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OVERVIEW 

Analysis of the Draft State Budget for 2017  

Draft State Budget 2017 (DSB/2017) has positive aspects such as repeated references to the 

country’s existing fiscal consolidation commitments, the detailing of measures and their 

respective expected direct impacts and the greater linkage to economic developments.  

However, in regard to linkage to the economy, the Government analysis continues to be 

focused on the very short-term and direct impacts, rather than defining a coherent policy 

framework that turns fiscal stability into a stimulus to improved resource allocation within the 

economy. In effect only this can produce the sustained economic growth required to ensure 

public finance sustainability and allow fiscal policy to play a stabilising role, which can only 

happen if sufficient fiscal space exists. 

Before joining the EU, Portuguese economic policy charged fiscal policy – in particular public 

expenditure – with driving growth in nominal income, while the resulting budget deficits were 

financed by printing money. However, this meant that monetary and exchange rate policies 

were required to correct, in real and foreign currency terms, the impacts of fiscal policy on 

competitiveness and the economy’s external borrowing capability. As the experience of the 

period has shown, that framework generated instability, inflation and a chronic shortage of 

finance which offset the desired impact on growth, employment and the purchasing power 

of wages.  

Joining the EU, and later the single currency, radically changed the role of monetary and 

exchange rate policy and called for redefining the role of fiscal policy. Although the relevant 

legislation included the basic principles of such redefinition, the temporary elimination of 

borrowing constraints linked to integration in the Eurozone allowed the continued 

accommodation of budget deficits, now mainly financed externally, with growing external 

deficits as a counterpart.  

The negative impact on the economy of a policy that stimulated mainly the non-tradable 

sectors was well documented by its performance in the years leading up to the international 

financial crisis. Concentration in businesses with low productivity and the loss of external 

competitiveness led to mediocre growth and a decline in employment, despite the favourable 

external framework and the extraordinary abundance of finance. However the financial 

constraint had not disappeared, it had simply shifted to a higher level. Therefore, the need to 

reformulate economic policy would inevitably return and with greater intensity, given the 

economy’s increased vulnerability, resulting from the combination of loss of competitiveness 

and high indebtedness.  

There is still a need for that reformulation and the first step, in the field of fiscal policy, is to 

recognise that the size and make-up of the fiscal balance cannot ignore some fundamental 

constraints. These flow not only from the existing legislation (in particular the fiscal 

framework law) and the commitments made in the European context, but also from the 

borrowing conditions the country faces. These constraints set limits on fiscal policy 
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instruments, but their impact varies according to the domestic and international political and 

economic climate.  

The provisions laid down in national legislation apply continuously, from the drawing up of 

the budget to its approval and implementation. Nonetheless, their effectiveness depends 

upon the accuracy of both the legislation and its monitoring. As long as the country has the 

fiscal or financial ability to increase taxes or finance budget deficits, the priority given to 

short-term economic growth and to managing the political cycle easily reduces such 

effectiveness, especially in regard to spending targets. This has been seen in Portugal in the 

legislation and in the practices that led to the view that a budget deficit is the normal state 

of affairs (leading to a deficit bias), and which became a factor in the crisis that required 

resorting to an international assistance programme.  

As for the constraints stemming from European rules, for a long time their monitoring was 

sporadic and superficial, responsibility for compliance being mainly entrusted to national 

institutions. The first step to achieving this is to transpose such rules to national legislation, 

but, to be effective, this should ensure consistency between the European rules and the 

Member-State’s institutional framework. In the case of Portugal, such consistency called for 

extensive changes to legislation and management practices, essentially the national 

government’s responsibility.  

More recently monitoring by the European institutions has become more demanding and 

frequent, and now tracks the various phases of the budget process in a more far reaching 

and coordinated manner. That change revealed the failings of the Portuguese budgetary 

framework and led to the reforms laid down in Law no. 151/2015 of 11 September, which, 

despite shortcomings in some areas, introduced a series of requirements relating to public 

finance information and management that call for a considerable effort in order to improve 

the quality of fiscal policy decisions and public expenditure management. Therefore, the 

implementation of the new law will be a drawn out and complex process which, in terms of 

the work performed so far during the prescribed three-year transitional period, falls very short 

of what is demanded not only to meet the deadline, but above all to ensure that the budget 

process contributes to the imperative reformulation of Portuguese fiscal policy.   

Lastly, the constraint of designing a fiscal policy aimed at stable and sustained growth relates 

to the borrowing terms the economy faces, which determine its strongest and, at the same 

time, most volatile constraint, dependent on international political and economic 

developments that generate strong fluctuations in the risk assessments made by financial 

markets. As was the case in 2008, these fluctuations may lead to the sudden deterioration of 

borrowing terms resulting from a sudden worsening in the financial markets’ aversion to risk, 

following a phase of undervaluation of that risk – “irrational exuberance” – which had led to 

the overvaluation of assets and rapid growth in indebtedness. It is clear that fluctuations of 

this kind have a greater impact on more vulnerable nations and lead to loss of confidence in 

the national institutions’ ability to deal with the problem.  

At the end of the 2000 decade, Portugal showed all the signs of vulnerability: weak growth, 

high indebtedness, deficit bias. Hence the need for an adjustment, made more severe by the 

economy great dependence on public expenditure and easy credit. Thus it became clear that 
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institutional changes were required to ensure an economic policy geared towards economic 

growth objectives consistent with the European and international environment, and which 

involved consistency over time and the reformulation of the role of fiscal policy.  

A cornerstone of these changes is a medium-term public expenditure framework (MTEF), an 

option that the majority of developed countries have adopted in order to better define 

spending priorities and enhance quality performance. However, the degree of success in 

implementing that approach has varied greatly, running from mere formal adoption – as in 

the case of Portugal, clearly illustrated by the successive upward revisions in the limits defined 

in the MTEF – up to comprehensive analysis of the various sectors, programmes and projects 

in order to consider how, in light of a prudent assessment of resource constraints, public 

expenditure can best serve the development goals.  

As regards these aspects, which entail a prudent assessment of medium-run resource 

constraints and the analysing and setting of priorities for public expenditure, the current Draft 

State Budget falls short of requirements. On the basis of the Ministry of Finance forecasts, 

this Report documents two expected effects that show how those concerns are insufficiently 

taken into account in the budget planning for 2017. Firstly, over two-thirds of the contribution 

of the new policy measures defined in DSB/2017 merely offset the net impact on the balance 

of measures approved the previous year. Secondly, the decline in the deficit forecast for 2017 

flows mainly from the favourable impact of temporary measures and financial gains, in 

addition to macroeconomic expectations that pay insufficient heed to the existing degree of 

uncertainty, both domestic and international.  

Thus, we still lack an economic policy framework that promotes the institutional and 

structural adjustments required to encourage economic growth in an international 

environment marked by fast technological change and political uncertainty. As stated 

previously, growth cannot stem simply from boosting domestic demand when 

competitiveness is lacking. But the desired change in behaviour is not the simple result of 

access to finance and one-off policy measures. If these are not part of credible medium-term 

programming, they will mainly lead to decisions aimed at taking immediate advantage of the 

benefits, without creating longer term commitments, as the political and financial prospects 

remain uncertain. The European rules demand such a medium-term framework. However, 

national institutions have still to assume and truly incorporate it in their workings so as to 

ensure they can fulfil the public policy commitments the Portuguese people voted for.  


