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PORTUGAL—MEMORANDUM OF ECONOMIC AND FINANCIAL POLICIES

A. Introduction and Macroeconomic Outlook

1 The Portuguese economy faces considerable challenges. Competitiveness
indicators have suffered, economic growth has been anemic, and the current account deficit
is at 10 percent of GDP. The global crisis exposed Portugal’s weak fiscal and financial
position with public debt at around 90 percent of GDP at end-2010 and private sector debt
about 260 percent of GDP. Banks that financed thls build-up in debt now have the highest
loan-to-deposit ra‘uo in Europe.:

2. - To address these challenges we have embarked on a balanced and focused
reform to correct external and internal imbalances and boost potential growth and
employment. Our strategy envisions bold and upfront structural reforms to improve
competitiveness, an ambitious but credible pace of fiscal adjustment, and measures to ensure
‘a stable and dynamic financial system. Large support from the international community will
help reduce the social costs of adjustment. It will also allow us sufficient breathing space to
establish a strong record of policy implementation before going back to markets.

3 Growth is expected to recover only gradually over the next three years. Output is
expected to contract around 2 percent in 2011 and 2012 on account of needed fiscal
consolidation, general confidence effects that led to the request for international financial

“support, and adjustments in the banking system. In addition, general market concerns for
Euro area periphery countries are also likely to weigh on sentiment in the near term.
Nevertheless, as markets regain confidence in the economy and structural reforms begin to
deliver, activity is expected to start recovering in 2013 onwards.

B. Reducing Public Debt and Deficit

4. Our fiscal targets are ambitious but realistic. We will target a deficit of 5.9 percent -
of GDP in 2011, 4.5 percent of GDP in 2012 and—consistent with the Excessive Deficit
Procedure deadline agreed with the EU—3 percent of GDP in 2013. This will stabilize public
sector debt by 2013, This deficit path reflects an appropriate trade-off between the need to
take decisive and frontloaded actions to restore market confidence while ensuring that the
pace of adjustment does not take an excessive toll on growth and employment.

5. Our program is fully specified and carefully balanced between expenditure and
revenue measures. The 2011 budget already entails a significant effort, with discretionary
fiscal measures amounting to some 5% percent of GDP. The deficit target for 2011 takes into
account that the recession is now expected to be deeper and that some SOEs have been
reclassified and included in the general government. To reach our target for 2011, we will
compress some spending (¥ percent of GDP) relative to the 2011 budget, particularly in
subsidies to SOEs and health spending. Additionally, to reach the targets for 201213, we



need to take measures of 5.1 percent of GDP in 2012-13. These measures are fully specified

in this MEFP at the outset. As to the policy mix, expenditure measures account for 3.4
percent of GDP and revenue measures for 1.7 percent of GDP. The priority given to
expenditure measures is in line with the need to reduce the public sector’s large claim on
resources. The fiscal adjustment will be supported by well-specified structural reforms.

6.

f2

Our program entails cuts in expenditures:

Following the 5 percent average cut in public sector wages this year, wages and
pensions will be frozen through 2013, except, in the case of pensions, for those in the
lowest categories. In addition, a special contribution levied on pensions above €1,500
will be introduced in 2012 but will exempt those in the lowest categories. Through a
policy of only partly replacing separating staff, we will reduce the number of civil
servants at the central government by 1 percent in both 2012 and 2013. The
rationalization of the public administration at local and regional governments will
provide further reduction in costs, including a reduction in employment by 2 percent
annually. '

Better means-testing procedures will protect lower income families while making

" savings in social security non-contributory benefits. Rationalization of curricula and

creation of school clusters, without damaging access, will cut costs in education. In
addition, savings will be made through curtailing transfers to local and regional
governments, other public bodies and entities, and SOEs.

Our strategy depends also on improving decisions regarding capital expenditures. We
will suspend the implementation of all new PPPs and large infrastructure projects
until a thorough feasibility assessment is completed. No public funds or guarantees
will be provided for the construction of the New Airport in Lisbon, and the high

speed train project to Porto will remain suspended for the duration of the program. In
addition, stronger controls will be put in place to rationalize new capital expenditures.
Finally, line ministries will be required to request a pre-authorization of the Ministry
of Finance (MoF) before engaging in new capital expenditure contracts.

We will streamline spending on defense, SOEs, regional, and local governments. We
will (i) submit a draft law by end-2011 revising the Military Funding Law to impose
expenditures ceilings and enforce a zero-new-spending commitments rule; and (ii)
reduce defense personnel and compensation by at least 10 percent during 2011-2014.
In addition to measures detailed below (23) we will reduce SOE fringe benefits by at
least 5 percent per year over 2011-2014 and will align wage compensation policies to
those of the general government.

On the revenue side, the focus is on increasing the share of consumption taxes

and reducing tax privileges:



® The higher VAT, PIT, and CIT rates in the 2011 budget will remain in effect through
2013. The list of goods and services subject to reduced VAT rates will be revised in
2011. The recurrent property tax (IMI) will be enhanced by a reassessment of the
property values starting in the second half of 2011and by rate increases from 2012
which will help compensate for a reduction of property transfer tax (IMT). Excise
taxes on vehicles and tobacco will be raised. Electricity taxation will be introduced
from January 2012. The convergence of deduction treatment of wages and pensions
for tax purposes will be concluded by end-2013. '

° A comprehensive revision of tax exemptions will yield 0.5 percent of GDP. We will
freeze all existing tax benefits and incentives, and roll back some of them. On
personal income tax, we will set a global cap on health, education and housing
allowances, differentiated according to tax bracket; and phase out the allowance on
mortgage expenses through legislation to be approved by end-2011. On corporate
income tax, we will by end-2011 (i) eliminate exemptions—including those subject to
the sunset clause of the Tax Benefit Code—and all reduced rates; (ii) limit the
deduction of losses; and (iii) limit the carryover period to 3 years. The temporary

* exemption of the annual property tax will be considerably reduced by end-2011.

- 8. In choosing fiscal measures, we have taken care to protect vulnerable groups.
The 5 percent cut in nominal public sector wages and the freezing of pensions in 2011
exempt those earning the lowest wages and pensions. The special contribution on pensions
will be levied only above a monthly threshold of €1,500. The means-testing program is being
enhanced by applying unified and consistent selection criteria throughout the transfers |
system. In the health sector, an exemption threshold will be introduced to protect the more
vulnerable from the proposed “moderating fees” (for health care) increases and the reduction
in exemptions. The exemption threshold based on the value of the property will be kept.

C. Streamlining the Public Sector
Public Financial Management (PFM)

9 The strategic focus of the budget will be sharpened. A fiscal strategy for the
general government will be published by July 2011, and thereafter in April annually,
specifying 4-year medium-term economic and fiscal forecasts. This will include supporting
analysis and underlying assumptions and 4-year costings of new policy decisions (structural
‘benchmark). Starting with the budget for 2012, budgets will be prepared within the context of
the fiscal strategy and will report information to allow for an assessment of performance
against this strategy. An independent fiscal council will be established by end-September

- 2011 to assess the government’s performance against the fiscal strategy.

10.  The budget process will be further integrated. SOE, PPP, and social security
decisions with fiscal implications will be integrated with the budget process to reduce






