3 reports the results of a Granger 

causality test. Both confi dence indicators and the economic sentiment indicator contain statistically 

Table 2

SURVEY CHARACTERISTICS: PORTUGAL

Consumer Industry Services Retail Trade Construction

(a) Sample Sizes 2100 1200 960 560 320

(b) ESI Weight 20% 40% 30% 5% 5%

Source: European Commission.

Table 3

GRANGER CAUSALITY TEST

Lags Null Hypothesis F-statistic Prob.

Industrial Production does not Granger Cause CCI 1.1342 [0.3320]

CCI does not Granger Cause Industrial Production 2.2112** [0.0114]

 

Industrial Production does not Granger Cause ESI 1.3337 [0.1986]

ESI does not Granger Cause Industrial Production 0.5731*** [0.0030]

 

Industrial Production does not Granger Cause ICI 1.1361 [0.3305]

ICI does not Granger Cause Industrial Production 2.2259*** [0.0108]

 

Unemployment does not Granger Cause CCI 0.7678 0.6835]

CCI does not Granger Cause Unemployment 2.5803*** [0.0029]

 

Unemployment does not Granger Cause ESI 1.4289 [0.1519]

ESI does not Granger Cause Unemployment 3.6151*** [0.0000]

 

Unemployment does not Granger Cause ICI 1.01127 [0.4384]

ICI does not Granger Cause Unemployment 3.5959*** [0.0000]

Sources: European commission and authors’ calculations.

Notes: CCI=Consumer Confi dence Indicator; ICI=Industrial Confi dence Indicator; ESI=Economic Sentiment Indicator. Sample: 

1987:1 to 2013:9. 12Lags; *** 1%, ** 5%, * 10% signifi cance.
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signifi cant information for economic activity measured by the index of industrial production or by the 

unemployment rate. In fact, the hypothesis that each survey variable does not Granger cause economic 

activity can be rejected at the one or fi ve percent signifi cance level. On the contrary, lags in economic 

activity do not contain signifi cant information to explain either current consumer confi dence or the 

economic sentiment indicators.

3. The Empirical Model

We estimate a standard VAR model

( )0 1
   

t t t
A Y c A L Y e-= +

where 
t

Y  is the vector of endogenous variables, 
0

A  is the matrix of contemporaneous interaction, ( )A L  

is a matrix polynomial in the lag operator L  and t
e  is the vector of structural shocks with covariance 

matrix S . In addition to the survey variables, the baseline VAR model includes three endogenous vari-

ables: a measure of economic activity, the CPI infl ation rate and the nominal interest rate. See the Data 

Appendix for a description of the macroeconomic variables. The model is estimated on quarterly data 

over the sample period January 1987 to September 2013. Relying on the Schwartz Information Criterion 

we include up to two lags of each of the endogenous variables.

Responses from the monthly surveys are collected in the fi rst two-three weeks of each month and sent 

to the Commission by the end of the reference month. At the time in which the survey is fi lled in the 

respondents do not know the unemployment rate and industrial production of the same month. For 

instance, up to the fi rst two weeks of February the respondents in Portugal know the unemployment rate 

and industrial production of December and the CPI of January. This timing is consistent with the use of 

a recursive (i.e. Cholesky) identifi cation scheme that orders the survey variable fi rst, as in Leduc and Sill 

(2012). Thus, we assume no contemporaneous response of the survey variable to shocks to the other 

variables in the system.1 The ordering of economic activity, infl ation, and the interest rate is standard 

from the monetary transmission literature; see for instance Christiano et al. (1997).

4. Economic Activity and Changes in Survey Data

Consumer confi dence measures the degree of optimism about consumers’ personal fi nancial situation 

and the overall shape of the economy. Changes in consumers’ confi dence through their impact on 

consumers’ consumption and investment decisions may have aggregate economic effects. Chart 2 (top 

panel) shows the impulse responses to a positive innovation to CCI in the VAR that includes industrial 

production as a measure of economic activity.

An increase in consumer confi dence refl ects an increase in the fraction of consumers with positive 

opinion about general economic conditions, unemployment or their own fi nancial situation in the next 

12 months, relative to the fraction of consumers with a negative opinion. Thus, we interpret positive 

surprise movements in CCI as an increased perception by consumers of future favorable changes in busi-

ness conditions. On impact, a shock to CCI has a very small effect on all variables. The initial responses 

are not signifi cantly different from zero at the ninety per-cent confi dence level. However, the initial small 

impact is followed by a signifi cant hump-shaped response in production that peaks after about one year. 

Infl ation also rises, but its response is signifi cant only after about six months, and it peaks a few months 

after the peak in industrial production.

1  One implements this assumption by defi ning the matrix 
1

0
A -

 to be the lower Cholesky decomposition of S .

B
A

N
C

O
 D

E
 P

O
R

T
U

G
A

L
  

|
  

E
C

O
N

O
M

IC
 B

U
LL

E
T
IN

  •
  
W

in
te

r 
2

0
1

3

44

II







to CCI and ICI have about the same importance in accounting for variations in the unemployment rate, 

whereas ESI accounts for a slightly larger fraction of volatility in this variable. Shocks to forward-looking 

survey variables account for between 12 and 24 per cent of the 4-year-ahead forecast error variance of 

industrial production, and between 30 and 40 per cent of the unconditional variance the unemploy-

ment rate.

Summarizing, shocks to forward-looking survey variables generate a macroeconomic boom as in Leduc 

and Sill (2012). Shocks to economic confi dence and sentiment account for a non-negligible fraction of 

variation in economic activity. The results are robust to the use of alternative measures of economic 

activity and various survey indicators.

One standard deviation increase in each survey variable. Top Row: Consumer Confi dence Indicator (CCI); 

Middle Row: Economic Sentiment Indicator (ESI); Bottom Row: Industry Confi dence Indicator (ICI). Error 

bands correspond to 95%.

5. CONCLUSION

We study the role of Confi dence and Economic Sentiment Indicator for business cycle fl uctuations in the 

Portuguese economy. To this purpose, we estimate a VAR model which, in addition to survey variables, 

also includes the infl ation rate and the nominal interest rate and a measure of economic activity, such as 

industrial production or the unemployment rate. We use monthly data from January 1987 to September 

2013. Our results show that an unexpected increase in consumers’ perceived confi dence raises industrial 

production and pushes up the infl ation rate. Similar results can be obtained if we focus on the unem-

ployment rate. Measures of economic sentiment and industrial confi dence confi rm the same results.

Table 4

VARIANCE DECOMPOSITION

 Industrial Production  Unemployment Rate

  

CCI ICI ESI CCI ICI ESI

  

12m 8.66 5.99 3.66 12m 11.30 17.23 15.33

24m 22.33 13.05 10.66 24m 31.28 36.37 33.79

36m 24.51 13.17 15.53 36m 34.57 36.52 41.35

48m 23.65 12.36 17.07 48m 34.48 36.09 42.40

Sources: European Commission, OECD and authors’ calculations.

Notes: CCI=Confi dence Indicator; ICI= Industrial Confi dence Indicator; ESI=Economic Sentiment Indicator.
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Data Appendix

Macro Series

• Industrial Production : Production/Industry (Total industry excluding construction). Unit 2005Y. 

Source: OECD.

• Unemployment : Labour (Registered unemployment/Level/Total). Source: OECD.

• Infl ation : Consumer Price Index/All items. Unit 2005Y. Source: OECD.

• Interest Rate : Money Market - Portugal Interbank 3-month - Yield, average of observations through 

period - (Percent per annum ).

Survey Series

• Consumer Confi dence Indicator (CCI): Consumer opinion surveys/Confi dence indicators/Composite 

indicators/OECD Indicator, Normal = 100 SA. Source: European Commission, ECFIN.

• Industry Confi dence Indicator (ICI): Business tendency surveys (manufacturing)/Confi dence indicators/

Composite indicators/OECD Indicator, Normal = 100 SA Source: European Commission, ECFIN.

• Economic Sentiment Indicator (ESI): Expectations about production, selling prices and employment 

in different sectors. Source: European Commission, ECFIN.
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SEGMENTING WAGES *

Mário Centeno ** | Alvaro A. Novo **

“Salaries vary with job security.”

Adam Smith , in The Wealth of Nations , Chapter X Part 1

“The policy of Europe gives rise to major inequalities [ ... ] because it restricts 

competition in some jobs and [ ... ] prevents the free movement of workers.”

Adam Smith , in The Wealth of Nations , Chapter X Part 2

Abstract

Employment protection entails costs for fi rms that reduce the demand for labor, and 

benefi ts for employees that increase their labor supply. In equilibrium, wages fall 

and employment may also fall. However, in a segmented labor market, the different 

adjustment margins lead to results that vary with the degree of employment protection. 

In 2004, a reform of the labor code increased employment protection for permanent 

contracts in a subset of fi rms (the treatment group), leaving it unchanged for other 

companies (the control group). The quasi-experimental setting provides causal evidence 

that points to (i) a reduction of wages for new permanent contracts and temporary 

contracts and (ii) no impact on earnings of permanent workers with longer tenure. 

The estimated reductions for new contracts range between -0.9 and -0.5 percentage 

points, enabling companies to cover a signifi cant part of the expected increase in fi ring 

costs .

1. Introduction

The employment protection legislation aims to balance the bargaining power in the employment rela-

tionship. In its absence, there would be too many disruptions of employment spells and the uncertainty 

of its duration would induce workers to under-invest in match specifi c human capital. The absence of 

a market mechanism that encourages companies to “offer” this protection leads states to legislate to 

remedy this market failure. The legislation protects the contractual party with greater risk aversion, 

workers, and acts as an insurance for fl uctuations in income, which is more valued the greater the 

degree of risk aversion. Alternatively, we can think about the economic role of employment protection 

as a “mandated benefi t”. Workers who value protection the most will be willing to offer the services 

of their work at a lower wage.

In a market without liquidity constraints, the cost of employment protection is fully refl ected in lower 

wages, with no reduction in employment. However, in a segmented market economic paradoxes arise. 

Centeno and Novo (2012) show how greater protection of permanent employment in Portugal created 

* The opinions expressed in this 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.
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more instability in employment spells by promoting greater turnover of workers in jobs. However, the 

paradox is only apparent, as it is explained by increasing the rotation of workers with fi xed-term contracts. 

Thus, the greatest protection to permanent employment encourages greater use of fi xed-term contracts, 

which are the scope of employment adjustment.

And what happens to wages when protection increases to permanent employment? The causal analysis in this 

article draws on a reform of the labor code implemented in 2004. The new legislation increased protection 

of permanent employment for a subset of fi rms, leaving the protection in the other fi rms unchanged. Inad-

vertently, but for the benefi t of the researcher, the new legislation generated: (i) a treatment group consisting 

of companies with 11-20 employees, for which the protection to permanent employment increased and 

(ii) a control group consisting of larger fi rms, in which there was no change in employment protection.

Comparing salaries between these two groups of fi rms, we observe a reduction of 0.3 percentage points 

(pp) of wages in fi rms in the treatment group relative to the fi rms in the control group, which is attribu-

table to the increased protection of permanent employment. However, this reduction is concentrated in 

the new permanent contracts (up to -0.9 pp), while the wages of more tenured workers with permanent 

contracts remain unaffected. But the legislation has an indirect effect on workers with fi xed-term contract, 

which did not benefi t from the legislation, but had their salaries reduced by 0.7 pp.

This result confi rms that the fl exibility in the labor market is particularly strong in the dimension that 

characterizes it the most: segmentation. In Portugal, wage and employment adjustment is done with 

fi xed-term contracts (Reis, 2013, and Centeno and Novo, 2012b). Models of non-segmented labor 

markets do not capture these mechanisms, making them useless to understand recent developments 

in the Portuguese labor market. In a segmented market, the increased protection of permanent 

employment does not give more bargaining power to the “marginal worker”. In fact, it does just 

the opposite. This worker is used as a margin of adjustment, making it harder to maintain employ-

ment and wage progression. These workers pay a portion of the protection of permanent workers.

This result reinforces the need to promote a contract simplifi cation, to reduce the operating diffi culties 

imposed by segmentation. Adam Smith in the XVIII century, in the fi rst comprehensive approach to the 

labor market, was already aware of the fact that regulation tends to be one of the greatest vehicles of 

inequality in the labor market. Unequal employment protection legislation promotes a wage premium 

that favors permanent employment at the expense of temporary employment. This premium further 

penalizes investment in human capital, already low in temporary workers, and has negative consequences 

for the productivity of the Portuguese economy.

2 . The Reform of the Labor Code 2004

The Portuguese labor market is an extreme case of segmentation. The Labor Code provides two alternative 

contractual arrangements: “fi xed-term” (temporary) and “open-ended” (permanent). The largest difference 

between the two contracts is the litigation cost and uncertainty in dismissal. These costs are zero when 

the fi xed-term contract expires, but quite signifi cant for open-ended contracts. To dismiss an employee 

a fi rm is bound to a set of procedures with different phases, depending on the type of dismissal. For 

example, in the case of dismissal for cause attributable to the worker there are three phases: prosecution, 

defense and instruction, and assessment and decision (Furtado Martins, 2012). In the end, the process 

may be challenged in court by the parties. These processes involve different stakeholders, internal and 

external to the fi rm, for example, trade unions, or witnesses who can intervene at the stage of defense 

and instruction. The largest economic cost of these processes for fi rms and workers is the uncertainty 

of its duration. To reduce it, they often settle before the case reaches the court. Not surprisingly, these 

settlements involve a larger amount than what would result from the full implementation of the law.

In 2004, a reform of the Labor Code (Decree-Law 99/2003) increased procedural costs for a subset 

of fi rms. Before the reform, the law exempted businesses with 20 or fewer workers from some of 
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the aforementioned legal proceedings. The reform changed this limit to 10 or fewer workers. The 

difference in protection between open-ended and fi xed-term contracts increased for a subset of 

fi rms (those with 11-20 employees), but remained the same for all other fi rms. The costs of the 

procedures are not explicitly defi ned in the legislation. However, companies can incorporate the 

expected costs with the new legislation and adjust salaries to (fully) compensate for this increase.

This reform generated a quasi-experimental setting, ideal for the empirical identifi cation of its conse-

quences. Companies with 11 to 20 workers constitute the treatment group; fi rms with 21-50 workers, 

a subset of those not affected by the reform, constitute the control group. Restricting the size of the 

control group is common in the literature, e.g. Burgess et al. (2001), Kugler and Pica (2008) and Martins 

(2009). In this article, the choice of the control group was made to ensure that the treatment and control 

groups have common wage developments (not necessarily the same salary level) in the period prior to the 

implementation of the reform. This is important because it allows us to assume with some confi dence 

that, in the absence of the new legislation, these companies would maintain a similar wage evolution 

in the period after the reform.

3 . The expected impact on wages

In a competitive equilibrium with risk neutral workers, an increase in employment protection is comple-

tely offset by an initial transfer from the worker to the fi rm (Lazear, 1990). Later, the worker receives 

this value, whether in the form of higher wages or as a dismissal compensation. However, if there are 

restrictions on such transfers (e.g. liquidity constraints), the Coasean solutions are not available and the 

overall impact on wages is negative. The increased employment protection reduces labor demand and 

creates a deadweight loss because the fi ring costs are not recovered by workers and fi rms are not as 

profi table as before. Furthermore, if additional protection is valued by workers, labor supply increases 

and wages fall further (Summers, 1989), though in this case the reduction in employment is lower.

In a segmented labor market, and under the assumption of substitutability between the 

two contracts, Boeri (2010) predicts that an increase in employment protection for perma-

nent workers increases the permanent contract wage premium. The impact on wages refl ects 

a decline in the rate of conversion of temporary jobs into permanent, the increase in the rate 

of destruction of contracts and a reduction in the rate of destruction of permanent jobs.

The model of Lindbeck and Snower (2001) also predicts a larger wage gap as a result of increased 

protection. This increase reduces the bargaining power of fi rms, particularly on workers who already 

have open-ended contracts. Contrarily, the new contracts lose bargaining power, which is refl ected in 

lower wages.

4 . Data

The analysis of the legislative reform is based on Quadros de Pessoal, an administrative statistical 

source of the Ministry of Employment and Economy. These data include detailed information on 

the fi rm, the worker and match. The information collected relates to the month of October of 

each year and includes all private and public fi rms in Portugal. The analysis begins in 2002, the 

fi rst year for which information on the type of contract is available, and ends in 2008, in order 

to avoid the infl uence of the revision of the labor code 2009 and also the 2009 fi nancial crisis.

The sample includes all matches in fi rms with 11 to 50 workers. Moreover, we consider only workers 

between 15 and 65 years of age. Matches with less than 85 hours or more than 215 hours of work 

per month are also eliminated in order to keep only those that correspond to a job full time. Jobs with 

wages lower than the minimum wage and above the 99th percentile of the wage distribution were also 

excluded. Finally, all observations were verifi ed to ensure longitudinal consistency of the information.

Table 1 presents a statistical summary of the data. There are a total of 1 405 800 matches (pairs worker x 

fi rm), resulting in an unbalanced panel with 3 581 305 observations (pairs match x year). The sample has 
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56 680 fi rms and 1 302 865 different workers. In the pre-reform period, there are 372 770 observations 

in the treatment group and 513 638 observations in the control group. In the period after the reform, 

there are 1 128 155 treatment observations and 1 566 742 control observations.

Fixed-term contracts were introduced in Portugal in 1976, but only since 1995 have they constituted the 

main source of employment growth. In particular, during the sample period about 90% of the unemployed 

workers fi nding a job through a temporary contract. In 2002, these contracts accounted for almost 20% 

of salaried employment, increasing to 27% in 2008. In the sample, the average fi rm has 25.8% of its 

workers with temporary contracts, a fi gure similar to the average for all private sector. However, there 

is a great variation in the percentage of fi xed-term contracts at the fi rm level. Some fi rms use massively 

this type of contract. The average length of employment is 84 months, but also with a large dispersion 

(the standard deviation is 89 months). These features suggest the existence of a segmented labor market, 

with long-term employment coexisting with an increasing number of short-term jobs.

Table 1

 SUMMARY STATISTICS - 2002-2008

Average Standard deviation

Fixed-term contracts (%) 25.8 43.8

Base wage 657.4 356.1

Base wage per hour 4.0 2.3

Total wage 807.8 442.2

Total wage per hour 4.8 2.8

Age 37.4 10.9

Education level, percentage of works with:

4 or less years 27.9 44.9

4 - 6 years 23.9 42.6

7 - 9 years 20.7 40.5

10 - 12 years 17.9 38.3

College 9.6 29.5

Women (%) 41.6 49.3

Immigrants (%) 4.0 19.5

Minimum wage (%) 8.3 27.5

Tenure (months) 84.1 89.5

Firm size (average number of workers) 25.6 11.2

Foreign capital (%) 3.5 18.3

Number of jobs  1 405 800   

Number of workers  1 302 865   

Number of fi rms  56 680   

Number of observations (jobs x year)  3 581 305   

Open-ended contracts  2 656 122   

Fixed-term contracts  925 183   

Before (2002-2003)

Treatment  372 770   

Control  513 638   

After (2004 - 2008)

Treatment  1 128 155   

Control  1 566 742   

Sources: Quadros de Pessoal, 2002-2008. and author’s calculations.

Notes: Unit of observation: match employer-employee. Treatment group composed of fi rms with 11 to 20 workers and control 

group fi rms with 21 to 50 workers.
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Another feature of the Portuguese labor market is the low level of education, about 50% of workers 

in the sample have six or fewer years of schooling. Therefore, the average nominal base salary is about 

€657 (the average of the minimum wage in this period is €347), below the average of the economy, 

but in accordance with the wage premium associated with fi rm size (recall that the sample consists of 

small and medium size fi rms).

5 . The Model Difference -in- Differences

The empirical exercise is based on the model of difference - in-differences :

 it 1 it 2 it 3 it it it itlog y   Treat  After  After  Treat  X   ,         

where, for worker i in period t , yit is one of four measures of earnings: (a) monthly, (b) hourly basis, (c) 

total monthly or (d) total per hour. Afterit is an indicator of the treatment period, with value 1 for the 

post-reform period, from 2004 to 2008, and 0 for the pre-reform period, from 2002 to 2003. In this 

fi rst estimate, the indicator of treatment Treatit, is defi ned for each period t and takes the value 1 for 

the treatment group (matches in fi rms with 11-20 employees) and 0 for the control group (matches in 

fi rms with 21 50 workers). The coeffi cient of the interaction term, Afterit × Treatit identifi es the average 

effect of the policy change on the wages of the treated fi rms.

Although limited to fi rms with 11-50 workers, there are elements of heterogeneity that are considered 

explicitly in matrix X
it
. Firm control variables included are: (i) the logarithm of the number of employees, 

(ii) fi rm age (1 , 2, ..., 10, 11-15, 16-20, and over 20 years), (iii) activity sector (2 digits) , (iv) the region 

(23 districts), and (v) an indicator of majority of foreign capital. The worker information controls for: (vi) 

gender, (vii) nationality, (viii) the age, entering as a second-degree polynomial, and also to (ix) fi ve levels 

of education (4 years or less, 6 years, 9 years old, high school graduate and college). In terms of match 

characteristics, we control for: (x) the skill level: high or low, (xi) the minimum wage, with an indicator 

variable, and (xii) the length of service, entering as a polynomial quadratic .

The defi nition of treatment and control units based on fi rm size opens up the possibility for fi rms and 

workers to self-select for these groups in response to the policy. The fi xed effects estimator solves part of 

the problems of endogeneity in the regressors (Lee, 2005). The estimates reported include fi xed effects 

on the match and the standard deviations are corrected for clustering.

6 . Lower wages, But Not For Everyone

One of the key assumptions of the difference-in-differences approach is that the control and treatment 

groups have a common trend before the intervention giving rise to the treatment that would remain in 

the absence of the specifi c treatment. The tests made   using the treatment and control groups prior to 

2004 show that the two groups have a common wage (in all its defi nitions: base and total). This result 

strengthens the causal interpretation of the exercise.

Lazear (1990) tells us that fi rms should transfer to workers (part of) the higher fi ring costs in the form 

of lower wages. The parameter associated with the After X Treat variable in equation (1) is expected to 

be negative. The fi rst line of Table 2 shows the results for all contracts. The impact on wages is fairly 

uniform in the different measures of wages – a decrease of about 0.30 percentage points, although 

slightly higher for hourly wages. The new legislation has prompted fi rms to pay lower wages relative 

to what would have been their behavior if there had not been an increase in the costs of redundancy. 

These results are consistent with a decrease in labor demand, possibly enhanced with an increase in 

labor supply (Summers, 1989) .
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Martins (2009) studies a similar reform that took place in Portugal in 1989. This reform exempted fi rms 

with fewer than 21 workers of the procedural requirements listed above. Using data at the fi rm level, 

Martins (2009) obtained the result that fi rms reduce wages in response to a reduction in employment 

protection. This result is consistent with a decline in the bargaining power of workers. In our quasi-

-experiment, fi rms are able to pass the cost of protection to lower wages, thus overcoming the increased 

bargaining power of the worker. The difference in results may arise from the segmentation of the labor 

market, which is stronger today than it was in 1990. Segmentation reduces the bargaining power of 

workers, an argument that we explore in the next section.

The available evidence for other countries is mixed. For the U.S., Author et al. (2006) fi nd no evidence that 

the existing employment protection has an impact on wages. Leonardi and Pica (2013) found a negative 

impact on wages as a result of a decrease in employment protection for Italian fi rms with fewer than 15 

employees. However, none of these studies explores the existence of segmentation in the labor market.

But who pays the protection?

Although the legislation is only applicable to workers with permanent contracts, fi rms can adjust labor 

costs also in contracts (Boeri, 2010), resulting in a negative spillover on contracts whose protection 

remained unchanged. Open-ended contracts with greater seniority and greater bargaining power may be 

protected from the direct impact of the reform (Lindbeck and Snower, 2001). In these models, employ-

ment protection strengthens the bargaining position of current workers and prevents their wages from 

falling. However, the salaries of new permanent jobs, competing with the fl ow of fi xed-term contracts, 

should also adjust.

To identify the differential impact of the type of contract and seniority, we split the sample into three 

groups: workers with open-ended contracts and tenure  of more than 36 months, workers with open-

-ended contracts and seniority up to 36 months and workers with fi xed-term contracts. The choice of 

36 months follows the maximum duration of fi xed-term contracts in the pre-reform period. For each 

group of workers we estimate equation (1), the magnitude and statistical signifi cance of the coeffi cient 

gives us an estimate of the burden supported by each of the three groups of workers.

The legislation had an impact on the wages of workers with open-ended contracts of -0.2 pp (second 

line of Table 2). However, the impact differs substantially with the tenure of these workers. For perma-

nent workers with greater tenure (third row) there is only a small impact on base salaries, 0.1 pp, and 

no impact on the total salary. For new open-ended contracts, the decline varies between 0.8 and 0.9 

pp and the wages of fi xed-term contracts decreased from 0.5 to 0.7 pp.

These results suggest that fi rms adjust wages in the fl ow of new workers, both new permanent jobs and 

new fi xed-term contracts (recall that the vast majority of new jobs are fi xed-term contracts). Companies 

may face diffi culties to adjust the wages for tenured permanent workers due to implicit or explicit restric-

tions in the contracts (Lazear, 2011). However this is not the case for the new contracts, which have 

lower wages than they would have in the absence of the increased employment protection, regardless 

of the type of contract wages.

But what fraction of the expected cost increase is covered by lower wages? Table 3 gives a 

simple answer. The starting point is the impact on wages presented in Table 2 for the three 

groups of workers. The annual reduction in wages ranges from 8 euros for permanent workers 

with tenure above 36 months, to 95 euros for new open-ended contracts. The average salary 

reduction weighted by the share of each job group in the 2008 employment is 37 euros.

We can now compare this value with the expected cost incurred with dismissals. We know that in the 

population of treated fi rms (between 11 and 20 employees) the separation rate is 27%. However, there 

is no information about the fraction of these workers who lose their jobs with a dismissal for cause that 

requires a formal procedure for dismissal. The incidence of this type of procedure is generally low. Thus, 
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Table 2

DIFFERENCE-IN-DIFFERENCES ESTIMATES

Base wage Total wage

Monthly Hourly Monthly Hourly

All contracts -0.289 -0.317 -0.272 -0.308

(0,000) (0,000) (0,001) (0,000)

3581305

Open-ended contracts -0.227 -0.226 -0.213 -0.227

(0,000) (0,000) (0,012) (0,008)

2656122

Older (more than 36 months) -0.094 -0.103 -0.061 -0.089

(0,127) (0,105) (0,512) (0,342)

1990753

Newer (Up to 36 months) -0.623 -0.707 -0.843 -0.885

(0,006) (0,003) (0,023) (0,018)

665369

Fixed-term contracts -0.644 -0.735 -0.508 -0.537

(0,001) (0,000) (0,106) (0,088)

925183

Notes: Match fi xed-effects for After x Treat coeffi cient; values in percentage points, with p-values in parentheses adjusted for 

clustering. Before period, 2002-2003; After period 2004-2008. For each period, the treatment variable identifi es treated workers in 

fi rms with 11-20 workers and control workers those in fi rms with 21-50 workers. The estimates are reported for 5 samples: (i) all 

workers; (ii) open-ended contracts; (iii) open-ended with more than 36 months of tenure; (iv) open-ended with up to 36 months of 

tenure; and (v) fi xed-term contracts.

Table 3

COVERAGE OF PROCEDURAL COSTS BY WAGE REDUCTION

Average wage loss

Older open-ended 

contracts

Newer open-ended 

contracts
Fixed-term contracts

Percentage wage loss(a) -0.06% -0.84% -0.51%

Average total wage in 2008 (euros) € 928 € 809 € 782

Annual expected wage loss in 2008 (euros)(b) € 7.93 € 95.45 € 55.62

Percentage of contracts in 2008 53% 17% 3%

Average wage loss (euros)(c) € 37.11

Separations and expected costs

Low Intermediate High

Litigation probability(d) 5% 7.5% 10%

Separation rate of open-ended contracts 27.00%

Estimated litigation costs (euros) € 2.500

Expected increase in litigation costs € 33.75 € 50.63 € 67.50

Coverage ratio

Coverage ratio of expected litigation costs by wage cuts 110% 73% 55%

Notes: (a)Coeffi cients from Column (3) in Table 2. (b) Portuguese workers are paid 14 monthly wages per year. (c) Average wage 

loss weighted by employment composition by contract type. (d) Probability that a separation involves a litigation process.
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we consider three different scenarios for the probability of such procedures: low, 5% of all separations 

involve a formal process, intermediate, 7.5%, and high 10%. It is not easy to estimate the cost of these 

procedures as there is a wide variety of situations that arise from the uncertainty about their length. The 

calibration uses €2500, which corresponds to 50% of the estimated value by Leonardi and Pica (2013) 

for Italy. This value seems reasonable, given the lower complexity of the procedure in Portugal and the 

income differences between the two countries. With these assumptions, the expected cost increases 

varies between €34 and €68. Thus, the wage loss imposed by the fi rm covers at least half of the expected 

costs with the additional protection.

7 . Conclusions

Wages adjust downward with an increase in employment protection. The causal evidence shows that 

workers pay the additional protection in the form of lower wages. This result is consistent with a reduc-

tion in labor demand - due to higher expected costs for employers - but also with an increase in labor 

supply - the value to workers of the additional protection translates into lower reservation wages. Again, 

the Portuguese labor market is governed by the most basic principles of economics.

But the main novelties of this study are the existence of a wage loss for new contracts and the absence 

of wage losses for more tenured workers in the fi rm. Among the new contracts, the impact on workers 

with fi xed-term contracts deserved attention. This result points to the strong polarization of Portuguese 

labor market and the importance of wage fl exibility introduced by the channel of fi xed-term contracts. 

The increase in the wage premium for permanent jobs is consistent with the reduced role of wages as an 

incentive mechanism for workers. Workers on fi xed-term contracts have a low probability of achieving a 

long-term employment relationship: only about 15% of these contracts are converted into open-ended 

contracts (Centeno and Novo 2012a) .

The evidence that employment protection reduces wages and increases the wage gap between perma-

nent and temporary contracts confi rms the models of job search and fl ows in segmented markets (Boeri, 

2010). This also explains the inability of labor market of models that do not incorporate this duality 

to explain the Portuguese reality. As the results in Centeno and Novo (2012a) show, segmented labor 

markets are not characterized by a low level of rotation, but by an asymmetric distribution of rotation 

between permanent and temporary contracts. Schivardi and Torrini (2008) and Hijzen, Mondauto and 

Scarpetta (2013) obtained similar results for Italy. The rapid adjustment of wages to increase employ-

ment protection is the complement in terms of price adjustment to the observed fl ows: high rotation 

corresponds to lower wages. Workers with fi xed-term contracts lose in both dimensions, partially paying 

the protection of other workers.



59

A
rt

ic
le

s

References

Angrist, J. D. and Pischke, J.-S. (2009), “Mostly Harmless Econometrics: An Empiricist’s  Companion”, 

Princeton University Press. 

Autor, D., Donohue III, J. and Schwab, S. (2006), “The cost of wrongful-discharge laws”, Review of Eco-

nomics and Statistics 88, 211–231. 

Boeri, T. (2010), Institutional reforms in European labor markets, in O. Ashenfelter and D. Card, eds, 

“Handbook of Labor Economics”, Vol. 4, North-Holland, Amsterdam, pp. 1173– 1236. 

Burgess, S., Lane, J. and Stevens, D. (2001), “Churning dynamics: An analysis of hires and separations at 

the employer level”, Labour Economics 8(1), 1–14. 

Centeno, M. and Novo, A. A. (2012a), “Excess worker turnover and fi xed-term contracts: Causal evi-

dence in a two-tier system”, Labour Economics 19, 320–328. 

Centeno, M. and Novo, A. A. (2012b), “Segmentation”, Economic Bulletin Spring, 7–27. 

Furtado Martins, P. (2012), “Cessação do Contrato de Trabalho”, 3ª edição, Principia Editora, Cascais. 

Hijzen, A., Mondauto, L. and Scarpetta, S. (2013), “The preverse effects of job-security provisions on job 

security: Results from regression discontinuity design”, mimeo, OECD. 

Kugler, A. and Pica, G. (2008), “Effects of employment protection on worker and job fl ows: Evidence 

from the 1990 Italian reform”, Labour Economics 15(1), 78–95. 

Lazear, E. (1990), “Job security  provisions and employment”, Quarterly Journal of Economics 105(3), 

699–726. 

Lazear, E. P. (2011), “Inside the Firm: Contributions to Personnel Economics”, Oxford University Press. 

Lee, M.-J. (2005), “Micro-econometrics for policy, program, and treatment effects, Advanced Texts in 

Econometrics”, Oxford University Press, Oxford. 

Leonardi, M. and Pica, G. (2013), “Who pays for it? The heterogeneous wage effects of employment 

protection legislation”, The Economic Journal Online, URL: http://dx.doi.org/10.1111/ecoj.12022 

Lindbeck, A. and Snower, D. (2001), “Insiders versus outsiders”, The Journal of Economic Perspectives 

15(1), 165–188. 

Martins, P. (2009), “Dismissals for cause: The difference that just eight paragraphs can make”, Journal of 

Labor Economics 27(2), 257–279. 

Reis, R. (2013), “The Portuguese slump-crash and the euro-crisis”, Brookings Papers on Economic Acti-

vity Spring, 143–210. 

Schivardi, F. and Torrini, R. (2008), “Identifying the effects of fi ring restrictions through size-contingent 

differences in regulation”, Labour Economics 15(3), 482–511. 

Summers, L. (1989), “Some simple economics of mandated benefi ts”, The American Economic Review 

79(2), 177–183.





























THE PRICE ELASTICITY OF EXTERNAL DEMAND OF PORTU-

GUESE EXPORTS: A COMPARISON WITH OTHER EURO AREA 

COUNTRIES*

Sónia Cabral** | Cristina Manteu**

Abstract

We compute the price elasticity of external demand of Portuguese exports in the period 

1995-2009, comparing it with other euro area countries. This proxy of the export price 

elasticity is calculated as a weighted average of the import demand elasticities in each 

individual country-product destination market, using the elasticities of substitution 

across imported varieties of Broda et al. (2006). Overall, Portugal tends to export to 

individual markets that have, on average, a lower price elasticity than the markets 

where other euro area countries export to. Therefore, the product and geographical 

composition of Portuguese exports reduces their exposure to relative price fl uctuations.

1. Introduction

Trade elasticities are important parameters in international economics that have been extensively studied 

for several decades. At present, the empirical literature provides a wide range of estimates for trade 

elasticities with different methodologies and at different data breakdown levels. The price elasticity of 

demand for exports measures the change in a country’s exports with respect to changes in the price of 

exported goods relative to the prices of competing goods in destination markets. This article computes 

a proxy of the price elasticity of exports as a weighted average of import demand elasticities using 

detailed trade data from 1995 to 2009 for Portugal and other euro area countries.

The starting point is to measure the price elasticity of external demand of Portuguese exports in a sample 

of individual destination markets, which are defi ned as product-country pairs. The basic assumption is 

that, for each importing country and each product, imports supplied by different countries are different 

varieties of the product, as in Armington (1969)’s formulation of product differentiation by country. 

Under certain conditions, the price elasticity of demand facing all the exporters of a given product in 

each importing country is given by the willingness of consumers in the importing country to substitute 

among foreign products, that is, the elasticity of substitution among imported varieties. A measure of 

the elasticity of a country’s external demand can be obtained by taking the weighted average of these 

import demand elasticities across individual export destination markets.

The estimates of the import demand elasticities are obtained from Broda et al. (2006), who report elas-

ticities of substitution for a sample of 73 countries estimated using the methodology originally proposed 

by Feenstra (1994) and extended by Broda and Weinstein (2006). In each importing country, these 

elasticities of substitution are the same for all countries exporting a given good and are also assumed 

constant over time. Therefore, the differences among countries in terms of the price elasticities of 

* The authors thank João Amador, António Antunes and José Ferreira Machado for their comments and suggestions. 

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.

** Banco de Portugal, Economics Research Department.
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external demand are totally determined by the product and geographical structure of their exports. This 

feature allows us to analyse to what extent the product and geographical composition of Portuguese 

exports exposes them to a relatively more/less elastic demand than other euro area countries. Our results 

indicate that the sectoral and geographical specialisation of Portuguese exports does not expose them 

to markets with a more elastic demand compared with other euro area countries.

This article is also related to other studies on the specialisation of Portuguese exports. Over the last 

decades, the relative product composition and the geographical distribution of Portuguese exports had 

a negative impact in the evolution of total market shares in world exports, as Portugal was relatively 

more specialised in individual markets than tended to grow below average.1 In addition, there is also 

evidence that the product specialisation of Portuguese exports is relatively more similar to that of the 

new players in international trade than other developed economies.2 These factors can create extra 

challenges for Portuguese exports, increasing the competition in third markets from low-cost trading 

partners with similar patterns of comparative advantage.

The article is organised as follows. Section 2 briefl y presents the methodology and describes the data-

base used. Section 3 starts by comparing the price elasticities of external demand of Portugal with 

those estimated for other euro area countries. The remaining of the section details the results along 

the product and geographical dimensions, comparing Portugal with Spain, Greece and Ireland in the 

1995-2009 period. Section 4 presents some concluding remarks.

2. Methodology and data

In this framework, the response of the external demand of a country’s exports to changes in relative 

prices depends on the willingness of consumers in importing countries to substitute among foreign 

goods. We start by defi ning that a specifi c good produced and exported by a particular country is a 

“variety”. This is the standard defi nition of variety applied in several international trade papers, using 

Armington (1969)’s formulation of product differentiation by country. To give a concrete example, a 

good constitutes a particular product, e.g., clothing, while a variety constitutes a given good produced 

by a specifi c country, e.g., Portuguese clothing or Italian clothing.

The next step is to describe the preferences of consumers in importing countries. As in Broda and Wein-

stein (2006), consumers have a “taste for variety” in the sense that they prefer to consume a diversifi ed 

bundle of varieties of the imported good. The elasticity of substitution among imported varieties of 

good i  by country j , 
ij

s , is interpreted as the price elasticity of demand for a good i  exported by 

any origin country to destination country j . Using our example, if s  is the elasticity of substitution 

between Portuguese and Italian clothing for French consumers, then s  is also the price elasticity met 

by Portuguese and Italian clothing producers exporting to France. The domestic production of good i  

in country j  is not considered as a competing variety, so 
ij

s  only captures the substitutability between 

imported varieties of good i .

The elasticity of substitution between imported varieties refl ects the degree of differentiation among 

them. When 
ij

s  is low, consumers in country j  see the imported varieties of good i  as imperfect 

substitutes, that is, as differentiated varieties that are to some extent substitutable, based on actual 

physical product differences or other characteristics such as purchasing convenience, after-sales service 

or even consumers’ perceptions of inherent unobservable quality. In contrast, when ij
s  is high, varieties 

of a particular good are assessed as more alike and consumers will easily substitute one for another 

when relative prices change.

1 See, for instance, Amador and Cabral (2008).

2 See, for instance, Cabral and Esteves (2006).
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The price elasticity of external demand directed to a country’s exports can be obtained as a weighted 

average of 
ij

s , aggregated both across goods and destination markets. More precisely, the elasticity of 

the external demand faced by Portuguese producers in period t  can be obtained as a weighted average 

of the elasticities of import demand in each individual product-country destination market, that is,

,t t
ij ij

i j

h q s= åå (1)

where 
ij

s  is the elasticity of substitution between imported varieties of good i  in importing country 

j , assumed to be constant over time, and 

t
ijt

ij t
i j ij

X

X
q =

å å
 is the share of exports of product i  to 

destination country j  in total Portuguese exports in period t .

The product and geographical dimensions of the external demand elasticity can be examined separately. 

The contribution of each sector k  to this price elasticity in period t can be computed as: 

,
t tt
ij ijt t tk

k ij ij k kt t t
i j i ji K j i K jij ij k

X XX

X X X
h s s q s

Î Î

æ öæ ö÷ ÷ç ç÷ ÷ç ç= = =÷ ÷ç ç÷ ÷ç ç÷ ÷÷ ÷å å å åç çè øè ø
åå åå

where K  is the set of all i goods of sector k , 
t t

i K jk ij
X XÎ= å å  are total exports of sector k  in period 

t , 
t
k
q  is the share of exports of sector k  in total exports in period t , 

t
k

s  is the elasticity of import 

demand of sector k  in period t  and 
t t

k k
h h= å .

The contribution of each country of destination c  to the external demand price elasticity in period t  

can be computed as:

,
t t t

t t tic c ic
c ic ic c ct t t

i j i ji iij ij c

X X X

X X X
h s s q s

æ öæ ö÷ç ÷ç÷ ÷ç ç= = =÷ ÷ç ç÷ ÷ç ÷ ÷ç÷å å å åç è øè ø
å å (3)

where 
t
ic

X  are exports of product i  to destination country c  in period t , 
t t

ic ic
X X= å  are total 

exports to country c  in period t, 
t
c
q  is the share of exports to country c  in total exports in period t , 

t
c

s  is the elasticity of import demand of country c  in period t  and 
t t

c c
h h= å .

The price elasticity of import demand 
ij

s  is assumed constant across all exporting countries. Thus, all 

exporters competing in a given individual product-country market face the same elasticity of demand 

by assumption. Carrying on with our example, the elasticity of substitution between Portuguese and 

Italian clothing in the French market is the same as the elasticity of substitution between Chinese and 

Portuguese clothing or Chinese and Italian clothing in the French market. This assumption is a draw-

back given the large differences found in unit values across origin countries, even with highly detailed 

product data (see Schott (2004)). These differences in import unit values point to differences in pricing 

power across exporters that can derive from differences in quality of the goods or any other non-price 

competitiveness factors, which are not captured by our framework. As a result, differences in the esti-

mated elasticities of external demand across countries result only from differences in their sectoral and 

geographical specialisation of exports, a composition effect. Therefore, our analysis cannot be used to 

state that Portuguese exports face a more or less elastic demand due to their own intrinsic characteristics. 
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The international trade data used in this article comes from the BACI - CEPII database, which provides 

reconciled bilateral values (in US dollars) and quantities at the 6-digit of the 1992 Harmonised System 

(HS) classifi cation, including over 5000 products and 200 trading partners in each year.3 The sample 

period starts in 1995 and ends in 2009. We make all computations at the HS 3-digit level in bilateral 

terms. For the sectoral analysis described above, we use a breakdown based on the sections of the HS, 

defi ned at the 2-digit level, which includes 18 sectors.

The methodology originally proposed by Feenstra (1994) and extended by Broda and Weinstein (2006) 

allows the quantifi cation of the impact that new imported varieties have on import prices and, hence, 

on aggregate welfare. The main idea is that imports of new varieties of a good lead to a decline in 

import prices and this effect is not captured by conventional import price indices based on a fi xed set 

of varieties, leading to a measurement bias. The methodology assumes that there are two determinants 

of how new import varieties affect the price index: the magnitude of the increase in varieties and the 

degree of substitutability among varieties. Hence, one of the key parameters of this methodology are 

the estimates of the elasticities of substitution between varieties of each imported good, which we use 

in this article with a different goal.4

We obtain estimates for these elasticities of substitution from Broda et al. (2006) who report the 

import demand elasticities at the 3-digit HS level (171 products) for a sample of 73 countries estimated 

according to the methodology of Broda and Weinstein (2006). The set of 73 countries includes most 

of the main trading countries in the world. However, countries like Belgium, Russia, Singapore and 

Taiwan are excluded, which, especially in the fi rst two cases, can limit the coverage of the sample for 

some euro area countries.

Some import demand elasticities estimated by Broda et al. (2006) have extremely high values, signalling 

that varieties of a given good are undifferentiated. Even taking into account that the theoretical price 

elasticity with perfect substitutability is infi nite, these few extremely high values are clear outliers and 

have no signifi cant economic interpretation, since differences in the values of the elasticities above 

a certain level are not meaningful in economic terms (see Felettigh and Federico (2010) and Mohler 

(2009) for a discussion). However, these abnormally high import elasticities have a large impact on the 

elasticity of external demand of some countries. We choose to drop all import demand elasticities above 

500 from the analysis, eliminating 7 individual markets of the 11293 available in Broda et al. (2006).5

In the end, the individual markets selected represent between 70 and 90 per cent of total exports of 

each euro area country in every year considered. For Portugal, exports in the sample represent more 

than 80 per cent of total Portuguese exports in each year examined.

3. The price elasticity of external demand of Portuguese exports

The methodology presented in the previous section was applied to data of the initial euro area countries 

and chart 1 displays the results of the estimated price elasticity of external demand of exports in the 

period 1995-2009.6 On average, the estimated price elasticity of external demand for Portugal is lower 

than for most euro area countries, with only the Netherlands and, especially, Ireland displaying smaller 

elasticities in this period. Ireland clearly stands out by its much lower elasticity of external demand than 

the other euro area countries considered. Finland also has below-average values, but slightly higher 

3 See Gaulier and Zignago (2010) for a detailed description of this database.

4 For a quantifi cation of the welfare gains from the growth in import variety for the Portuguese economy, see 

Cabral and Manteu (2010).

5 Several additional thresholds were tested and the results remained qualitatively similar.

6 Belgium and Luxembourg are examined together as the BACI database reports only information for the aggre-

gate of the two countries.
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than those estimated for Portugal in this period. The highest external demand elasticity is estimated 

for Germany, with Spain and Belgium showing also high elasticities in the period. In France, external 

demand is also estimated to be more elastic than the average of the other countries examined.

Our external demand elasticities, computed as a weighted average of import demand elasticities 

estimated from detailed data, are much higher than the export elasticities obtained from aggregated 

data, which tend to be closer to one. This result is in line with the robust fi nding from the empirical 

literature that trade elasticities estimated from aggregated data are lower than those based on disag-

gregated data (see, for instance, McDaniel and Balistreri (2002) for a discussion). One reason for the 

comparative higher responsiveness of sectoral exports to relative prices is that estimating the response 

of aggregate quantities to changes in aggregate prices implies constraining all sectoral elasticities to 

be the same. As discussed by Imbs and Méjean (2009), this procedure ignores that different goods are 

not substitutable to the same extent and thereby creates a pure econometric bias. Another reason for 

the higher estimates obtained with detailed data is related to the fact that studies with disaggregated 

and aggregated data are in fact measuring different elasticities. As discussed by Feenstra et al. (2010), 

with aggregate import data, the price elasticity typically refers to the substitution between domestic 

goods and imports, which they call the “macro” elasticity. In contrast, with detailed trade data, the 

elasticity refers to the substitution between similar goods imported from different origin countries, that 

is, the “micro” elasticity.

Chart 1
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The next subsections analyse in more detail the elasticity of external demand of Portuguese exports 

in the 1995-2009 period, identifying the sectors and countries that contributed more to the results. 

A comparative analysis of the results for Portugal and three other euro area countries (Spain, Greece 

and Ireland) is included.

3.1 Product breakdown

This section identifi es the individual sectors that contributed more to the estimated price elasticity of 

external demand directed to Portugal using a breakdown based on the sections of the HS, defi ned 

at the 2-digit level, which includes 18 sectors. Table 1 reports the sectoral breakdown of the average 

elasticities of external demand for Portugal, Spain, Greece and Ireland in the period 1995-2009 as 

described in equation 2. The fi rst block of columns in table 1 includes the elasticity of import demand 

of each sector, the second shows the share of exports of each sector in total exports of each country, 

and fi nally the last block of columns displays the contribution of each sector to the total external 

demand elasticity. To facilitate the analysis, the top 3 values of each column are highlighted in table 

1. In general, the different sectoral contributions to the external demand elasticities of these countries 

refl ect mainly cross-country differences in terms of export specialisation since the import elasticities are 

relatively similar.7 The fact that differences in specialisation patterns explain most of the cross-country 

variation in external demand elasticities is also reported by Imbs and Méjean (2010) and Felettigh and 

Federico (2010).

What sectors contribute to the lower elasticity of external demand of Portugal compared to other euro 

area countries in this period? The result is mainly driven by two sectors: “Apparel and clothing acces-

sories” and “Machinery and electrical equipment”. Both sectors account for a signifi cant share of total 

Portuguese exports (13.5 and 18.8 per cent, on average in the period 1955-2009, respectively) and face 

relatively low elasticities of substitution in their main destination markets. These results suggest that the 

Portuguese specialisation in some of the so-called “traditional sector” was positive insofar as it contrib-

uted to reduce the exposure of total exports to increases in relative prices. However, this specialisation 

probably also implied more adverse movements in relative prices, as these sectors are among those 

most affected by the entrance of low price producers from developing countries in international trade.8

The very high elasticities of substitution of import demand of the sector “Transport equipment” in 

the four countries, with values clearly above all other sectors, stand out in table 1. This sector has an 

important impact in the elasticity of external demand estimated for Portugal since it represents also a 

large proportion of Portuguese exports. However, even in this sector, the demand elasticity in Portu-

guese export destination markets is, on average, lower than that faced by most euro area exporters. 

The high external demand elasticity estimated for Spain results mostly from the sector “Transport equip-

ment”, which accounts for a much larger share of Spanish exports than for other euro area countries. 

In contrast, Ireland not only benefi ts from a low share of this sector in total exports but also from the 

very large export shares of the sectors “Chemicals and allied industries” and “Machinery and electrical 

equipment”, both of which are exposed to a relatively inelastic demand in their destination markets. 

A large part of the difference in total external demand elasticities among euro area countries is driven 

by the sector “Transport equipment” (Chart 2). Accounting for this sector, the elasticities of external 

demand among euro area countries range from 4.5 per cent in Ireland to 7.6 per cent in Germany in 

this period. Excluding “Transport equipment”, the range of total elasticities in the euro area becomes 

narrower, between 3.8 per cent in Portugal and 5.4 per cent in Belgium. The ranking of the countries 

according to the estimated external demand elasticities also changes substantially excluding “Transport 

7 For a comparative analysis of the international trade specialisation of Portugal, see Amador et al. (2007).

8 For a detailed analysis of the textiles and clothing sectors in Portugal, see Amador and Opromolla (2009).
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low elasticity obtained for Portugal only indicates that Portuguese exports are relatively more specialised 

in individual markets (product-country) that have, on average, a lower price elasticity of demand for 

imports.

In sectoral terms, this result is mainly driven by two sectors: “Apparel and clothing accessories” and 

“Machinery and electrical equipment”. These sectors account for a large share of total Portuguese exports 

and Portuguese exporters face relatively low elasticities of substitution compared to other euro area 

countries. Even in the sector “Transport equipment”, which is characterised by extremely high import 

demand elasticities for all euro area countries, the demand elasticity in Portuguese export destination 

markets is lower than that faced by most euro area countries. 

Regarding geographical markets, the lower elasticity of external demand of Portugal compared to other 

euro area countries in this period results mostly from three destination countries: Spain, France and the 

USA. Portugal benefi ts from its specialisation in these markets that have relatively inelastic demands 

for Portuguese exports.
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