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Portugal: The recovery is progressing faster than
forecast

The recovery gained traction in 4Q14, more than expected

o GDP grew by 0.5% QoQ in the final quarter of 2014 (Figure 1), above the forecasts for a relatively stable
recovery (BBVA Research and the consensus: 0.3% QoQ), following 0.3% the quarter before. This
acceleration in activity is down to a solid recovery in net external demand, the result of a hearty increase
in exports and a fall in imports, while private consumption has decelerated. This figure confirms our
forecast of 0.9% growth for 2014 as a whole (up from -1.4% in 2013). This annual growth was due to the
behavior of domestic demand which contributed positively to the recovery (+ 2pp after -2,4pp in 2013);
among its components, improvements in private consumption (2.1% after -1.4%) and investment (2.3%
after -6.3%) stand out, while the contraction in public consumption moderated and reduced to -0.7% in
2014, after -1.9% in 2013. The contribution of net external demand was negative (-1,1pp after 1pp in
2013), reflecting a stronger growth in imports of goods and services than the improvement observed in
exports.

The MICA-BBVA model is, for the moment, estimating 1Q15 growth of 0.4%

¢ Using the information available to date (still limited to January’s confidence indicators), our MICA-BBVA
model estimates quarterly GDP growth of around 0.4% QoQ in 1Q14 (Figure 2).

o We saw a slight improvement in confidence throughout the fourth quarter of 2014 (Figure 3), with the
European Commission’s economic sentiment indicator, the ESI, returning to pre-crisis levels. The first set
of figures for 1Q15 remains high, thanks to the improvement in consumer confidence and to the
manufacturing sector index, although there is a minor deterioration of confidence in the services sector.

o However, these positive figures have not passed through into the activity indicators: Industrial production
contracted for the second quarter in a row (-1.3% QoQ after -0.4% in 3Q14), and retail sales, having
performed well in the previous three months, shrank by 2.4% QoQ (Figures 5 and 6). The good news is to
be found in the behaviour of exports, which registered a 2.8% QoQ growth in 3Q14: external sales of
goods have increased by 3.6% QoQ in the last quarter of last year, encouraged by the euro’s
depreciation and the growth in industrial orders from abroad (Figures 7 and 8).

e The trend in the reduction of the unemployment rate was broken in 4Q14, after six quarters of rapid falls,
and came in at 13.5% (Figure 11). Employment grew again for the fifth consecutive quarter, although at a
slower rate than in 3Q14 (0.5% YoY after 2.1% YoY). On the other hand, wages in the business sector have
dropped more sharply (-2.9% in 4Q14 after -1.2% YoY), while those in the public sector are registering a
severe contraction (-15.5% in 4Q14 after +2% YoY), because of the Christmas bonus paid in the last
quarter of 2013, which was not paid in 2014.

¢ In January, headline inflation (HICP) edged down 0.1pp to -0.4% YoY, a result of another fall in the price
of energy products, but also because of the moderating inflation in services (Figures 13 and 14), reducing
core inflation also by 0.1pp too, to 0.3% YoY in January.
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We expect 1.5% growth in 2015 and 1.8% in 2016

e On our forecast horizon, the improvement in the labour market and in household confidence and the low
level of inflation ought to support private consumption, although this may nevertheless moderate in 2015
to 1.9%, after the disappearance of the strong but temporary spending uptick in households at the end of
2013. Improved domestic demand and high levels of business confidence ought to support the
consolidation in investment (3.2% and 3.5% in 2015 and 2016 respectively). The recovery of its European
trading partners, together with favourable exchange rate conditions, will result in an increase in exports
over our forecast horizon (4.6% in 2015 and 5.4% in 2016), and we estimate that imports will moderate
their growth, meaning that net external demand will make practically no contribution, either in 2015 or
2016. The only component to continue shrinking in 2015 will be public consumption, subject to the budget
adjustments, but it may edge up in 2016 (by 0.4%). All told, we estimate that the economy will grow by
1.5% in 2015, accelerating to 1.8% in 2016.

e The central government deficit narrowed in 2014 compared to the year before, and this improvement was
greater than expected in both the original budget and in its subsequent modifications; although revenues
grew less than expected (0.8% instead of 2.5%), public expenditure shrank by 1.4%, against the forecast
increase of 0.9%. Excluding one-off measures, the deficit ought to come in comfortably at below 4%
(about 3.8%) of GDP in 2014. For 2015, the government forecasts a further deficit reduction, bringing it
down to 2.7% of GDP, but this reduction is mostly cyclical. Our estimates suggest that the structural
correction will be 0.5pp of GDP in 2015, which would put the structural deficit at 1.6%; if we add this to
the still high level of debt, it is essential that the government continues to push through the structural
reforms underway in order to reduce one of the as-yet unresolved problems.
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National accounts: 0.5% QoQ growth in 4Q14

The increase in quarterly GDP is mainly accounted for by a solid recovery in net external demand, the result of robust growth in
exports and a fall in imports. Private consumption, however, has decelerated.
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Confidence: the economic sentiment index continues at high levels at the beginning of
1Q15

According to the ESI, business confidence stayed at pre-crisis levels in January. Industry and consumer confidence continued to perform
positively, while there was a moderation of confidence in services, although it remained high.
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Activity: industrial production falls, as do retail sales in 4Q14

The recovery in industrial production did not take off in 4Q14 (-1.3% QoQ compared to 3Q14). Retail trade slumped by -2.4% QoQ in
4Q14, after a good result in 3Q14 (+3% QoQ)
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* Source: Haver Analytics and BBVA Research
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Foreign sector: goods exports continue on the up
Goods exports improved by 5.1% MoM in December, and held at above their 3Q14 average, at +3.6% QoQ. Exports of services,

meanwhile (especially tourism), continued to grow.
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Labour market: an interruption in the fall of unemployment

After showing a swift reduction in unemployment in the last two years, 4Q14 saw the end of the trend, with the unemployment rate
holding at 13.5%. Private sector wages have shrunk again (-2.9% YoY after -1.2% YoY in 3Q14).
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Figure 12
Labour costs in the business sector (% YoY)*
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* Sources: Haver Analytics and BBVA Research
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Prices: inflation remained negative in January

Headline inflation (HICP) edged down by 0.1pp to -0.4% YoY, due to the intensification of the price fall in energy products. The
moderation in the price of services led core inflation to decelerate to 0.3% YoY.
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Public sector: fiscal accounts, in line with the budget target
Despite lower-than-expected revenues, the severe cut in public administrations’ expenditure means that the deficit target of 4% of

GDP will be met.
Figure 15 Figure 16
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* Sources: Haver Analytics and BBVA Research
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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.



