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MACROECONOMIC ANALYSIS

Portugal: growth will continue to gain traction, but
at a moderate pace

Miguel Jiménez / Agustin Garcia / Diego Torres / Massimo Trento / Pablo Budde / Ana Maria Almeida Claudino

We expect GDP growth of 1.5% in 2015, but the risks are to the downside and are linked to
the performance of the euro area

The recovery moderates in 3Q14, confirming our forecast

Portugal's GDP increased by 0.2% QoQ in the third quarter of 2014, in line with our forecast (BBVA: 0.2%
QoQ, consensus 0.4% QoQ), supported by the gradual improvement in domestic demand, especially private
consumption, while the external sector contributed negatively due to the strong growth in imports. This
growth is similar to, but somewhat lower than, that of the second quarter (0.3% QoQ), which was based
more on external demand and partly offset the decline in GDP observed in 1Q14 of -0.4% QoQ (Figure 1)
which was largely due to temporary factors.

With few data available for 4Q14, limited to confidence for October, our MICA-BBVA model suggests that
recovery will continue at a pace similar to 3Q14, with growth of 0.2% QoQ.

Confidence and activity indicators reflect the improvement of domestic
demand

In recent months, the continued improvement in the level of consumer confidence, encouraged by the
positive trend in the unemployment rate, is being reflected in an increase in retail sales (+3.1% QoQ in
3Q14). On the other hand, after the good performance in the second quarter, industrial production may have
declined slightly as was advanced by the economic sentiment indicator for the European Commission (ESI),
which slowed between July and September, although remaining at high levels (Figure 5). In terms of external
demand, exports of goods increased again in 3Q14, but moderation of foreign orders, due to the worsening
situation in the trading partners of the euro area, could be cooling the positive trend. Moreover, the thrust of
the tourism sector may have lost some steam if compared to 2Q14. The increase in imports, however,
reflects the gradual improvement in domestic demand.

Unemployment continues to decline and employment grows

The Portuguese labour market continues to improve, with a rapid reduction in unemployment (-0.6pp in
3Q14 and -2.1pp in the last twelve months) that fell to 13.6% in September, but remains above the average
of the eurozone. The dynamics of job creation were also maintained in the third quarter (1.1% QoQ) in a
general context of wage moderation in the private sector (Figures 11 and 12): labour costs fell throughout
2Q14 (-1.8% after 0.5% YoY), especially in the wage component (-1.5% YoY), but should increase towards
the end of the year after the upward revision of the minimum wage.

Inflation accelerates slightly in October

After seven months at negative rates, headline inflation (HICP) remained stable in September (0.0% YoY
after -0.1% YoY) and accelerated slightly in October (0.1% YoY), thanks to the moderation in the fall in food
prices, particularly fresh food (Figures 13 and 14). Despite the downside risks associated with the recent
decline in oil prices, headline inflation should continue to rise slightly in the fourth quarter and next year,
resulting in an average annual inflation rate of zero in 2014 and 0 7% in 2015.
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Forecast: expected acceleration in 2015 to 1.5%

The improvement in the labour market, household confidence and low inflation should boost the gradual
recovery of private consumption, which should then grow at a relatively stable and robust pace (about 0.3-
0.4% QoQ) on the forecast horizon. As a result, private consumption will grow by 1.6% in 2014, slowing
slightly in 2015 to 1.3% YoY, after the disappearance of the strong seasonal rebound in household spending
late last year. The key factors behind the increase in investment since mid-2013 have continued (improving
domestic demand and recovery of external demand, despite the worsening of the eurozone, together
reducing financing costs and a gradual improvement in access to credit) and are reflected in the sharp rise in
investment in equipment and machinery, although the severe correction to investment in the construction
industry is still a heavy burden. However, the investment will grow about 1.3% in 2014 (after five consecutive
years of heavy falls), and we expect it to accelerate to around 2.8% in 2015. At the same time, improved
domestic demand is leading to a strong increase in imports (5.5% in 2014 and 4.6% expected in 2015), so
despite robust sales abroad (4% in 2014 and 5.7% in 2015), net exports will have a negative contribution to
growth in 2014 and slightly positive in 2015 (Figure 1). The only component that will continue to fall is public
consumption, hampered by budget constraints (-0.5% and -0.8% in 2014 and 2015). Nevertheless, we
estimate that the economy will grow 0.9% in 2014, and accelerate to 1.5% in 2015. There are, however,
downside risks to this forecast, mainly linked to lower growth now expected for the eurozone as a whole,
which the Portuguese export sector is very much dependent on, and whose evolution is essential to underpin
the recovery in investment (Figure 9).

The public deficit is close to meeting the target of 4% of GDP in 2014

The 2014 budget execution is being determined by the evolution of revenues, which are performing better
than originally planned: improving domestic demand, the gradual reduction in unemployment and the
efficacy of the fight against tax fraud are bringing in additional income which is offsetting the cancellation of
some cuts in public spending by the Constitutional Court. The deficit, therefore, should be set at 4% in 2014,
which means that the adjustment of the structural deficit would be about 0.6pp, meeting the medium-term
objectives (Figure 18). In respect of 2015, the budget has an austere tone and estimates a deficit of 2.7%,
0.2pp above the target set in April's Fiscal Strategy Document. Both the European Commission and the
International Monetary Fund are more pessimistic with their deficit forecasts than the Portuguese
government, and believe that Portugal will not exit the Excessive Deficit Procedure, after six years with
deficits higher than 3%. Our forecasts are more in line with the government’s, but are subject to the
extension of the tone of the recovery in Portuguese economy and to the implementation of all the measures
proposed in the 2015 budget.
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National accounts: the MICA-BBVA model estimates 0.2 QoQ growth in 3Q14

GDP grew by 0.3% QoQ in the second quarter of 2014. The moderation in consumption (both public-sector and private) was offset by
the recovery in exports.

Figure 1 Figure 2
GDP (%QoQ) and contribution by components(pp)* MICA-BBVA: GDP growth (%QoQ) and forecasts*
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Confidence: the Economic Sentiment Indicator still growing in 4Q14

According to the ESI, the EC’s indicator, business confidence improves again in early 4Q14, both in services and in industry, as consumer
confidence is above the average for 3Q14.

Figure 4
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Activity: industrial production reduces and retail sales improve in 3Q14

The recovery of industrial production slowed in 3Q14. Retailers, however, are rebounding strongly (3.1% up from the average in
2Q14), supported by high levels of consumer confidence.

Figure 6
Figure 5 Retail sales (% YoY) and private consumption (%
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* Source: HAVER and BBVA Research
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Foreign sector: goods exports continue to recover
Goods exports continue to improve after the poor results at the beginning of the year. Meanwhile, services exports continue to

increase, although the tourism sector may have cooled down in 3Q14.

Figure 7
Exports and imports (YoY growth, MA3p %)*
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Figure 9
International trade by destination (% YoY, sa)*

I .
\
’l!..m m “Mm ".“ A ]

Tl L B

o
it

T T T T T
Sep-12 Mar-13 Sep-13 Mar-14 Sep-14
Total Intra EU [N Extra EU

Figure 8
*
Exports (% YoY) and export orders
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Figure 10
Tourism and services exports (% YoY, MM3p)*
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Labour market: labour costs fall and the unemployment rate is still going down

The unemployment rate has fallen by 2.1pp in a year, to 13.6%, in a clear downward trend, although this is not putting upward
pressure on wages (-1.8% YoY in 2Q14) and, once again, more jobs were created (1.1% QoQ in 3Q14).

Figure 11
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Figure 12
Labour costs in the business sector (%YoY )*
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* Sources: HAVER and BBVA Research
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Prices: inflation accelerates slightly in October

Headline inflation (HICP) remained stable in September (0.0% YoY after -0.1% YoY) and accelerated slightly in October (0.1% YoY),
thanks to the moderation in the fall in food prices, particularly fresh food.

Figure 13 Figure 14

Inflation rate, headline and core (%YoY )* Inflation by components (contribution by % )*
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Public finances: the fiscal accounts, close to reaching the budget target

To September 2014, the public administration’s accounts indicate that the new deficit target, of 4% of GDP, will be met. Higher-than-
expected income offset the increase in expenditure caused by a change in the payment schedule to employees and pensioners and
the wage increases to civil servants, by virtue of the decisions of the Constitutional Court.

Figure 15 Figure 16
Government expenditure (comparison with the Government revenue (comparison with the
previous year )* previous year )*
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DISCLAIMER

This document has been prepared by BBVA Research Department, it is provided for information purposes only and
expresses data, opinions or estimations regarding the date of issue of the report, prepared by BBVA or obtained from or
based on sources we consider to be reliable, and have not been independently verified by BBVA. Therefore, BBVA offers
no warranty, either express or implicit, regarding its accuracy, integrity or correctness.

Estimations this document may contain have been undertaken according to generally accepted methodologies and
should be considered as forecasts or projections. Results obtained in the past, either positive or negative, are no
guarantee of future performance.

This document and its contents are subject to changes without prior notice depending on variables such as the economic
context or market fluctuations. BBVA is not responsible for updating these contents or for giving notice of such changes.

BBVA accepts no liability for any loss, direct or indirect, that may result from the use of this document or its contents.

This document and its contents do not constitute an offer, invitation or solicitation to purchase, divest or enter into any
interest in financial assets or instruments. Neither shall this document nor its contents form the basis of any contract,
commitment or decision of any kind.

In regard to investment in financial assets related to economic variables this document may cover, readers should be
aware that under no circumstances should they base their investment decisions in the information contained in this
document. Those persons or entities offering investment products to these potential investors are legally required to
provide the information needed for them to take an appropriate investment decision.

The content of this document is protected by intellectual property laws. It is forbidden its reproduction, transformation,
distribution, public communication, making available, extraction, reuse, forwarding or use of any nature by any means or
process, except in cases where it is legally permitted or expressly authorized by BBVA.



