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The Portuguese Public Finance Council is an independent body, set up by article 

3 of Law no. 22/2011 of 20 May that introduced the 5th amendment to the 

Budgetary Framework Law (Law no. 22/2001 of 20 August, republished by Law 

no. 37/2013 of 14 June).The final version of its Statutes was approved by Law no. 

54/2011 of 19 October.  

The Council began its work in February 2012 and its mission is to conduct an 

independent assessment of the consistency, compliance with the stated 

objectives and the sustainability of public finances, while promoting fiscal 

transparency, so as to contribute to the quality  of democracy and of political 

economic decisions and so strengthen the Stateõs financial credibility. 

 

This Report uses the information available up to 16 June 2018. 

In the publications section at www.cfp.pt, a spreadsheet containing all the figures used to build the charts and tables in 

this Report is available for download. 
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EXECUTIVE SUMMARY  

The Portuguese economy reacted well to the recovery in the European and international 

economies in 2017 and the macroeconomic and fiscal outcomes it achieved in recent years 

were better than initially forecast by national and international institutions. Th e efforts made 

by recent governments to achieve budget balance and lower public indebtedness led to an 

improvement in the countryõs borrowing terms, as well as an improved sovereign risk rating. 

Given its vulnerabilities, the Portuguese economy must remain on the budget consolidation 

path if it is to increase its resilience to shocks from an adverse external environment. Prudent 

public finance management during the favourable phases of the business cycle and the 

defining of strategies that strengthen the economyõs resilience to shocks, both internal and 

external, are the essential foundation for fiscal policy and the structural reforms to be 

undertaken.  

However, some very important fiscal risks remain at the various levels reviewed in this Report 

on Fiscal Risks and Public Finance Sustainability, which is the first in a new series of the 

Portuguese Public Finance Council (CFP) publications and will be updated every two years. 

Recognition of these risks and regular attempts to identify and quantify their impa ct are key 

to sound public finance management, since this is the only way to create the conditions for 

fiscal policy to cushion the impact of economic fluctuations and therefore to increase the 

resilience of economy to shocks.  

The CFP has focused its risk analysis on five areas: macroeconomic performance, public 

revenue, public expenditure, contingent liabilities and public debt. In this Report risk means 

a measure of uncertainty as to the possible deviation from the expected outcome of a 

variable, which may be positive or negative. Sustainability means the Stateõs ability to honour 

its commitments made to its citizens and creditors.  

From our analysis we conclude that the main risks underlying the budgetary forecasts and 

consequently public finance sustainability stem from failure to achieve the growth path 

defined in the macroeconomic scenario used, due to direct consequences for forecast 

revenue and, to a lesser extent, public expenditure.   

These macroeconomic risks flow from the business cycle and long-term growth potential. In 

the case of the business cycle, whilst it is sure that the economy will experience times of 

expansion and contraction, their extent is variable and the timing of downturns is uncertain 

as the forecasting models cannot easily predict them. Based on GDP developments from 1977 

to 2017, the probability that Portugal is in recession in any one year is around 15%. Assuming 

the probability of a recession is independent every year, the probability of the Portugu ese 

economy being in recession at any time over a five-year period is approximately 55%. On 

average a recession in Portugal òcostsó 3.1% of GDP and the Portuguese economy takes the 

same length of time to recover to the previous GDP level as the duration of the recession 

itself, except for the last two recessions. As for the recession during the global financial crisis 

of 2008, the Portuguese economy can be expected to return to its pre-crisis real GDP level 

during 2018. 
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In the long-run and in the absence of shocks to the economy, economic growth flows from 

the performance of potential output. This is a concept linked to aggregate supply. The level 

and performance of potential output is dependent upon the capital stock, the labour force 

and the developments seen in the productivity of these factors (capital and labour). Thus, 

demographic trends constitute one of the most important structural developments for any 

country. Population growth provides for increased economic potential and, in normal 

conditions, develops slowly and predictably. At this level the Ageing Report 2018 projections 

highlight a downturn risk underlying the Portuguese economyõs potential growth in the 

medium to long -term. Overall the projections point to a decline in the Portuguese populatio n 

from 2015 to 2070 of over 2.3 million people and the working population (15 -64 years of 

age) is expected to drop sharply even if there is net immigration.  

The labour productivity (resulting from the combination of the factors and calculated as real 

GDP / total hours worked in the economy ratio) is expected to return to a growth rate of 1.4% 

in the long -term (equal to the average growth rate during the pre -financial crisis period, 

1996-2007). This outlook for sustained growth in productivity may make up f or the decline 

in the working population, but carries high risks, given the high degree of instability revealed 

by the statistics. Particular attention is drawn to the risk of the low productivity growth pattern 

recorded in the post -crisis period (0.6% from 2008-2017; -0.2% from 2014-2017) and to a 

recovery that falls short of pre-crisis levels. In fact, the persistent slowdown in productivity 

during the post -crisis period has been seen in the advanced economies generally, although 

it is not so easy to explain and is unclear if the previous long-term trend will return. The 

projection used in the Ageing Report 2018 and in this reportõs long-term projections may 

therefore be a risk factor that brings with it a demanding expectation from the standpoint of 

the economic policies that have to sustain it.  

In Portugal there is a significant correlation between changes in public revenue and GDP. This 

sensitivity to business cycle fluctuations reflects the automatic stabiliser nature of tax (and 

social contributions) revenue. However, the way in which the stabilising function of fiscal 

policy was managed for some time, which led to an increase in budget deficits that was not 

sufficiently offset by similar decreases in times of economic growth, forced the country to 

adopt measures (very often in a procyclical manner during the economic slowdown) aimed 

at correcting the unsustainable imbalances. Most measures have been applied to the revenue 

side leading to its persistent growth both in absolute terms and as a percentage of GDP. 

Accordingly, there has been a significant increase in the tax burden, that was particularly 

marked during the financial crisis, and in sovereign debt. It was only from 2014 onwards that 

the tax burden stabilised at 34 to 35% of GDP. Increasing the tax burden to overcome 

borrowing requirements brought about by the business cycle constitutes a major fiscal risk, 

since it tends to reinforce the effects of the economic contraction.  

In addition, while the tax burden in Portugal stood at 34.4% in 2016, below the EU average 

of 38.8%, this differential is merely apparent and the country faces a risk should it attempt to 

increase the tax effort required from economic agents. This risk comes from the fact that 

some of the countries that compete with Portugal,  especially in terms of attracting 

investment, have tax burden ratios even further below the European average and from the 
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investment  and from the perception expressed by business people as to the negative impact 

of taxation on potential investment decisi ons.  

This fiscal risk is enhanced by the fact that in recent years there has been an increase in the 

concentration of PIT and CIT among a smaller number of taxpayers. Being dependent upon 

less taxpayers (households and companies) brings the added risk of individual (idiosyncratic) 

behaviour acting as a constraint on a significant share of tax revenue, for instance, opting for 

more favourable tax jurisdictions.  

As for expenditure, between 1995 and 2010 Portuguese GDP at current prices doubled while 

expenditure grew two and one -half times. Over the course of the Economic and Financial 

Assistance Programme (EFAP) and in the following years rates of growth were lower and, 

according to CFP projections, they even tend to stabilize. Expenditure on compensation of 

employees and social transfers accounts for almost 75% of adjusted primary expenditure, a 

relative weight that has been on the rise since 1995 (when it accounted for 66.5% of that 

aggregate), making it the main factor in the rise in public expenditure. These are inflexible 

items of expenditure and their use for fiscal consolidation purposes brings very considerable 

political costs and they are strongly affected by external factors such as changes in 

population.   

Demographic changes are the deciding factor in public finance sustainability on the 

expenditure side. The combination of increased life expectancy and lower birth rates, plus 

lower net immigration enhances the ageing of the population and has a direct impact on 

public expenditure. Spending linked to the ageing of the population (mainly pensions and 

health care) has risen continuously over the years, bringing economic, fiscal and social 

challenges. According to the recent medium and long-term expenditure projections 

published in Ageing Report 2018, an additional effort will be required in terms of public 

finance to retain the level of social benefits currently available. Regarding health expenditure, 

the European Commissionõs projection for Portugal is an increase of 2.4 p.p. of GDP from 

2016 to 2070, the second highest figure for the European Union as a whole.  

Contingent liabilities are potential liabilities that only become actual costs if certain events 

arise. They can result from formal commitments such as contractual government guarantees 

or public -private partnerships (PPP), or from informal liabilities that involve a considerable 

degree of public commitment such as liabilities taken on by public corporations, even if they 

fall outside the scope of general government. In aggregate terms total contingent liabilities 

in Portugal increased from 70.5% to 76.5% of GDP from 2013 to 2016, which is above the 

average for EU Member-States (41.3% in 2016). However, the last three years for which figures 

are available have seen a decrease due mainly to contingencies linked to financial sector 

support becoming actual expenditure.  

The impact of financial sector support as a result of the international crisis was felt in a large 

number of developed countries and, in the case of the euro area, revealed the fragilities that 

have persisted since it was created. Such support was particularly important in Ireland (21.6% 

of GDP in 2010), in Cyprus (8.5% of GDP in 2012) and in Slovenia (10.2% of GDP in 2013). In 

Spain the support peaked at 3.6% of GDP in 2012. In Portugal, this type of support amounted 
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to 8.6% of GDP up to 2017, but has taken a more diluted form, with the main transactions  

involving BPN (from 2010 to 2014), BES (2014), BANIF (2013 and 2015) and CGD (2012 and 

2017).  

Portugal is the EU country that has the largest GDP percentage of off-balance sheet liabilities 

relating to PPP (3.2%), which is 2.1 p.p. of GDP above the EU average, followed by Slovakia 

(3.1% of GDP), Hungary (1.7% of GDP) and the UK (1.5% of GDP).  

This Report contains a debt sustainability analysis for the next 15 years. This is an extension 

of the ti me horizon used in the Public Finance: Position and Constraints 2018-2022 Report 

that the CFP published in March 2018, which simulates the sensitivity of the debt ratio to 

external shocks, on the basis of a central scenario that includes detailed information on the 

next four years and the trends underlying the long -term exercise in Ageing Report 2018. Based 

on these assumptions, public debt as a percentage of GDP falls in the early years of the 

projection. This is due above all to the build-up of primary surpluses and the favourable 

dynamic effect, with the GDP growth effect more than offsetting the unfavourable impact of 

interest. Thus, the projection points to public debt f alling from 125.7% in 2017 to 106% of 

GDP in 2022. From 2023 onwards, the decrease is less marked given the assumption of lower 

primary balances and GDP growth rates, converging towards to 94.7% of GDP in 2033. The 

sensitivity analysis points to a debt ratio that is highly sensitive to shocks to GDP growth rate 

and to the assumed primary balance. Therefore, actual changes of +1 p.p. and -1 p.p. in GDP 

growth imply that debt will be 71.6% to 122% of GDP, respectively, in the final 15 years of 

the projection . 

  

http://www.cfp.pt/wp-content/uploads/2018/03/CFP-REL-02-2018-EN.pdf
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1 OVERVIEW 

The Portuguese Public Finance Council (CFP) is launching a new series of publications called 

òFiscal Risks and Public Finance Sustainability ò, which will be updated every two years. 

Since 2015 the CFP has published medium-term projections for the main macroeconomic 

and fiscal variables. This exercise is not designed to predict the change in those variables but 

rather to analyse probable developments under a no-policy-change scenario. Therefore, 

these projections are a means of assessing the effect of those policies on the medium-term 

stability of the economy and public finance, and a basis for any changes to be introduced. 

This report extends the analysis time horizon in order to assess the impact on public finance 

and public debt sustainability, in particular, and to achieve broader identification and analysis 

of the related factors and risks. 

When publishing its projections, the CFP always highlights the uncertainty that marks them 

and flows from both internal and external factors . Extending the analysis time horizon 

represents an increase in that uncertainty, but it also implies taking into account trends that 

cannot be ignored , such as demographics, technological shocks and the impact of the build -

up of financial assets and liabilities on borrowing conditions . That explains the need to specify 

the risks, shocks and pressures that ð given Portugalõs experience of fiscal ð policy could shift 

budget or macroeconomic variables away from the expected paths and influence long-term 

public finance sustainability.  

In this context risk means the probability of a deviation from the expected outcome  of a 

variable, which may be a positive or negative. Risks may take different forms and have various 

causes, internal or external, financial or otherwise, economic, political, demographic or 

natural. On top of that they have very different frequencies , from economic cycles which are 

certain to occur, although there is always uncertainty as to their causes, timing and intensity. 

Other risks arising at different intervals include natural disasters, conflicts and geopolitical 

tension, as well as factors such as demographics where changes, while predictable, are slow 

and tend to b e ignored in short/medium -term projections but which are a decisive factor in 

the medium/long -term. Recognition of these risks and regular attempts to identify and 

quantify their impact are key to the sound management of  public finance. This is the only 

way to create the conditions for fiscal policy to mitigate the effects  of economic fluctuations 

and so increase the economyõs resilience to shocks. 

Once the immediate impact of the international financial crisis  is overcome, this report  is a 

first look at òFiscal risks and public finance sustainabilityó. As we gain experience and more 

information becomes available the report will improve in the future, especially as regards the 

ability to analyse the State balance sheet developments, currently unavailable, and a deeper 

treatment of contingent liabilities , which in this edition are less thoroughly analysed than 

their importance requires. The scope and availability of information which goes beyond 

developments in the economic framework are key to the quality of decision making and to 

their objective evaluation. Analysis of the available data, albeit insufficient, is a first step to 

recognising its importance, which this report  seeks to achieve.      
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In addition to this  overview the report contains an introduction (Chapter 2). Chapter 3 sets 

out and explains the definition of fiscal risks used in this document and how they relate to 

public finance sustainability. Chapter 4 sets out the more important macroeconomic risks and 

briefly discusses how they impact on public finance. Chapter 5 undertakes an analysis of the 

more important risks to public revenue, while the following chapter discusses the risks to 

expenditure, in particular those relating to an ageing population . Chapter 7 sets out the risks 

resulting from contingent liabilities  which affect public accounts. Chapter 8 includes analysis 

of the sustainability of Portuguese public debt , while the ninth and final chapter summarises 

the results of the analyses on the subject publicized by the European Commission and the 

International Monetary Fund. 

The CFP continues to develop and further its work in this paramount field. In addition to 

gathering, processing and promoting the disclosure of the information to which it has access , 

the CFP continues to develop tools for a better analysis and decision making. The field of 

public debt sustainability deserves special attention in this regard. For instance, from among 

the technical resources we possess, we assign priority to the developing of stochastic 

simulation methods to build scenarios for changes in public debt  that will go beyond the 

deterministic approach of the models described here. While at the same time recognising the 

importance of institutional factors and the history of decision making and the perception of 

risks in this area, we feel it will be useful to deal with them in this first look at the subject .      
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2 INTRODUCTION 

The Portuguese economy reacted well to the recovery in the European and international  

economies in 2017and the macroeconomic and fiscal outcomes it achieved were better than 

initially forecast by national and international institutions . The efforts made by the 

Government to achieve budget  balance and lower public indebtedness led to an 

improvement in the countryõs borrowing terms, as well as an improved sovereign risk rating. 

Given its vulnerabilities, the Portuguese economy must remain on the budget consolidation 

path if it is to increase its resilience to shocks from an adverse external environment. In fact, 

the economy continues to present a high level of public and private indebtedness, which not 

only increases the impact of any less favourable macroeconomic development but also calls 

for more strict and prudent use of the availability financial capacity. Despite the important 

adjustment made in this decade and the slowdown in the indebtedness ratios seen since 

2013, in March 2018 private sector indebtedness exceeded 200% of GDP, while in the public 

sector (including public corporations ) it was over 160% and total indebtedness of the non -

financial sector funded externally stood at 102% of GDP.  

These indicators clearly point to the need for policies that can reduce the impact of the 

negative risks to which the economy is exposed and at the same time boost the positive 

impacts. Prudent public finance management during the favourable phases of the business 

cycle and the defining of strategies that strengthen the economyõs resilience to shocks, both 

internal and external, are the essential foundation for those policies. Building such a 

foundation  requires creating and continually improving a risk assessment system, based on 

the international information available and developing and completing it as regards the 

Portuguese economy. This report  is a step in that direction. 

The main risks underpinning the budget ary forecasts mainly flow from the achieving of the 

growth path inherent in the macroeconomic scenario, with direct implications at the level of 

expected revenue and, to a lesser extent, public expenditure . In the positive phases of the 

business cycle, both components contribu te to decrease the budget deficit , although this 

contribution is reversed when the economic framework becomes unfavourable. This effect is 

desirable to the extent it is caused by automatic stabilisers which should help to mitigate the 

impact of a recession. However, if the government is to take advantage of this mechanism it 

must possess the ability to borrow under favourable terms, normally ensured by monetary 

policy, but also dependent upon a favourable assessment on the part of investors as to the 

economyõs solvency. That solvency establishes the link between short-term management and 

the long -term public finance sustainability, to the extent that solvency depends, on the one 

hand, on the level, make up and rate of accumulation of public debt  and, on the other, on 

the sustained capacity for economic growth.  

 

When defining fiscal policy, account must be taken of the more or less continuous possible 

pressure on public revenue and expenditure, and mechanisms must be included to 

accommodate the impacts of inevitable future shocks. Thus, on the revenue side attention 

must be paid to the structural developments in the economy, taking into account a range of 

factors, such as technological progress and international politics, and, not least, tax evasion. 

On the expenditure side there are multiple pressures, in particular those linked to health care 
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and pensions, which are especially affected by the ageing population, while other items of 

general government expenditure are also important such as compensation of employees, 

infrastructure maintenance, land management and environmental matters. 

An important document that analyses long -term changes in the Portuguese economy and its 

prospects within the European context is the Ageing Report published by the European 

Commission. A comparison of the figures up to 2017 and the long-term projections for GDP 

set out in the latest version, reveals significant differences between the observed period ð 

from 1961 to 2017 ð and the projected period , from 2018 to 2070. In the former, from 1961 

to 2017, the change in GDP reflects the external and internal shocks to the Portuguese 

economy and shows a downward trend in economic growth rates . The Ageing Report 2018 

projections do not include any shock, as they are based on a no-policy-change scenario, with 

a rate of change in nominal GDP of around 3%. Therefore, that report  foresees (potential) 

growth of 1% in the Portuguese economy, a figure below average annual growth from 1961 

to 2017 (see Chart 1).  

Nevertheless, a look at the statistical series does not allow us to ignore a clear risk linked to 

long-term economic cycle events. International recessions occur, and while their duration and 

intensity vary, they impact on the Portuguese economy which tends to suffer more than its 

trading partners. Thus, the output level affected by a cyclical depression tends not to recover 

fully in the subsequent cyclical expansion, thereby reducing long -term potential growth . One 

explanation for this difference is the fact the Portuguese economy has not created the 

conditions to implement stimulus policies when an international recession arises. Indeed, 

Portugal tends to stimulate the economy in favourable periods , which gives a procyclical 

nature t economic policies, resulting in a high degree of instability which penali zes investment 

and potential economic growth (Chart 1). 

Chart  1 ð Portuguese real GDP growth rate (change %) 

 

Source: European Commission (AMECO) (1961 to 2017); CFP (2018 to 2022); 

Ageing Report 2018 (2023-2070). 

The need to correct this trend reinforces the importance of complying with European 

obligations that Portugal has assumed to reduce the structural deficit and the public debt 
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ratio. Experience shows the vulnerability that stems from the combination of a series of 

factors to be found in the Portuguese economy, namely: (i) the high degree of public and 

private indebtedness financed externally; (ii) the heavy weight of taxation and the tax wedge1; 

(iii) the heavy weight of public expenditure; (iv) the low potential growth ; (v) the low level of 

household savings; and (vi) the unfavourable demographics. 

In light of t his combination the definition of  fiscal policy and the associated public policies 

must take into account the fi scal risks that the adopted policies should seek to reduce, in 

particular taking advantage of the favourable phases of the business cycle, in order to 

mitigate  the impacts of the unfavourable phases.  

The following chapters seek to identify the major risks to Portuguese public finance, focusing 

initially on a medium -term time horizon (five years), then extending it, to gauge public finance 

sustainability over a 15-year period. The analysis gives priority to negative risks, above all to 

public expenditure , since they may have the greatest effect on the public accounts and the 

countryõs socioeconomic well-being, recommending measures aimed at reducing them.  

This report  has benefitted from the information provided regularly by t he Ministry of Finance, 

the National Statistics Authority (INE), the Public Debt Management Agency (IGCP) and the 

Bank of Portugal (BoP). The CFP thanks all the entities contacted for their support and 

explanations that were essential to the preparation of this document .  

                                                   
1 Defined as the sum of taxes on income and employee and employer social contributions, excluding family 

benefits, as a percentage of total labour costs (sum of gross salary and employerõs social contributions). It is 

commonly referred to in the literature as the òtax wedgeó. 
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3 FISCAL RISKS AND SUSTAINABILITY 

3.1  RISKS: DEFINITION, CLASSIFICATION AND QUANTIFICATION. 

In this report risk means the probability of a deviation from the expected outcome  of a 

variable, which may be a positive or negative. Fiscal risks may force fiscal revenue or 

expenditure to deviate from expectations or forecasts (IMF, 2009). These risks arise from 

macroeconomic shocks, from failure to achieve the planned results of fiscal policy measures, 

from unexpected events or from contingent liabilities , which are obligations conditional upon 

the occurrence of specific events. For their part contingent liabilities  may be explicit (defined 

by law or contractually) or implicit (such as financial and/or capital injections to offset the 

damage caused by a natural disaster or support to the financial system, for example). 

Fiscal risks may be classified by source (as a result of government action or external events), 

frequency (a single or recurrent event), degree of correlation to other risks (due to a common 

cause or not) or the robustness of the forecasting methods, among others .  

Recent empirical and wide-reaching analysis of the origin of fiscal risks identifi ed eight major 

risk groups (IMF, 2016; Bova et al, 2016), which are described in Table 1.  

Table 1 - Source of budget risks  

Type Definition  Freq. 

(years) 

Cost (% 

GDP) 

Macroeconomic shocks Decrease in nominal GDP growth rate 1/12 9.0 

Financial sector Financial institutions bail-outs 1/24 10.0 

Legal cases Legal procedures against governments rare 8.0 

Subnational governments Financial bail-outs of local governments rare 4.0 

State-owned enterprises Governmental help rare 3.0 

Non-financial private enterprises Governmental help rare 1.5 

Natural disasters - rare 1.5 

Public-private partnerships Financial bail-out of projects  rare 2.0 

Source: Bova et al (2016). | Note: freq.= frequ ency. 

As regards the nature of the risks, it should be recalled that fiscal shocks tend to be large 

scale and have a negative impact, as governments tend to foresee positive fiscal shocks and 

include them in their forecasts. On top of that , history shows that the various shocks have a 

high degree of correlation (Bova et al, 2016). Macroeconomic downturns are followed by 

crises in the financial sector, collapses among public corporations  and subnational 

governments and other contingent liabil ities. According to the International Monetary Fund  

(IMF), only one-third of the deterioration in the public debt ratio  during the global financial 

crisis was directly due to macroeconomic dynamics, while the remaining two -thirds was the 

result of other fiscal risks (IMF, 2012).2 Attention is drawn to another important feature : the 

non-linearity of the effects of fiscal shocks. Large shocks tend to have far more severe 

consequences for public finance than small shocks. That is because fiscal inflexibility makes 

it impossible to make a speedy adjustment to primary expenditure  in the short-term.  Another 

                                                   
2 International Monetary Fund, 2012, òFiscal Accountability, Transparency and Riskó (Washington). 
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factor is the spending increase flowing from the automatic stabilisers, which leads to both an 

increase in debt as a percentage of GDP and a decrease in the latter (IMF, 2016). 

Given the definition of risk, it can be said that a fiscal risk is a possible deviation from medium-

term projections for expenditure and/or  revenue and consequently budget  balance and 

public debt . Therefore, it is important  to identify correctly the source and nature of fiscal risks, 

so that fiscal policy is devised in such a way as to minimise the possible impacts of their 

occurrence. 

In the fiscal policy documents, Stability Programme (SP) and State Budget (SB), the 

Government includes sensitivity analyses and risk identification , by comparing its forecasts 

with those of other entities that publish forecasts for the Portuguese economy. The SB and 

SP also include sensitivity analysis of the external assumptions (oil price and external demand 

shocks) and analysis of fiscal strategy risks (guarantees granted to the banking sector and to 

other entities, public-private partnerships and negotiations in progress). In addition,  those 

documents contain analysis of the fiscal risks linked to demographic changes and the 

management of State direct debt (refinancing, interest rate, exchange rate and credit risks). 

The 2018 SB Report  (only in Portuguese) also contained a brief analysis of the fiscal risks 

relating to Local and Regional Government. 

This document identifies the main risks that fiscal policy must face in regard to revenue, 

expenditure and the impact on general government balance , in terms of both fiscal stability 

(over the next five years) and public finance sustainability (over the next fifteen years). 

Particular attention is paid to the negative risks, not merely because experience shows they 

arise more often, but also because they bring difficulties. 

3.2 FISCAL RISKS AND PUBLIC FINANCE SUSTAINABILITY 

The notion of sustainability seems to be fairly intuitiv e. Generally speaking something is 

sustainable if it can continue indefinitely . In the world of economics, the broadest definition 

of sustainability happens to be that of sustainable development , which is development that 

meets current needs without compromising future generati onsõ ability to meet their own 

needs. Despite being intuitive that definition involves three types of judgement: what are the 

current needs, what will be the future needs and which are the resources that restrict the 

satisfaction of one or the other . Most discussions of sustainability end up focusing on how 

to make such judgements. In the narrower field of public finance, sustainability may be seen, 

also in a fairly intuitive manner, as the ability to ensure that General Government avoids 

insolvent position s, allowing the State to honour its commitments to citizens and creditors . 

That is to say, it ensures the provision of sufficient goods and services for the current 

generation without putting at risk their provision under similar conditions to future 

generations. 

The debate over the definition of public finance sustainability has followed the progress of 

economic theory.3 The most common way to deal with topics relating to the sustainability of 

                                                   
3 A good summary can be found in Balassone and Franco (2000), page 23 et seq. 

http://www.dgo.pt/politicaorcamental/OrcamentodeEstado/2018/Proposta%20do%20Or%C3%A7amento/Documentos%20do%20OE/Rel-2018.pdf
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fiscal policy and public finance is expressed in the so-called intertemporal budget constraint, 

which says that the current value of future General Government primary balances (net of 

interest payments) should be at least equal to the initial value of public debt . In other words, 

the diff erence between the current values of public revenue and expenditure (excluding debt 

interest) should be sufficient to pay what is owed at the time sustainability is assessed. 

The simple fact that the process requires forecasts for revenue (which for the sake of 

simplification we may deem to be solely taxes and social contributions) and public 

expenditure (associated with the provision of public services, social purposes and the 

servicing of public debt ) for long periods highlights the complexity of the exer cise. To predict 

the amount that can be collected in the future it is necessary to forecast the wealth the 

economy will generate and the share of that wealth that can be appropriated by the State in 

order to fund the cost of its activities , which also requires a projection. Even if we assume that 

it is possible to devise in a theoretical and politically neutral manner the òheroic 

assumptionsó4 that the various exercises require, the level of uncertainty will always be very 

high and the consequences of forecasting, projection and judgement errors may be costly. 

However, this does not mean the exercise is worthless, rather than its principal merit lies in 

eliminating the more serious forecasting errors: which come from ignor ing the future impact 

of decisions and favouring only immediate results. Therefore, sustainability analysis must be 

regularly updated and be transparent in terms of the assumptio ns made and methods 

employed. 

We will look at two examples of public finance sustainability definitions : one focused more 

on flows and the other focused more on the debt stock generated by fiscal policy. For the 

International Public Sector Accounting Standards Council (IPSAS)5, the following aspects of 

public finance sustainability are important : 

1. Fiscal capacity: is the ability of an entity to meet financial commitments, such as the 

servicing and repayment of debt and liabilities to creditors, on a continuing basis over 

the period of the projections without increasing levels of taxation  

2. Service capacity: is the extent to which (i) the entity can maintain services at the volume 

and quality provided to current recipients at the reporting date and ( ii) meet 

obligations related to entitlement programs for current and future beneficiari es. 

3. Vulnerability: is (i) the extent to which an entity is fiscally dependent upon funding 

sources outside its control, [ê] and (ii) the extent to which an entity has powers to vary 

existing taxation levels or other revenue sources and to create new sources of taxation 

and revenue 

 From another standpoint , public debt sustainability  is reflected in the capacity to service the 

accumulated debt at any time (European Central Bank (ECB), 2012). This condition implies 

that governments should ensure, simultaneously: 

                                                   
4 òAll require heroic assumptions about economic and social trends, such as rates of growth, price changes, and 

life expectancy.ó [Schick, 2005, p. 115] 

5 IFAC (2011). 
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1. Solvency: Government compliance with the intertemporal budget constraint, that is, 

the current value of expected future primary surpluses must be greater than or equal 

to the current value of public debt ; 

2. Liquidity: a short-term concept relating to the Governmentõs ability to retain access to 

financial markets, thus ensuring the borrowing required to repay contracted debt 

(capital and interest) and cover any additional needs arising from the economic cycle. 

3.3 WHY DO WE NEED SUSTAINABLE PUBLIC FINANCE? 

Ensuring access to markets under reasonable conditions requires control over the fiscal 

situation, so as to ensure that the borrowing to which the economy resorts ensures growth 

that is large enough to service the contracted debt . This places an important constraint upon 

fiscal policy, especially when there is a high level of accumulated debt stock and the 

economyõs potential growth has not accompanied the degree of indebtedness (as is the case 

in Portugal).  

All borrowers run risks, namely in terms of interest rates and continued access to markets. 

These may stem from internal decisions but also from external factors that affect the 

economic or financial framework. In the case of the Portuguese State the ability to minimise 

the risks associated with the economy or international financial  markets depends upon the 

quality of the budgetary process and the linkage between fiscal policy and sectoral policies. 

Therefore, an important line of discussion is how to promote a sustained and significant 

increase in the economyõs capacity to grow and in its potential output . Indeed, as defended 

by the ECB (2016),6 a steadfast effort to continue with structural and fiscal reforms with a view 

to enhancing the long -term GDP growth potential is key to sustainability, and is especially 

important in a context of low real growth and low inflation . 

In these fields future depends upon the ability to devise suitable policies that take the long 

view, are coherent and match the external constraints the economy faces. In particular, 

policies concerning pensions, health care and long -term care are key to preventing 

unsustainable fiscal pressures in the long run . Todayõs taxpayers fund the pensions, health 

and long-term care systems by paying taxes and social contributions, with a view not just to 

guaranteeing access to health care and social benefits in the present but also a similar level 

of such services in the future. 

The important interactions between public finance and the economy which need to be 

foreseen are, however, difficult to quantify . Public expenditure on health and education 

should increase the production potential and the populationõs productivity, but the level of 

spending in itself cannot guarantee the expected and desired outcome. Public investment 

must create the conditions for improved  and swifter economic growth , but not all investment 

will bring about that outcome . Taxes affect householdsõ disposable income and corporate 

investment, thus influencing economic growth and the expected level of taxation  itself.  

The potential growth of a small, open economy is also dependent upon the ability to devise 

economic policies suited to global economic developments , capable of ensuring lasting 

                                                   
6 Financial Stability Review, November 2016, ECB. 
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competitiveness. In the case of structural policies, their relationship to fiscal policy is formed 

by their impact on growth and external indebtedness. Even if they are concentrated in the 

private sector, they influence the economic risk premium and accordingly the costs of 

production and the ability to attract investment . For its part fiscal policy also influences 

competitiveness, either directly , for example through tax policy , or indirectly by affecting 

confidence in the economyõs borrowing capacity.        

For these reasons it is important  to analyse regularly public finance sustainability in Portugal, 

a country which has had difficulty in achieving the required fiscal adjustment and potential 

growth in a lasting manner . Although there is no consensus as to a suitable debt ratio level, 

we know that persistent high levels make economies more vulnerable to macroeconomic 

shocks, reducing the space for countercyclical fiscal policies, and they may have implications 

for economic growth , especially if the debt is f unding non-productive expenditure . 

A number of studies7 suggest that the factors needed to reduce public debt  include fiscal 

adjustments, measures for enhancing economic growth  (for instance, structural reforms) and 

financial policy measures. The literature also suggests that public debt  consolidations appear 

to be more successful when they are based on permanent cuts in current expenditure. 

Therefore, the budget  balance is not the sole goal of fiscal policy, as its makeup is equally 

important when considering the goals of efficiency and social and intergenerational equity . 

Basically, a fiscal policy that contribu tes to lasting economic growth and which is fair to 

current and future generations may only be achieved when society takes these goals into 

account. The European rules8 are merely tools for achieving a greater goal, i.e. creating the 

conditions to increase potential economic development and so sustain the improved well -

being of all those who live and work in Portugal now and in the future . The idea of 

maintaining debt ratios at prudent levels , below the 60% limit laid down in the Stability and 

Growth Pact (SGP) is only aimed at creating sufficient fiscal space to accommodate possible 

adverse macroeconomic shocks, as well as to meet the projected costs of an ageing 

population . 

 

 

                                                   
7 See Nickel, C., Rother, P. and Zimmerman, L., òMajor public debt reductions: lessons from the past, lessons for 

the futureó, Working Paper Series, No 1241, ECB, 2012; Baldacci, E., Gupta, S. and Mulas-Granados, C., òRestoring 

Debt Sustainability After Crises: Implications for the Fiscal Mixó, IMF Working Paper, WP/10/232, 2010; and Abbas, 

S., Akitoby, B., Andritzky, J., Berger, H., Komatsuzaki, T. and Tyson, J., òDealing with High Debt in an Era of Low 

Growthó, IMF Staff Discussion Note, SDN/13/07, September 2013.   

8 See Stability and Growth Pact 

 

http://ec.europa.eu/economy_finance/economic_governance/sgp/index_pt.htm
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4 MACROECONOMIC RISKS 

When classifying risks, macroeconomic developments are identifi ed as the source of the 

largest and most frequent fiscal risks. Economic shocks take various forms and how they are 

transmitted to public finance is complex. This section, as stated above, mainly analyses risks 

that contribute to a downturn and have an impact in the medium to long -term. The analysis 

looks at both the longer-term aspects, focusing on growth in labour productivity and 

potential output, and the medium -term, where the risks linked to economic cycles stand out. 

4.1 POTENTIAL GDP AND RISKS TO LONG-TERM GROWTH 

In the long-term and in the absence of shocks to the economy, economic growth flows from 

potential output  developments. This is a concept linked to an economyõs aggregate supply 

and its level, and growth depends upon capital stock, the labour force and the performance 

total productivity of these factors (capital and labour). The concept of potential output  is 

decisive when projecting public expenditure  and tax revenue in the long -term. Thus, potential 

growth strongly influences health and sustainability of public finance.  

However, potential output  is an unobserved variable and as such has to be estimated.9 The 

degree of accuracy of the estimate is a source of uncertainty that depends , among other 

factors, of the methodology employed . This requires special care, since the estimated results 

differ according  to the body  that produces them and to the time the estimate was produced. 

This last point is the main weakness of all the methods, especially when they are used at times 

marked by major short/medium -term instability , which is directly reflected in the lon g-term 

estimate.  

Chart  2 ð Potential growth, real growth and output gap  

 

Sources: INE, CFP and Ageing Report 2018 (baseline scenario). 

This Report uses the common methodology adopted by the European Union to estimate 

potential output . The common methodology is based on the production function method . 

The exercise published herein extends the potential output  projections in the CFPõs latest 

                                                   
9  See Almeida and Félix (2006) for a summary of the various potential output calculation methods.  
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macro-fiscal scenario (March 2018) to 2023-2033. It assumes a gradual closing of the output 

gap for three years (2023-2025) and convergence in the long -term (2026-2033) towards the 

potential growth underlying the base line scenario assumptions of Ageing Report 2018 

(European Commission, 2017). Chart 2 shows the dynamics of potential output , real GDP and 

the output gap from 1995 to 2033. 

In the long-term ð assuming that the capital -output ratio remains unchanged (a common 

restriction in the potential output  calculation method employing the Cobb-Douglas 

production function ) ð the economyõs dynamism is determined by population growth and 

growth in total factor  productivity . Thus, productivity growth is a key factor in a societyõs 

economic well-being. In this way the risks associated with potential output  growth are 

contingent  upon the availability of the labour factor and the output that each unit can 

produce. 

4.1.1 Popula tion and employment  

Demographic changes are some of the most structural developments a nation undergoes . 

Population growth enables an economyõs potential to grow and, in normal conditions, 

changes in a slow and predictable manner. 

Chart  3 ð Population change in Portugal (thousands of persons) 

 
Sources: Eurostat and Ageing Report 2018 (baseline scenario). 

The Ageing Report 2018 projections, shown in Chart 3, highlight the downturn risk under lying 

the Portuguese economyõs potential growth in the medium to long-term. The population of 

working age (15-64 years) shows a sharp downward trend even if there is net immigration.  

This trend follows the downward path of total population , which has been brought about by 

a combination of the fall in the birth rate and successive net emigration since 2010.  
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Chart  4 ð Participation rate  (%) Chart  5 ð Unemployment rate and NAWRU (%) 

  
Sources: Eurostat, European Commission (AMECO) and Ageing Report 2018 (baseline scenario). 

They also contribute to potential growth , although in a limited way, to the participation rate 

and the benchmark unemployment rate . The participation rate has seen a slight rise in recent 

years due mainly to the growing contribution of womenõs participation in the labour market, 

which offset the relative stabil isation of menõs participation (Chart 4). The latest projections 

point to the trend continuing , which in the long-term will minimise the difference between 

the two participation rates . 

The benchmark unemployment rate, shown in Chart 5 through  the Non-Accelerating Wage 

Rate of Unemployment (NAWRU), is another labour supply constraint under lying the 

potential output  calculation.10 As with potential output  it is a latent variable, where the 

estimate degree of accuracy depends upon the methodology employed . The figures shown 

in Chart 5 suggest that NAWRU will see a downward trend, in line with the unemployment 

rate, while remaining 3 p.p. above the figures estimated for the beginning of the sample . 

Note that the recovery in the labour market in 2017 was not included in the Ageing Report 

2018 projections which are based on 2016.   

4.1.2 Labour productivity  

The outlook for the change in labour productivity , calculated as the ratio between real GDP 

and total hours worked in the economy, points to a growth rate  of 1.4% in the long -term, 

which matches the average rate recorded in the period prior to the global financial crisis , 

1996-2007 (Chart 6). This outlook carries high risks, given the marked instability of the 

statistical series. Particular attention is drawn to the downturn risk should the pattern of low 

productivity growth recorded during the post -crisis period continue (0.6% from 2008-2017 

and -0.2% from 2014-2017). This has implications for potential growth  and economic well-

being, as mentioned in the previous section. The risk is the greater because the slight increase 

projected for productivity growth in the long -term stems in essence from the likelihood of 

negative growth rates for total hours worke d.   

                                                   
10 See, for example, Lendvai et al. (2015) for a review of the implications of using an alternative concept to the 

benchmark unemployment rate, and Centeno et al. (2010) who describe a methodology based on the NAWRU 

concept for  Portugal. 
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Chart  6 ð Labour productivity growth and contributions  

 
Sources: Eurostat, CFP and Ageing Report 2018 (baseline scenario). 

The persistent slowdown in post -crisis productivity has been seen in most advanced 

economies, although the explanation for that fact is still unclear and a return to the previous 

long-term trend is uncertain. A section of the literature on the so-called productivity puzzle 

stresses the role of the financial sector in the efficient allocation of resources within the 

economy.11 

Chart  7 ð Employment by industry, 1995 -2016 

Employment level   

(average, thousands of persons) 

 

Cumulated change in employment   

(thousands of persons) 

 
Note: AG ð Agriculture, forestry and fishing; IN ð Industry; CO ð Construction; TR ð Retail trade and 

repair of motor vehicles, means of transport, warehouses, accommodation and catering; 

IC ð Information and communication ; FI ð Finance and insurance; SP ð Professional, technical and 

scientific activities; SA ð Administrative and support services; GG ð General government and defence, 

social security, education , health and social work. 

Sources: INE and CFP calculations.  

 

                                                   
11 See, for example, Duval et al. (2017) as regards a set of advanced economies; Patterson et al. (2016) and Riley 

et al. (2015) for studies on the United Kingdom. 
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A graphic representation of the change in employment in the major economic fields (Chart 

7), shows that there have been significant employment loses in sectors where there has been 

higher productivity  growth (IN, Industry and FI, Finance and Insurance) and an increase in 

employment in sectors linked to Trade (TR), Support services (SA) and General Government 

(GG), where productivity  is relatively low (Chart 8).  

The allocation of resources to businesses where productivity  is able to increase more is key 

to ensuring long-term growth . 

Chart  8 ð Labour productivity growth and contributions by industry  

 1996-2007 2008-2012 2013-2015 

   

  
Sources: INE and CFP calculations. (See note to Chart 7) 

Generally speaking, labour productivity  increases when employees have access to more and 

better capital , when the average quality of the labour force (education , technical skills, etc.) 

is high, and when other factors ð such as research and development, new technology or, in 

general, production efficiency gains ð improve total factor productivity . In Portugal, the low 

level of capital per employee, the still lower level of education (despite the positive changes) 

and the successive changes in qualifications strategy, or what may even be called the non-

definition of a òskills strategyó12, continue to restrain labour productivity  (Charts 9 and 10). 

Chart  9 ð Educational attainment level (weight 

on total)  

Chart  10 ð Net capital stock per person 

employed (thousand euros, 2010 prices) 

 
 

Source: Eurostat.  Source: European Commission (AMECO). 

                                                   
12 See, for example, Araújo (2017) and  http://www.oecd.org/skills/  for an OECD framework.  

http://www.oecd.org/skills/
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4.2 RISKS UNDERLYING ECONOMIC CYCLES IN PORTUGAL 

A significant portion of the fiscal risks is not caused by actions or phenomena directly linked 

to fiscal policy in the strictest sense, but by the effects resulting from the impact of the 

economic cycle on revenue and expenditure. These effects, to a large extent the result of 

international conditions, are of special significance to small, open economies such as the 

Portuguese.  

4.2.1 Output gap : 1995-2017 

The output gap  (the difference between observed real output and potential output ) provide 

an indication as to the economyõs position in regard to the economic cycle (Chart 11).  

Chart  11 ð General government budget balance, c yclically adjusted balance and output gap  

 
         Sources: INE, CFP and European Commission (AMECO). 

A perception of an economyõs position in the economic cycle is essential to define a suitable 

countercyclical policy that will help correcting the macroeconomic imbalance and ensure 

public finance sustainability.  

Cyclical fluctuations in GDP have a direct impact on public finance by means of the automatic 

stabilisers, which play a permanent role of fiscal policy that must act over the entire economic 

cycle, to cushion the scale of the fluctuations. The automatic stabilisers act on both the 

revenue side (reducing/ increasing tax and contributory revenue , especially from progressive 

income taxes), and the expenditure side (for instance via the expenses and revenues relating 

to social protection )13  

In Portugal, the estimates shown in Chart 11 indicate that, from 1995-2017 observed output 

was between 4.2% below potential output in 2013 and 3% above potential output in 2000. 

During this period there was no overall positive budget  balance, with the lowest figure being 

witnessed in 2010 (a deficit of 11.2% of GDP) and the highest in 2016 (a 2% deficit).  

                                                   
13 The working of the automatic stabilisers may be complemented by a discretionary, counter-cyclical fiscal policy 

(e.g., public investment). 
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4.2.2 Nature of economic cyc les in Port ugal since 1977  

Since this section looks at the downturn risks and uses the classic economic cycle concept, it 

is time to analyse recessions in Portugal.14 Recession periods are marked by a loss of tax 

revenue due to the shrinking of the tax bases, which, along with the increased spending on 

unemployment benefit and the greater expenditure inflexibility , leads to a build-up of budget 

deficits and the steady loss of fiscal space. Therefore, the probabili ty of recession periods 

represents an important downturn risk for the public finance position if there is no 

symmetrical change during the favourable cycle phases.  

Chart  12 ð Quarte rl y real GDP (logarithm), 1977 -2017 

 
Note: The shaded areas represent recession periods in Portugal. 

Sources: Bank of Portugal (long quarterly series) and CFP calculations. 

Taking a similar approach to the National Bureau of Economic Researchõs (NBER) dating 

committee , a recession is deemed to have occurred when there has been in decline in GDP 

by volume for at least two consecutive quarters. As per Rua (2017), the Bry-Boschan (1971) 

algorithm was applied to logarithmic series of GDP by volume from 1977-2017, and this 

identified six periods of recession (Chart 12). This implies that the probabili ty of a recession 

occurring in Portugal in any one year is approximately 15% (6/41). 

Using a binomial  distribution and assuming that the probabili ty of a recession is independent 

every year, we find that the probability of the Portuguese economy being in recession at any 

one time over a five-year period is approximately 55%.15 

 

                                                   
14 Rua (2017) deals in more detail with the dating of economic cycles in Portugal. 

15 These calculations follow the approach adopted by the Office for Budget Responsibility (OBR) in the 2017 

Fiscal Risks report. Using the same methodology,  the OBR concluded that for the UK the probability of its 

economy being in recession at any one time over a five-year period is approximately 50%. 
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Table 2 ð Recessions in Portugal since 1977  

Peak Trough Consecutive 

quarters of 

falling output  

Peak-to-

trough fall in 

output (%) 

Quarters for 

output to 

regain pre-

recession 

peak 

1980 Q2 1980 Q4 2 0,2 1 

1983 Q1 1984 Q1 4 2,3 5 

1992 Q2 1993 Q2 4 1,5 4 

2002 Q1 2003 Q2 5 2,4 4 

2008 Q1 2009 Q1 4 4,3 - 

2010 Q3 2012 Q4 9 8,1 20 

Average 5 3,1   

Sources: Bank of Portugal (long quarterly series) and CFP calculations. 

Table 2 shows the six periods of recession identified. The shortest recession lasted for two 

quarters and the longest for nine , with the latter corresponding to the sovereign debt crisis 

in Portugal. In this case the magnitude of the decline in GDP is proportion al to the duration 

of the recessions. In the largest recession real GDP fell by 8.1%. 

On average a recession costs 3.1% of GDP. The average duration of a recession is five 

quarters, which contrasts sharply with an average length of twenty quarters for booms, which 

means that on average the Portuguese economic cycle is 25 quarters long. On average the 

Portuguese economy took the same number of quarters as the duration of the recession to 

recover to the pre-crisis GDP level, with the exception of the last two recessions. The 

Portuguese economy is expected to return to the level prior to the two latest recessions 

(associated with the global financial crisis and the sovereign debt crisis) only in 2018. 

4.2.3 Economic cyc les and public finance  

A typical recession is marked by a real drop in income, accompanied by declines in private 

consumption, private investment and the price of assets, plus a rise in the unemployment 

rate. Tax revenue shrinks and public expenditure  usually increases as a percentage of nominal 

GDP.   

In order to use the quarterly statistics for g eneral government in public accounting terms , it 

was necessary to reduce the sample to the 1999-2017 period. Table 3 and Chart 13 show the 

changes in public finance in the economic cycles during this period, when the expenditure 

ratio followed an upward pa th even during the peak of an economic cycle, with the exception 

of a slight fall in 2008-2009. 
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Table 3 - Public finances and the economic cycles, 1999 -2017 

 

Notes: E stands for Expansion and R for Recession; account was taken of social transfers other than in kind. 

Accumulated gains/losses in economic cycles are relative to the variable itself.  

Sources: INE (quarterly national accounts by institutional sector) and CFP calculations. 

Chart  13 ð Government balance and public debt, 1999 -2017 (% of GDP) 

 
Note: The shaded areas represent recession periods in Portugal during the sample period. 

Sources: INE (quarterly national accounts by institutional sector ), Bank of Portugal and CFP 

calculations. 

This subsample covers three recession periods. In average terms the last recession caused 

the largest budget deficit  (7.7%). It was marked by the Economic and Financial Assistance 

Programme (EFAP), and led to a procyclical policy of cuts in public expenditure  during the 

recession in order to preserve the economyõs external borrowing capacity.  

Management of the stabilisation function in Portugal, through  discretionary policies, led to a 

build -up of budget deficits and to a permanent increase in the public debt ratio , which 

accelerated sharply from the time of the outbreak  of the international recession in 2008 (Chart 

13). The consequences of this fiscal policy stance were compounded by the fact that some of  

the more inflexible spending items remained on an upward path as a percentage of nominal 

GDP, erasing the fiscal space needed to respond to periods of economic contraction. In recent 

years this path has been corrected for total expenditure , where the ratio has dropped by 2.5 

p.p., while social transfers other than in kind, have stabilised at around 17.5%. The 

Phase of 

the cycle

Total 

revenue

Total 

Expendit

ure

Nominal 

GDP

Total 

revenue

Total 

Expendit

ure

Social 

benefits

GG 

compensati

on of 

employees 

Budget 

balance

Public 

debt

1999 Q1 2001 Q4 E 17.4 27.1 19.2 39.3 42.9 11.1 13.6 -3.7 51.3

2002 Q1 2003 Q2 R -2.2 6.5 2.8 39.3 43.3 12.0 14.1 -4.4 55.4

2003 Q3 2007 Q4 E 26.6 17.3 22.2 41.0 45.7 13.9 13.9 -4.7 64.6

2008 Q1 2009 Q1 R -3.9 8.6 -3.2 40.9 45.5 14.7 13.0 -4.6 70.5

2009 Q2 2010 Q2 E 9.2 6.2 2.6 39.6 49.7 16.1 14.2 -10.2 84.0

2010 Q3 2012 Q4 R -1.8 -8.1 -7.7 42.9 50.6 17.4 12.5 -7.7 110.8

2013 Q1 2017 Q4 E 12.7 0.0 17.4 43.8 48.1 17.5 11.6 -4.3 130.2

Cumulated gains/losses in 

economic cycles (%)
Ratio average (% of GDP)

Cycle
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maximisation of the downturn risks associated with the permanent effects of the economic 

cycles on public finance now depends on future developments : a continuation of the latest 

countercyclical dynamic or, on the other hand, a return to the previous pattern . 

4.3 RISKS ASSOCIATED WITH THE MAKEUP OF GDP GROWTH 

The composition  of GDP is very important to the formation of tax revenue, as some GDP 

items generate more tax revenue than others. However, those items are not necessarily the 

ones who make the largest contribution to potential GDP growth . 

Chart  14 ð Contributions for real GDP growth (p.p.), 1996 -2017 

 
Sources: INE and CFP calculations.  

Chart 14 shows that the variable which, on average, contributed the most to the growth in 

GDP by volume, broken down in terms of expenditure, was private consumption . It is also the 

item that generates most tax revenue, in particular VAT (Value-Added Tax) and excise duties. 

However, in a small, open economy private consumption normally contains a high level of 

imports .16 So, while its growth generates revenue, it has also lesser impact on GDP growth 

and puts pressure on external indebtedness.  

On the other hand, private investment and net exports generate little tax revenue directly, 

but can have a more important impact on economic growth and borrowing capacity in both 

the short and medium to long -terms. 

In Portugal the contribution of investment to real GDP growth was insufficient even to 

maintain the economyõs capital stock following a decline in the construction sector that 

began at the start of the first decade of the 21 st century. As stated earlier the low growth in 

investment in recent years led to a decrease in capital per employee, contribu ting to the 

stagnation in labour productivity  and restricting potential growth  in the long -term. Therefore, 

weak investment growth constitutes a downturn risk , since it penalises the economyõs 

potential growth . 

                                                   
16 See Box 2 òThe imported content of global demand in Portugaló, Bank of Portugal Economic Bulletin, 

December 2017, for a broader view of the imported contents of overall demand in Portugal. 
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Net exports are an important component for generating wealth . Although they make a less 

direct contribution to tax revenue, exports generate income, in the form of profits and salaries 

which are subject to a number of taxes, and they fuel consumption and employment which 

are themselves generators of tax and contribut ory revenue. In addition , exporting companies 

tend to be more efficient  (Arnold, 2015; Wagner, 2012), so their dynamism is reflected in the 

economyõs potential growth . The largest risk underlying exports is their external nature and 

their reliance on the external economic environment to which a small, open economy is 

exposed. As changes in the economy and Portuguese public finance have shown, this is the 

main reason for calling attention to the stabilising function of fiscal policy over the entire 

course of the economic cycle, so as to avoid the build-up of budget deficits  that increase the 

economyõs vulnerability to that environment. 
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5 RISKS TO REVENUE 

In Portugal there is a significant correlation between changes in public revenue and GDP. This 

sensitivity to economic cycle fluctuations reflects the nature of the automatic stabiliser that 

is tax policy. However, the way the stabilising function of fiscal policy was managed for some 

time and the increase in budget deficits in times o f crisis have forced the country to adopt 

corrective measures, which end up producing persistent growth in revenue, in both absolute 

terms and as a percentage of GDP.  

Chart  15 - Total revenues and nominal GDP change  

Nominal GDP and total public revenue growth rates  Correlation between the change in GDP and revenue 

(1996-2017) 

  
Source: European Commission (AMECO) and INE; CFP calculations. 

The introduction of measures that tend to increase tax and contributory revenue  or other 

revenue during the downward phases of the economic cycle resulted from the need to 

comply with the budget objectives required to preserve the economyõs external borrowing 

capacity. Thus, over the 15 years for which consistent information is available in national 

accounts, it was generally possible to comply with the objectives set out in the annual 

budgets, even at those time when the economy shrank the most, which meant that up to 

2014 most annual deviations between the forecast and the budget out turn were positive. 

Chart  16- GG total revenue in national accounts (in Mû) 

GG revenue: State Budget and State Account  GG revenue: deviation  

  

Sources: INE and Ministry of Finance. 

Taking into consideration only tax and contributory revenue , which is more directly 

dependent upon economic cycles, most of the observed deviations were positive, that is to 

say, the State collected more taxes than was forecast at the time the SB was prepared. On 

top of that, the correction of negative deviations in the balance led to a systematic increase 
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in revenue, although within any one year it may have been offset by another kind of non-tax 

and non-contributory revenue . 

Chart  17 ð Tax revenue and contributory revenue (in Mû) 

Tax revenue and contributory revenue: State Budget 

and State Account  

Tax revenue and contributory revenue: deviation  

  
Sources: INE and Ministry of Finance. 

These developments have led to a persistent increase in the tax burden, which was particularly 

sharp in the period of the financial and sovereign debt crises, although it has stabili sed in 

recent years at between 34% and 35% of GDP. 

 

Chart  18 - Tax burden (in % of GDP) 

 
Source: European Commission (AMECO) and CFP projections. 

 

5.1 PAST DEVIATIONS IN REVENUE FORECASTS  

From 2010 to 2017 total revenue grew by 9 704 Mû (13.3%, equal to 7.3 p.p. of GDP), and 

made by far the largest contribution (67.4%) to the budgetary adjustment of 14 391 Mû that 

has been undertaken since the beginning of the decade.  
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Chart  19 - Budgetary adjustment and revenue evolution, 2010 -2017 

Budgetary adjustment  2010-2017 (Mû) Evolution of Revenue vs. GDP  (yoy,  %) 

  
Source: INE. 

In fact, the ability to implement measures that increase revenue and to achieve the results 

forecast for the respective aggregates has mitiga ted the risks of non-compliance with fiscal 

goals, and is the main tool  for correcting the imbalances identifi ed in the GG balance. From 

2010 to 2017, the sums for total revenue in the original SBõs for each year deviated, on 

average, 0.5 p.p. of GDP from the outcomes calculated by the statistical authority in its first 

annual out turn calculations17. However, that average deviation is influenced by the fact that 

over the period 2011 to 2015, policy measures had been adopted that impacted on revenue, 

and in 2011 and 201318 they contributed to the final revenue out turn exceeding the SB 

forecast.  

Over the last three years, and after the conclusion of the EFAP, the total revenue out turn has 

fallen short of the figure projected in the various budgets , which suggests a trend to 

overestimate non-tax and non-contributory revenue , particularly sales and capital revenue, 

despite macroeconomic performance being better than expected . Should this trend continue, 

without being offset by spending constraints throughout the year, the risk of not reaching 

fiscal targets will increase in the future. 

 

                                                   
17The SB forecast is compared to the statistical authorityõs first revenue outturn calculation so as to remove any 

effects of later revisions of the figures which the MF could not have included in its forecast when preparing the 

SB.    

18 In 2011, a PIT surcharge was collected for which legislation was only passed in August , while at the end of the 

year banking sector pension funds were incorporated in Social Security. In October2013, a scheme for the 

exceptional settlement of tax debt s was approved.  
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Chart  20 ð Total revenue: SB vs. Budgetary Outturn, 2010 -2017 

  
Source: INE and Ministry of Finance. Note: Comparison of the SB and the out turn published in the first INE 

note on the budget ary outturn for the respective year, with the exception of 2010 because the first 

publication did not contain sufficient details . Therefore, in 2010 the information used relat es to 2010 but was 

only published at the time the 2011 account was closed. The horizontal line in the right -hand chart indicates 

the average deviation from the forecasts, in p.p. of GDP, over the years concerned. 

 

From 2010 to 2017, the MF forecasts relating to tax and contributory revenue  were, on 

average, 0.2 p.p. of GDP above the actual out turn. Social contributions and taxation are the 

most important components in GG revenue and, on average, accounted for 84% of total GG 

revenue from 2010 to 2017. As a percentage of GDP, tax and contributory revenue  totalled 

36.2%, which represented an average deviation of 0.5% compared to the average of the initial 

revenue forecasts in the SBs produced over the period concerned. In the last three years, the 

deviations in regard to tax and contributory revenue  were -0.03 p.p. of GDP, less than the 

average for the last eight years, pointing to an improvement in the accuracy of the MF 

forecasts for these items. Nonetheless, it must be stressed that in 2016 tax and contribut ory 

revenue benefitted from a scheme for the extraordinary settlement of tax debts 19, which had 

not been included in the initial budget and which resulted in revenue equal to 0.3% of GDP. 

Chart  21 ð Tax and contributory revenue: SB vs. Budgetary Outturn, 2010 -2017 

  
Source: INE and Ministry of Finance. Note: Comparison of the SB and the outturn published in the first INE 

note on the budget out turn for the respective year, with the exception of 2010 because the first publication 

did not contain sufficient details. Therefore, in 2010 the information used relat es to 2010 but was only 

published at the time the 2011 account was closed. The horizontal line in the right-hand chart indicates the 

average deviation from the forecasts, in p.p. of GDP, over the years concerned. 

                                                   
19 The extraordinary debt settlement scheme (PERES in Portuguese) was approved by Decree-Law no. 67/2016 of 

3 November 2016. 
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As regards non-tax and non-contributory revenue , the forecasts in the last eight budgets 

show an average positive deviation of 0.2 p.p. of GDP compared to the verified outturns . In 

absolute terms that deviation was equal to that seen in tax and contributory revenue, but it 

is more significant in relative terms, to the extent that over the 2010-2017 period non -tax 

and non-contributory revenue accounted, on average, for just 16% of total GG revenue and 

6.9% of GDP. This meant that the there was an average deviation of +2.9% compared to the 

average initial revenue forecast of the various SBõs (against the -0.6% for tax and contributory 

revenue).  However, that positive deviation was strongly influenced by the figure recor ded in 

2011, mainly as a result of incorporating banking sector pension funds in Social Security. 

Conversely, in the last three years (post-EFAP), this revenue aggregate experienced a growing 

negative deviation, contributing towards total GG revenue not reaching the level initially 

forecast. If this trend continues in future exercises it will increase the risk of not meeting  the 

budget targets , leading to additional pressure on expenditure control .  

Chart  22 ð Non -tax and non -contributory revenue, SB vs. Budgetary Outturn, 2010 -2017 

  
Source: INE and Ministry of Finance. Note: Comparison of the SB and the outturn published in the first INE 

note on the budget out turn for the respective year, with the exception of 2010 because the first publication 

did not contain sufficient details. Therefore, in 2010 the information used relat es to 2010 but was only 

published at the time the 2011 account was closed. The horizontal line in the right -hand chart indicates the 

average deviation from the forecasts, in p.p. of GDP, over the years concerned 

5.2 RISKS TO TAX BASES AND THE CONCENTRATION OF TAX REVENUE AMONG A LOW 

NUMBER OF TAXPAYERS 

Portugalõs membership of an economic block where capital and labour have full mobility and 

the increasing worldwide liberalisation require that decisions as to the level and makeup of 

the tax burden take into account existing practices in other countries, which constrain how it 

affects the national economy. In 2016, the tax burden in Portugal was 34.4% (below the 38.8% 

recorded in the EU). If we look at the trend line that compares GDP per capita to the tax 

burden, we find that Portugal sits below the line (Chart 23). However, despite the apparent 

slack as regards the tax burden, Portugal runs a risk if it attempts to increase the fiscal effort 

demanded of the economic agents concerned. Such risk is due to the fact that some of the 

countries that compete with Portugal, especially in terms of attracting investment, have tax 

burden ratios even further below that line.  Therefore, any future increase in the tax burden 

should take that limitation into consideration . In point of fact the mobility of labour and 

capital, particularly within the EU but also globally, allows economic agents to choose the 
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most favourable tax jurisdictions. This involves a risk of increased taxation as well as the 

adoption  of measures that complicate the tax system, making it less stable.  

Chart  23 ð Tax burden in Portugal and in the EU  

Tax burden (% of GDP): Portugal vs. EU 2010 -2016 Tax burden vs. GDP per capita, 2016  

  

Source: Eurostat 

The tax wedge20 reveals a characteristic of Portuguese tax competitiveness. Indeed, as the 

chart below shows the tax wedge in Portugal is above the EU average for taxpayers who earn 

an average wage in the country, regardless of their personal situation (single or married with 

children). Even to the point that in a household with two children where both adults earn an 

average salary, Portugal has the highest tax wedge (together with the Czech Republic) of all 

the countries included in the sample21. However, Portugal stands out as the more competitive 

State of those selected in terms of people in the same personal situations earning below 

average salaries. 

  

                                                   
20 See foot note 1. 

21 The countries were selected on basis of a similar GDP per capita in terms of Purchasing Power Parities (PPC). 














































































































