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Executive Summary

The current document updates the Stability and Growth Programme (SGP) of the Portuguese Republic for
the period 2010-2013, in line with the obligations to the European Union in compliance with the Code of
Conduct of the Pact that establishes the format and content of the Stability Programmes.

The SGP, follo wing the general elections held in Portugal in September 2009 and the ap proval of the
State Budget for 20 10, in the Portuguese Parliament on 12 March, is sent to the Eur opean Commission
after the consultation of the social partners and political parties and after its presentation and assessment
by the National Parliament.

Unavoidably, the P ortuguese economy has be en hit by the international economic and fin ancial crisis.
Economic activity i n Portu gal was strongly affected by the spread of the effects of th e crisis, prim arily
during 20 09, thou gh als o si gnificantly in 2 008. T his crisis also affecte d the main P ortuguese trad ing
partners. After a nul | growth in 2008, and despite following closely the first Euro area c ountries to initiate
economic recovery in the se cond quarter of 2009, the Portuguese GDP recorde d a n egative growth of
2.7% in 2009, which, notwithstanding, is still better than the Euro area or the EU-27 average. At the same
time, the unemployment rate increased significantly, registering an annual average of 9.5%.

Inevitably, the decline of Gov ernment revenues and, in general, the auto matic stabilisers — in add ition to
the concerted measures by the various Member States of the Europe an Union to stimulate the economy
and sup port businesses, the un employed and ho useholds — had a n egative im pact ont he Ge neral
Government a ccounts of all countries. Portugal was no exception and, therefore, the process of fiscal
consolidation that had been in progress with rem arkable success since 2005 was interrupted in 2008,
largely due to a signific ant re duction of tax re venues. T hus, between 2007 and 200 9, the Portugu ese
General Gover nment d eficit i ncreased by 6.7 perce ntage points (p.p.) of GDP, in| ine with the growth
registered in the European Union, the countries of the OECD and of the G -20. General Government debt,
over the same period, registered a similar growth to that seen in other countries, standing now at 77.2% of
GDP, but still below the Euro area average.

Due to th e cri sis effects on Genera | Gov ernment accounts, and while mai ntaining a set of p olicies
essential to the necessary promotion of economic growth and employment, this SGP determinedly defines
a clear and serious budgetary consolidation strategy, with the goal of reducing the Ge neral Government
deficit to 2.8% of GDP by 2013 and controlling the growth of General Government debt, in order to reverse
its current tre nd a nd re duce its ratioto GDP by 2013. T he Portuguese Gov ernment makest his
commitment a ware that a s erious and co nsistent fisca | conso lidation process, aimed at achiev ing the
sustainability of pu blic accounts, isa necessary condition for the str engthening of confid ence a nd
sustained ec onomic gr owth, cont ributing t o the correcti on of ex ternal macroec onomic imbal ances and
promoting the competitiveness of the Portuguese economy.

This SGP, in order to ens ure that this exerci se has sol id and credible foundations, adopts a particular ly
prudent macroeconomic scenario. Thus, gradual but modest economic recovery is expected, reflected in
output growth of 0.7% in 2010, 0.9% in 2011, 1.3% in 2012 and 1.7% in 2013. Accordingly, the economic
stabilisers contribution to the process of consolidation and, in particular, of the revenue generated by the
growing economic activity, is set at realistic and trustworthy levels.

It should be emphasized that given th e prevailing domestic and i nternational economic environment and
the u ncertainties that still e xist, th e r ecently a pproved State B udget for 2 010 already envisages a
reduction of the General Government deficit to 8.3% of GDP this year. Thus, the Portuguese Government
decided to i nitiate the process of red ucing the Ge neral G overnment d eficit this year, and intensify th at
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reduction in subsequent years by a further 5.5 p.p., in order to achieve the aforementioned target of 2.8%
of GDP in 2013.

% of GDP)

(
I P P
Net Lending of Gen. Government -8.3 -6.6 -4.6 -2.8
Primary balance -5.1 -2.8 -0.6 1.3
Structural balance® -7.3 -5.6 -3.8 -2.3
Structural primary balance® -4.1 -1.8 0.3 1.8
Public debt 86.0 89.4 90.7 89.8

Notes: (a) Including, in 2010, anti-crisis measures.
Source: Ministry of Finance and Public Administration.

More precisely, taking into account that the measures adopted in the State Budget for 2010 will result in
the red uction of General Go vernment deficitby 1 p.p. of GDP and t hat the macroec onomic scen ario
implies an additional contribution of 2 p.p. associated to a moderate economic dynamism in the period
2011-2013, this SGP, in order to achieve the established target, further adopts the necessary measures to
reduce the deficit by an additional 3.5 p.p. of GDP, as shown in Table 2.

In line with what the Portuguese Government has shown being capable of, since 2005 and until the onset
of the international crisis, the adopted fiscal consolidation strategy is primarily based on cutting public and
tax expenditure, and on the additional correction of the growth of public debt through a broad privatisation
program, opting to maintain a general framework of stability for tax structure and favouring the recovery of
economic activity, the com petitiveness of firms an d th e susta inability of employment. In fact, the
distribution of the co ntributions to the reduction of the Ge neral Gover nment deficitb y 3.5 p.p. of GDP,
through the direct effect of the measures established in the SGP, shows a clear priority for re ducing
expenditure, which contributed with 2.7 p.p., while the improvement of revenue represents a contri bution
of 0.8 p.p..

As regards the reduction and control of expenditure, particularly current expenditure, the SGP, besides the
phasing out of the temporar y measures a dopted to tackl e the effects of the inter national crisis, takes in-
depth m easures to curb a Il the main  headings of expenditure: com pensation of empl oyees, so cial
expenditure an d interme diate consumption. It also ta kes action i n relati on to interest expe nditure and
capital expenditure.

Hence, it is established that compensation of employees must be reduced to 10% of GDP by 2013. The
following me asures, amo ng others, will be adopted to achieve this goal: i) strength ening the control of
admissions to the General Government through the e nhanced implementation of the recruitme nt rule of
only one new public employee for at least every two public employees leaving; ii) strong wage restraint; iii)
conclusion of the revision of special bodies and careers of the General Government.

As regards social expenditure, the measures that will be adopted include: i) the definition of expenditure
ceilings o n so cial b enefits of the non-contributory Soci al Security sc heme, in particu lar on the Soci al
Integration Income; ii) the sp eeding up of the conv ergence of the ci vil servants pension scheme ( CGA)
with that of the General Soc ial Security scheme; iii) changing the unemployment benefit scheme, with the
aim of promoting a faster return to work; iv) the rationalisation and control of health expenditure, in order
to ensure the financial sustainability of the National Healthcare Service (NHS).
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The allocation conditions for non-contributory social benefits will also be redefined, through the e xtended
use of the s o-called "m eans-testing" (“ condicdo de recursos”) a nd its more tho rough ap plication,
considering the total actual income of the beneficiary, including financial income as well as wealth, so that
the effort of t he State and taxpayers with non-contributory social benefits sup ports those who truly need
such assistance.

The envisag ed measur es as regar ds in termediate co nsumption, pa rticularly o perating e xpenditure,
include: i) 40% reduction of expenditure on the acquisition of material and equipment established in t he
Military Fun ding Programm e, for each year; ii) the def inition of a ¢ eiling for outsourc ing e xpenditure,
concerning studies, expert opinions, projects and consultancy; iii) promotion of the shared management of
resources, including in the health sector; iv) management improvements in Education and Justice, both
the management of the network and processes and the management of each unit.

Moreover, a reductio n of inter est expense is also env isaged, by controlling the gro wth of public d ebt by
means of a broad privatisation programme in the State-Owned Company Sector.

As regards ¢ apital e xpenditure, despite the role that public inv estment will co ntinue to hav e in

strengthening economic growth, in the country’s modernisation and promotion of the Portuguese economy
competitiveness, the e nvisaged measures comprise the postponement for two years of the Lisbon-Porto
and P orto-Vigo high-speed rail projects (thus rem oving any b udgetary impacts of these pr ojects u ntil
2013), as well as not making any new commitments to road infrastructure concessions, thus establishing a
framework for the gradual return of public investment to pre-crisis levels. The zero indebtedness rule for
regional and local g overnment entities will also b e ado pted, exc epting under emergency situ ations or
when intended to finance projects with EU co-funding.

All these expenditure control and reduction measures will undoubtedly benefit from the positive effects of
the structural reforms carried out in Portugal in the recent years, especially the reforms in Social Security
and in General Government. Furthermore, they will be accompanied by new initiatives aimed at improving
and modernising the existing bud getary fra mework, i ncluding the r evision of th e Budgetary F ramework
Law. One of the goals of this revision is to promote a pluriannual material and financial programming and
to enforce the implementation of expenditure rules and ceilings.

A second set of measures targets the reduction of tax expenditure, in terms also intended to enhance the
equality of the Portugues e tax s ystem an d to fairl y distribute the effo rt inher ent to the conso lidation
process. Therefore: i) capital gains on securities are no longer exempt from taxation, and are now taxed at
the rate of 20%; ii) global thresholds are set for personal income tax allowances and benefits, according to
the ta xable i ncome, e xcluding th e firstt wo i ncome ta x brackets and n ot enc ompassing ta ilored
allowances, concer ning taxpa yers, de pendents an d rel atives in asc ending | ine a nd pers ons with
disabilities; iii) the specific personal income tax allowance for pensions above €22500 per year willbe
reduced, in order to ensure convergence with the tax obligations of assets with similar income.

The measures to improve contrib utory r evenue an d oth er current rev enue ar e: i) the e xpansion and
enhanced monitoring of the contrib utory base of Social Security, through the entry into force of the n ew
Contributory Code and combating contribution fraud and evasion; ii) the introduction of tolls on motorways
currently sh adow toll (SC UT), includ ing bo th those already s ubject to a decis ion an d others curr ently
under eval uation, dep ending on verificati on of the def ined criteri a; iii) the creat ion of an extr aordinary
personal i ncome tax rat e o f 45% for taxabl e inc ome a bove € 150000, with th e fun damental a im of
promoting a fair distrib ution of effort associate d with the cons olidation proc ess. These me asures to
improve revenue, combined with the effect of the automatic stabilisers, should contribute to th e recovery
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of tax reve nue, which is e xpected to occur gradually, so 2013 levels (as percentage of GDP) will stand
close to those registered before the financial crisis.

The privatisati on programme, in articulation with a mo dern visi on fo rthe ro le of the State-O wned
Company Sector in safeguarding the public interest, will represent a powerful contribution to the correction
of the growth of public debt and the indebtedness of the economy, thus leading to a r eduction of interest
expenditure. The estimate income over the period is €6 billion, and the programme includes companies of
the financial, energy, transport, communications and paper sectors, among others.

In addition, a group of measures are envisaged for the State-Owned Company Sector, aimed at reducing
the in debtedness of the sector an d im proving its sustai nability. T he most important are : i) establis hing
annual growth ceilings for the indebtedness of non-financial State-Owned Enterprises, until standing at 4%
in 2013; ii) the revision of the expenditure on pension systems and health plans; iii) align the State-Owned
Company Sector with wage restraint and reduction of operating costs me asures adopted in the General
Government; iv) promote the internal restructuring and reorganization of the enterprises in order to foster
efficiency and cut expenditure.

It should be noted that the planned fiscal consolidation path to 2013, in particular the im provement of the
primary b alance, will allow the curbing of th e upward trend public debt has been following since 2008,
under the ec onomic and financial crisis. A reducti on of the public debt to GDP ratio is even expected in
2013, the year when the primary balance will return to a positive terrain. The abovementioned privatisation
operations should also make a sig nificant contribution to reducing the public debtto GDP ratio, si nce
revenue from the privatisation operations will be allocated to the amortisation of debt. The dynamic effect,
which is given by the difference between the growth of the implicit interest rate on debt and nominal GDP,
will also have a positive co ntribution to debt d ynamics, since the r ecovery of the ec onomy in nominal
terms should be higher tha n the forec asted rise of interest rates. A frame work of stabil ity is ther efore
foreseen, as well as a positive contribution from the public sector, over time, to reduce the indebtedness of
the Portuguese economy vis-a-vis the rest of the world.

As mentioned above, this SG P is, in fact, a commitment with a s erious and clear strategy for th e fiscal
consolidation process, always accompanied by a core sense of fairness and equality in the distribution of
the efforts d eemed necessary. Itis a strategy that is also i ntended to be appropriate to the d elicate
situation of th e eco nomic r ecovery proc ess. Moreover, the co nsolidation of ec onomic gro wth, with its
positive re percussions i n sti mulating th e | abour mark et, is a n int egral part of th e s trategy for fis cal
consolidation. Hence, the option chosen has been to ma intain the stability of the tax structure and to still
retain, at this stage, a contribution from public investment or from public initiative investments to stimulate
the economy and s upport e mployment, which is expected to b e i ncreasingly su pplemented by private
investment, as confidence is strengthened.

The recovery of economic growth will focus on e xternal demand, which implies the strengthening of the
export se ctor and th e i nternationalisation of th e Po rtuguese e conomy, p articularly among sma Il and
medium-sized enterprises, aiming to penetrate new markets and further improve the added value of o ur
exports. Accordingly, improvements in exports and continued commitment to renewable energy will be the
main pillars for fostering the competitiveness of the P ortuguese economy and the strate gy to e nsure the
structural a djustment of its ext ernal imb alances. Ad ditionally, it must be stresse dthatthe SGPis in
articulation with public policy reforms aimed at modernising the economy and the State and improving the
underlying ¢ ompetitiveness of th e Port uguese economy, i n areas such asth e impr ovement of

qualifications, investmentin science and techno logy, the simp lification of a dministrative proc esses,
procedures a nd practices, a nd cu tting th e red-tape a nd other conte xt costs of compan ies, or the
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improvement of transport and logistics infrastructure, in order to ensure that the Portuguese economy can
effectively access foreign markets.

Nonetheless, the co nsolidation of ec onomic growth and gradual improvement to th e structural c onditions
underlying competitiveness of the Portuguese economy will only lead to sustained growth of the economy
and em ployment if acc ompanied by a suc cessful fisc al consolidation and a red uction of t he level of
indebtedness of the Portu guese economy. T hese ar e the o bjectives of this Sta  bility and Gro wth
Programme and the rationale of its specific and rigorous measures, for a stronger economy.
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Table 2. Main Impact of the Public Finances Consolidation Measures, from 2011 onwards

% of GDP
Direct effects resulting from comparison
with no policy changes scenario ("

DECREASE OF CURRENT EXPENDITURE

Strong wage constraints and the reinforced implementation of the "2 out for 1 in"
recruitment rule, in order to reduce the share of GDP of compensation of employees 0.20 042 0.63
expenditure to 10% in 2013 - nominal decrease of atleast €100 million per year

Definition of ceilings and decrease of expenditure

Social benefits of the non-contributory Social Security schemes (nominal value freeze

and compulsory means testing as elegibility condition for all the non-contributory

benefits, ceiling for transfers from the State Budget of €7100 million in 2011, €7000 0.30 045 0.55
million in 2012 and €6900 million in 2013, including a ceiling of €400 million for the

Social Integration Income in 2011 and €370 million in 2012 and in 2013)

Management and control of health expenditure - internal control; implementation of public
service contracts and incentive mechanisms in the National Healthcare Service; medicine 0.20 0.30 0.39
policy, electronic prescriptions; and supplementary diagnostic and therapeutic services

Speed up the convergence of the civil servants pension scheme (CGA) with the Social
Security general scheme, including the frontloading of the new rule to penalise early
retirement and the the full transition, already between 2012 and 2013, to the retirement age
at 65 years old

0.04 0.05 0.07

Reduction and rationalisation of operating expenditure, defining ceilings for outsourcing
expenditure, with projects, studies, expert opinions and consultancy (€90 million per year)
and for military equipment expenditure (revision of the Mlitary Funding Programme with a
40% redution in the scheduled amounts for each year)

0.20 0.20 0.20

Reduction of the cost of the general government debt as a result of privatisation operations 0.03 0.07 0.10

DECREASE OF CAPITAL EXPENDITURE

Postponement for two years of the Lisbon-Porto and Porto-Vigo high-speed rail links, in
order to avoid any financial impact until 2013

Non-commitment to new road infrastructure concessions and gradual return of investment

. 0.26 0.45 0.60
to pre-crisis levels

INCREASE OF REVENUE

Capital gains on securities subjectto 20% personal income tax rate 0.14 0.14 0.14
Limitation of personal income tax allowances and benefits 0.26 0.26 0.26
Reduction of the specific personal income taxallowance for pensions exceeding 0.06 0.06 007
€22500/year
Broadening and control of the Social Security contributory base, and temporary special (until 0.18 028 037
2013) income tax rate of 45% on incomes above €150000 i i i
TOTAL HSCAL SAVINGS (attributable to these measures) 1.87 2.82 3.56
Of which: attributable to the increase of revenue 0.64 0.74 0.84
attributable to the decrease of expenditure 1.28 2.08 273
of which: attributable to the decrease of primary expenditure 1.20 2.02 2.63

PRIVATISATIONS in the energy sector (Galp Energia, EDP, Ren, Hidroeléctrica Cahora
Bassa), shipbuilding and defence sectors (Estaleiros Navais de Viana do Castelo, Edisof,
EID and Empordef IT), air transport (ANA and TAP), rail sectors (CP Carga and EMEF),

financial sector (BPN and Caixa Seguros), communications sector (CTT), paper sector
(Inapa), and mining sector (Sociedade Portuguesa de Empreendimentos), as well as the
concession to operate CP railway routes.

Effect in reducing Public Debt 0.99 0.79 0.65

STATE-OWNED ENTERPRISES

Establishment of indebtedness ceilings -impact of the slowdown of the indebtedness 0.70 0.79 0.93
growth rate

(1) As specified in Box IV.2.
Source: Ministry of Finance and Public Administration.




I. EcoNowmic OUTLOOK

I.1 Recent Developments of the Portuguese Economy

In 2008 and 2009, particularly between the last quarter of 2008 and the end of the second quarter of 2009,
the world economy faced an economic crisis only comparable to the 1929 crisis. The recent crisis first hit
the most a dvanced economies, which, in 2009, recorded a decline of about 3.2% in GDP, aftera 0 .5%
growth in 2008 (0.6% and -4 % in the Euro area in 2008 and 2009, respectively), spread to the emergi ng
economies and developing countries. China and India are exceptions to this trend, continuing to re gister
relatively hi gh real GDP gr owth rates, th ough lo wer th an in pr evious years. Inrespo nse toth is
environment, trade declined signific antly in 200 9 (-12.3%), conflicting with the average growth of 6.6 %
between 2000 and 2008.

The spread of the crisis in international financial m arkets to th e re al economy, the decline of the real
estate construction segment in the USA and in some European economies (UK, S pain and Ireland) and
the reduction of the pric e of raw materials (oil and non-energy goods), with a negative impact chiefly on
emerging economies, all contributed to this environment. The increase in uncertainty, the deterioration of
growth prospects and worldwide demand, the rapid deterioration of the labour market and the existence of
more restrictive conditions on contracting loans, due to the asymmetrical distribution of liquidity and rise of
risk premiums incorporated into loan interest rates, were factors that favo ured economic decline in most
countries.

Portugal, a small open economy, was not immune to the direct and indirect repercussions of a crisis of this
nature. T he econom ic situat ion of oth er countri es, espe cially among Portugal’s mai n tradin g part ners
(Spain, Germany, France, Italy and UK), played a decisive role in the real contraction of the Portug uese
economy in 2009, particularly by the negative impact on the flow of international trade.

(Nominal y-on-y, 3 month moving average) (p-p.)
50 1 r 80 4 -
45 - \/’/\ 70 3 | |
01 2 1 - -
1 oo ,"~~~-___.=” N,
35 1 - , ~- ~
L ~ ’ N
30 - 50 0 T ‘\\ —4 —_— 3} -—|
4 \
25 L 40 1 4 mm 3 \\
AY
20 4 L 30 2 1 = N
15 1 3 o
S0 u
10 4 A
5 | 10 5 J
0 . . : . . . . . . 0 2002 2003 2004 2005 2006 2007 2008 2009e

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 Private Consumption s Public Consumption

Investment B Stocks

Exports Imports = Openess
Net External Demand ====- GDP (%)

Source: INE.

On the expen diture sid e, the variab les th at record ed the most signifi cant decl ine were e xports an d
investment. However, since imports also registered a noticeable decline, and given the greater s hare of
this component in the bala nce of goods, th e net e xternal demand’s contribution to the chan ge in o utput
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was pos itive. Moreov er, the stimul us mea sures, provi ded in coor dination with ot her EU gover nments,
helped private consumption to register a d ecline that was not as significant as initially forecasted, though
registering a negative dynamic (real year-on-year rate of change of -0.8%). Hence, GDP in 2009 fell by

2.7% in real annual terms, after recording a null growth in 2008. This is a better result c ompared with that
seen in the Euro Area (-4%) and among Portugal’s main trading partners.

Figure 1.3. GDP — Portugal and some of its trading partners
(Real y-on-y growth rate, %)
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On the sup ply side, the co ntraction in manufacturing began in 2 008 and lasted throughout 2009, having
the industrial production index for manufacturing recorded a year-on-year decline of 9.9% (compared with

-4% in 2008). In the constr uction sector, which has shown real falls in recent years, there was a counter-

cyclical b ehaviour, cause d b y the imp act of the implementation of the progr amme to stimulate the

economy, in particular the programme to upgrade secondary schools.

The services sector also registered substantial s hrinkage during 2009 (negative ye ar-on-year decline of

12.2%, versus 0.4% in 2008), which also encompassed retail trade (-5.5% in 2009, in year-on-year terms,
after a growth of 2.4% in 2008).

Figure 4. Industrial production indexes

Figure I.5. Turnover index
(Y-on-y growth rate, 3 month moving average)
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The labour market reflected this shrinkage of the real economy. Following the improvement recorded in
2008, a heavy decline was recorded in 2009 — the unemployment rate rose to 9.5%, on average, and total
employment fell by 2.8% from the previous year. This increased synchronization between the contraction

of economic activity and the increase of the unem ployment rate dem onstrates the magnitude, scope and
speed at which this crisis spread through all sectors of activity.

Table I.1. Labour force, employment and unemployment
(Y-on-y rates of change, %)

Labour force 0.6 0.1 -0.8 0.2 0.8 -0.3 -0.2 -04 -1.0
Total Employment 0.2 0.5 -2.8 1.1 14 -0.1 -0.2

-1.1 -0.5

-1.8 -2.9 -34 -3.0
Unemployment Rate (%)’ 8.0 7.6 9.5 7.6 7.3 7.7 7.8

Note: (1) Unemployed population/Labour force.
Source: INE, Quarterly Employment Survey.

8.9 9.1 9.8 10.1

The years of 200 8 and 20 09 were at ypical in terms of price be haviour. Pric es regi stered conti nuous
growth between the sec ond half of 2007 and the third quarter of 20 08, due to raw materials and energy
product price trends on international markets. At the end of that period, this price trend was reversed, with
prices retreating he avily and continuing to f all throughout 2009. T his trend, tog ether with the si gnificant

slowdown in economic activity in Portugal, moulded prices performance in 20 09: the CPI decreased by
0.8% from 2008, following an increase of 2.6% in the previous year.

Figure 1.6. Consumer price index and oil spot price

Figure I.7. HICP — Portugal and Euro Area
(Rates of change, %)
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The implem entation of ec onomic and fin ancial p olicies by g overnments and ce ntral ba nks of vari ous
countries led to a gradual improvement of the situation in international financial markets and to a reduction

of risk premiu ms, which, however, have remained higher than the y were before the start of the financial
crisis.
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Figure 1.8. Short-term (3-month) interest rates Figure 1.9. Stock market indexes
(Y-on-y rates of change, %) (April 2007=100, end of period)
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The economic data, reflecting this articulated effort to combat the effects of the economic and financial
crisis, have gradually become less ne gative from mid- 2009 onwards, pointing to a rec overy of economic
activity and international trade in the second half of the year for most of the more advanced economies.

.2  Financing of the Portuguese Economy

Portugal’s participation in the Economic and Monetary Union, since its inception in 1999, had a significant
impact ov er the economy in what concerns the change in the ec onomic environmentin which agents
operate. The extinction of the exchange rate risk, jointly with a decrease in nominal and real interest rates,
induced to, on the on e hand, a red uction of restrictions on the access to capital and, on the oth er, an
increase in the possibilities of assets portfolio diversification.

In this new context, the Portuguese economy financial openness to the exterior broaden, as shown by the
increase of h oldings of fina ncial assets i ssued by non reside nts, as well as by t he hi gher fore ign
indebtedness, both presenting a more pronounced trend (Figure 1.10).

Figure 1.10. International investment position (IIP)
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Alongside with these d evelopments, the Por tuguese banking system was alre ady undergoing significant
changes to its regul atory fra mework, nam ely thr ough priv atization an d | iberalization processes which,
simultaneously with this s ector’s sig nificant tec hnological progr ess, hav e le d to a n in crease in cre dit
market competition. Banks, in turn, have p layed a very important role in the transmission of these new
market cond itions to the d ifferent sector s of the econom 'y, th us fu Ifilling their role as fin ancial
intermediates. Despite the late development of the financial system, when compared to other European
countries, this evol utions eta go odra nking position f or Portug al i n what co ncerns the fin ancial
intermediation degree, carried out b y Othe r Monetary F inancial Institutions (OMF I)'. This indic ator has
been increasing, in a comprehensive way, particularly in countries that belong to the Euro area.

This ne w mac ro-financial fra mework allowed ec onomic agents to h ave access to fi nancing in m ore
favourable market conditions, than those previously applied in the Portuguese economy. This enabled the
sharing of int er-temporal risk, nam ely the smoothing of consumption and the i nvestment over the life
cycle, compensating for expected changes in income. In aggregate terms, the more broadened access to
credit induced a significant reduction in the saving rate, while consumption kept growing faster than GDP.
This development led to an increase in Portuguese indebtedness, reflected in the International Investment
Position (IIP) evolution (Table 2).

Table I.2. International investment position, by institutional sector

(% of GDP)

" onetary rnmci st | Genera Government | —ner secors
1996 16.8 -13.3 -14.2
2002 -32.0 -34.2 8.8
2009 -43.6 -52.8 -12.1

Source: Banco de Portugal.

Regarding the IIP b y i nstitutional sector, th is net external ind ebtedness has b een mainly achieved by
General Gover nment entities, on t he one h and, and by MFls, on the other . However it is important to
emphasize that the MFIs went from a creditor position in the late 90 to a debtor position, due to its role in
financial intermediation.

Concerning th e p ublic cas e, this d evelopment re presents a gro wing demand for external fin ancing by
General Gove rnment entiti es, in a conte xt where the monetary fin ancing of the deficitisnolo  nger
possible. Again, the inte gration of the E uro area h as brought b enefits, allowing a wider market for the
Portuguese Government debt demand and, therefore, a more competitive State funding. The action taken
by Instituto da Gestdo da Tesouraria e do Crédito Publico, IP, with re spect to t he debt placementin
international markets, led to the i ssue of higher amounts, ensuring the benchmark securities trade, which
must be quoted by the market makers. The issue of benchmark securities is essential to ensure a net yield
curve, particularly in the 10-years segment, the benchmark of capital markets in the Euro area.

Regarding the MFls, this sector external indebtedness was intended, primarily, to finance other sectors of
the economy. As shown in the figure below, the net financial assets of the MFIs remained relatively stable
over the period, which means that the increase in foreign liabilities was offset with the significant increase
in assets (Figure 1.11).

! Measured by the ratio between the sum of financial assets and lia bilities of OMFI and the sum of financial assets and
liabilities for the economy.
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Figure 1.11. Main components of OMFI balance sheet
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Indeed, the as sets of t he Po rtuguese b anking sector, es pecially the loans to the pr ivate no n-financial
sector, have been rising considerably, reflecting the fact that the money borrowed in the Euro area market
was channelled into households and non-financial corporations (Figure 1.12).

Figure 1.12. Evolution of banking internal loans
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Furthermore, in the case of households the more favourable financial conditions have, in a large extent,
increased th eir debt | evels, mainly aiming private housing purc hasing ( Figure 1.13). | n fact, the lo ans
granted by MFIs with this purpose have been representing, since 1996, over 70% of total loans, re aching
about 80% at the end of 2 009. The Inquérito ao Patriménio e Endividamento das Familias? micro-data
concluded th at this i ncrease in d ebt levels resulted | argely from a greater num ber of families h aving
access to credit, thus facing | ower liquidity constraints, rather than an increase in indebtedness levels for
families who already held credit.

Comparing Portugal’s data with other European Union countries, it seems that the increase in households
loans was widespread, despite th e fa ct that Po rtugal was on e o f the co untries re gistering a h igher

increase (Figure 1.14).

2 Survey on households’ wealth and indebtedness conducted by INE and Banco de Portugal.
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Figure 1.13. Households wealth and loans Figure 1.14. Differential in households loans
(Million €) (2008-1999, p.p. of GDP)
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In what concerns the no n-financial corp orations, the higher use of bank credit was to fi nance their o wn
activity, even though the own funds remained as the main source of financing.
Figure 1.15. Differential in non-financial corporations loans
(2008-1999, p.p. of GDP)
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As regards th e intern ational conte xt, the increas e of non-fi nancial corpor ations | oans was mo re
heterogeneous than in the case of individuals, with Portuguese values approaching the European average
(Figure 1.15).

.3 Medium-Term Scenario (2010-2013)

I.3.1 External Technical Assumptions

The prospects for 2010 a nd 2011 com prehensively i ndicate a sign ificant improvem ent in the world
economic activity. W orld GDP, accord ing to the Inter  national Mon etary F und, s hould increase,
respectively, by 3.9% and 4.3% in real ter ms, anch ored on th e sh arp recovery of the emerging a nd
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developing economies, in a context where the recovery of the adv anced economies s hould occur at a
slower pace. The grad ual recovery of the world economy s hould be accompanied by mo derate prices
development over the medi um-term horizon, though a sli ght increase is forecasted d ue to the e xpected
increase of raw material prices.

In summary, t he assumptions for the e xternal env ironment p oint to th e rec overy of the i nternational
economic climate, with a gradual overcome of the financial and economic crisis.

There are still, ho wever, some risks that may affect the strength of the re covery, which are related to the
possible stagnation of domestic demand in advanced economies.

The scenario of a significant rise in oil prices caused by supply not keeping pace with growth in worldwide
demand, especially from China, is also considered a potential risk. It must be noted that the recent crisis
halted investment in new oil rigs i ntended to increase oil supply capacity. Moreover, at a time of sharply
rising unemployment and worsening social tensions, there may be more pressure for a rebound effect of
trade and financial protectionism.

Nonetheless, there are reasons to believe that this potential risk might be mitigated, considering:

a) The remoteness of a scen ario of collapse of the inte rnational financial system (similar to that of the
1930s);

b) The marked improvement in expectations of financial market operators;

c) The strong possibility that consumption, investment and, hence, GDP grow higher than expected in
the short to medium term.

In this c ontext, the growth in relevant foreign markets® for Portugal and an increase in interest rates are
envisaged for the near future. Also expected to occur is (i) the increase in oil prices; (ii) the appreciation of
the e uro against the d ollar and (iii) the r ise of the inflation rate, in li ne with e xpected incre ase of raw
materials and oil prices.

The table b ellow s ummarises the m ain e xternal ass umptions underlying the m acroeconomic scen ario.
These assumptions reflect information available as at 26 February 2010.

Table I.3. International environment — main assumptions

Grow th of relevant external demand (%) 25 -14.7 1.7 4.5 45 4.6
Oil price (Brent, USD/bbl) 96.4 62.5 76.6 82.0 84.8 86.5
Short-terminterest rate (annual average, %) (a) 4.6 1.2 1.2 24 29 3.2
Long-term interest rate (annual average, %) (b) 4.6 43 45 5.1 53 52
Nominal effective exchange rate for Portugal (c) 1.3 -0.9 0.0 0.0 0.0 0.0
USD/Euro exchange rate (annual average) 1.471 1.393 1.434 1.470 1.460 1.450

Notes: (f) forecast.

Notes: (a) 3-month Euribor rate; (b) 10-year treasury bonds; (c) Annual average rate of change in % (positive/negative change means
appreciation/depreciation of the euro).

Sources: Ministry of Finance and Public Administration, EC, IMF and OECD.

% Relevant foreign markets — it is an indicator calculated by the Ministry of Finance and Public Administration based on
the forecasts of real growth of imports of the Portuguese main trade partners, weighted by the relative importance that
those countries have on the Portuguese exports. In the case of Portugal the following countries were considered: Spain
(26.5%), Germany (13.3%), France (12.4% ), Angola (8.1% ), UK (5.6%), Italy (3.8%), The Netherlands (3.7%), USA
(3.6%), Belgium (2.4% ), S weden (1.2% ), Brazil (1% ) and C hina (0.8% ), which amount for more than 80 % of the
Portuguese exports.
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1.3.2 Prospects for the Portuguese Economy for 2010-2013

The high degr ee of uncerta inty that still ¢ haracterises the worldwide recovery of the econ omic a nd
financial activity demands f urther ca ution a s far as th e d esign of th e macroeconomics forecasts a re
concerned.

The recovery of the Portuguese economy is envisaged for 2010, with an estimated growth of 0.7% in this
year. T his imp rovement sho uld be s een in the co ntext of the rec overy of r elevant f oreign mark ets,
reflected in the growth of exports for this year.

Table .4. Main economic indicators
(Rates of change, %)

GDP and Expenditure Components (real terms)

GDP 0.0 -2.7 0.7 0.9 1.3 1.7
Private Consumption 1.7 -0.8 1.0 0.8 0.9 1.0
Public Consumption 1.1 3.5 -0.9 -1.3 -1.4 0.2
Investment (GFCF) -0.7 -11.1 -0.8 1.0 1.6 1.8
Exports of goods and services -0.5 -11.4 35 4.1 45 46
Imports of goods and services 2.7 -9.2 1.7 1.9 1.9 20

Price Developments
CPI (a) 2.6 -0.8 0.8 1.9 1.9 2.0
Labour Market Developments

Employment 0.4 -2.8 -0.1 0.1 0.4 0.6

Unemployment Rate (%) 7.6 9.5 9.8 9.8 9.5 9.3

Apparent labour productivity -0.4 -0.1 1.3 0.8 0.9 1.2

Current and Capital Account Balances

Net lending / borrow ing vis-a-vis the rest of the w orld -10.3 -9.4 -9.3 -9.1 -8.7 -8.3
- Current account balance -121 -10.6 -10.8 -10.8 -10.6 -10.1
of which Balance on goods -12.1 -10.0 -10.3 -9.9 -9.5 -8.9
- Capital account balance 1.8 1.2 1.6 1.7 2.0 1.8

Notes: (e) estimate; (f) forecast.
Note: (a) Consumer Price Index average annual change.
Sources: INE and Ministry of Finance and Public Administration.

Furthermore, private consumption s hould register a pos itive growth of a round 1%, a bove GDP gro wth.
This development is expecte d to be associ ated with the increased consumption of durable goods, in line
with the pro-cyclical behaviour of this variable.

Investment in 2010, despite recovering markedly from 2009, should continue to re gister a n egative real
growth. The expected recovery of investment is associated with the envisaged significant improvement of
the economic sentiment (in line with the recovery of economic activity), which will have a positive impact
on the growth of private investment. Private investme nt will provide the positive c ontribution to overall
investment in 2010, replacing public investment as the driving force of this aggregate.

International trade, fol lowing the sharp fallin 2009, should recov er sig nificantly, with both e xports a nd
imports expected to register positive year-on-year growth rates. In particular, both exports of goods and of
services sho uld re gister a real growth, with the goods co mponent expected to evolve rel atively more
favourably. It is expected that imports, in line with the recovery of global demand and reflecting the more
favourable development of other expenditure components, register, in 2010, a real growth of around 1.7%.
This behav iour will prim arily be d ue to the development of goods imp orts, as servic es imports s hould
decline from the previous year.

9
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These developments should lead to an increase of the goods account deficit, mainly by means of the price
effect, since an acceleration of t he imports defla toris e xpected. T he e nvisaged worsening of the
Portuguese economy’s net borrowing situation in 2010 should also be influenced by the deterioration of
the income account, in consequence to the increase of external borrowing and to the forecasted increase
in interest rates.

In the lab our market, emplo yment is still expected to re gister a mar ginal fall, which shoul d drive the
unemployment rate to an ave rage of 9.8 % in 2010, reflecting a n egative evolution in the first half of the
year that is expected to be offset in the second half.

The inflation rate should increase to 0.8% in 2010. This forecast is based on assumptions concerning the
evolution of raw material prices on inter national markets and also on the expected economic recovery of
Portugal and of its main trading partners.

The 2009 spread of the financial crisis to the real economy, in Portugal and in its main trading partners,
eased in the second half of the year, which may lead to the ¢ onclusion that the r ecession of the world
economy has bottomed out. Nonetheless, the existence of some structural imbalances, particularly in the
Portuguese economy, may hamper a faster recovery.

Figure 1.16. Contributions to GDP growth
(Percentage points)

m R

2008 2009 (e) 2010 (f) 2011 (f) 2012 (f) 2013 (f)

mmmmm Private Consumption = Public Consumption mmmssm |nvestment
External Demand GDP

Notes: (e) estimate; (f) forecast.
Sources: INE and Ministry of Finance and Public Administration.

Moreover, the necess ary bu dgetary c onsolidation effo rt, i n ord er to red uce the Ge neral Gover nment
budget deficit and set it below 3% of GDP in 2013, will have repercussions on economic growth. Thus, a
gradual recovery of economic activity is expected for the period 2011 and 2013 — real GDP is expected to
grow 0.9%, 1.3% and 1.7% in 2011, 2012 and 2013, respectively.

The main driv ers of GDP gro wth will b e the impr ovement of e xports (in line  with the d ynamics
demonstrated by th e gro wth of the relev ant foreig n markets) and, to a certain extent, of investment,
particularly private investme nt. On the oth er hand, the budg etary consolidation measures and the high
unemployment rate will lead to a certain curbing of private consumption, with growth stabilising at around
0.9%. Public consumption, in contrast, should shrink on average, as a result of adjustments to be made in
order to correct the General Government deficit by 2013.

The Portuguese economy’s net borrowing vis-a-vis the rest of the world should increase up to 2011, after
which this macroeconomic indicator is expected to be corrected, largely due to th e improvement of the
trade bal ance deficit an d the process of budgetary consolidation in progress. The worsening of the net
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borrowing in the first part of this period should primarily be the result of the decline of the income account,
largely due to the probable rise in interest rates over the projection horizon.

The labour ma rket is expecte d to improve after 2011, in a n environment of gradu al economic recovery.
The unemployment rate is expected to follow a downward path between 2011 and 2013, when it sh ould
reach 9.3 % (a value stil | ab ove the 2 008 figure). In the medium-term, empl oyment s hould foll ow th e
dynamic of econom ic recovery and grow on average 0.4 % between 2011 and 2013. The assumption for
the growth of labour productivity in this period is 0.9%, on average.

In the med ium-term scenario, price d evelopments are expected to stabilise at around 1.9%, on av erage,
between 2011 and 2 013, in conseq uence of the increa se of the infl ation rate to 0. 8% in 2010. T his
behaviour refl ects the forec asted ev olution of ra w material a nd en ergy prod uct prices on international
markets.

11






II. BUDGETARY CONSOLIDATION MEASURES

The State Bud get for 2010, taking into consideration the prevailing domestic and international economic
context and the uncertainties that still exist, envisages an immediate reduction of the General Government
deficit to 8.3% of GDP.

In the foll owing years (2011 to 201 3), the General Government deficit will need to b e reduced by 5.5
percentage points (p.p.) in order to  achi eve the goal of 2 .8% of GDP in 201 3. In terms of structural
balance, a 1 p.p. reduction is achieved in 2010 and a reduction of 5 p.p. in 2011 to 2013.

The strategy to reduce the General Government deficit and curb the growth of General Government debt
is primarily based on:

e The reduction and control of public expenditure;
e The decrease of tax expenditure;
e Broadening and frontloading the privatisation plan.

The measures established in the Stability and Growth Programme 2010-2013 will permit a 2.7 p.p. of GDP
reduction of the shar e of total e xpenditure and a 0.8 p.p.improvem entinther evenue. T he main
contributions to the reduction of the General Government deficit will, thus, be: the reduction of expenditure
(49%), the improvement of r evenue (15%), and also the benefits from the ec onomic recovery and the
operation of the automatic stabilisers (36%).

Fiscal consolidation based on reducing and curbing expenditure cannot overlook its structure, particul arly
the structure of current e xpenditure. The most sign ificant and critical results for the s uccess of the fis cal
consolidation will have to b e b ased o n th e re duction and co ntrol of th e most s ignificant e xpenditure
components.

Figure Il.1. Current expenditure breakdown, 2005 Figure I1.2. Current expenditure breakdown, 2009
(% of GDP) (% of GDP)

= CfO mpeinsaﬁon B Compensation of
16 2.1 ot employees 1.50 27 employees
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Source: Ministry of Finance and Public Administration.
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The weight of current expenditure i n GD P re mained stabl e b etween 2005 a nd 2008 (43.4 % versus.
43.3%), rising to 44.9% in 2009, as a result of the effects of the economic and financial crisis. From 2005
to 2009, its structure has undergone significant changes:

e Compensation of employees has declined in percentage of GDP from 14.4% to 11.5%;
e  Social benefits have grown in weight of GDP from 18.5% to 21.9%.

Compensation of employees and social benefits jointly accounted for 75% of current expenditure between
2005 and 2009. The share of compensation of employees decreased from 33% to 26% and the share of
social benefits increased from 42% to 49%.

The structural reforms measures initiated in the previous governmental mandate have already contributed
to this curbing of current primary expenditure, and the increase of their importance is e nvisaged over the
projection horizon of the cur rent progr amme. In parti cular, the reform in the  General Government is
reflected in th e d evelopment of the comp ensation of employees heading, while th e reform in Social
Security, extended to the Caixa Geral de Aposentag¢des (CGA) sub-s ystem contributes to the curbin g of
expenditure on pensions, which is one of the main components of social benefits expenditure. The impact
of these reforms can be estimated by the difference between th e o btained/forecast v alues, taking into
account current legislation and the values that would have been obtained under the rules in force prior to
the implementation of the reform measures (Table 11.1).

Table II.1. Estimated savings of the main structural reforms of the previous governmental mandate
(Percentage points of GDP)

2009 2010 2011 2012 2013
0.2 0.5 0.7 0.9 1.2

Reform in Social Security 0.1 0.2 0.2 0.3 0.4

Reform in the General Government

Source: Ministry of Finance and Public Administration.

In the no policy change scenario, compensation of employees would develop according to the following
assumptions: i) the numb er of public employees remains unchanged under an a dmissions rule of 1 new
employee for every employee | eaving and ii)th e 1.3% contribution of wage drift to wards t he annual
increase of compensation of employees remains unchanged.

In relati on to expenditure o n pe nsions, th e assum ptions of the cou nterfactual sce nario of n o refor m
measures in the public pension system, in force since 2007, also correspond to the development observed
to that date: i) annual update of pensions according to wage developments; ii) the rule for calculating new
pensions in t he Social Security is not implemented early; iii) the penalty rate for e arly retirement in th e
Social Security is 4.5 % per year; and iv) non-implementation of the s ustainability factor (in forc e since
2008).

The following Table summarises the main measures to reduce the General Government deficit to 2.8 % of
GDP by 2013.*

* The major impacts of these measures are quantified in Table 2.
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Table I.2. Mains Measures of Public Finances Consolidation

Compensation of employees

- Strong wage constraints and the reinforced implementation of the "2 out for 1 in" recruitment rule, in
order to reduce the share of GDP of compensation of employees expenditure to 10% in 2013 - nominal
decrease of atleast €100 million peryear.

Social Expenditure

- Mandatory "means testing" (condicéo de recursos) as elegibility condition for all non-contributory
social benefits
- Nominal freeze of most non-contributory benefits

- Decrease of expenditure on social benefits of the non-contributory Social Security scheme (ceiling for
transfers from the State Budget of €7100 million in 2011, €7000 million in 2012 and €6900 million in
2013, including a ceiling of €400 million for the Social Integration Income in 2011 and €370 million in
2012 and in 2013)

- Changes to Unemployment Benefit - i) revision of the relationship between the unemployment benefit
and the net income previously earned by the worker; ii) decrease to the wages threshold atwhich job
acceptance is compulsory

- Management and control of health expenditure - internal control and implementation of public service
contracts and incentive mechanisms in the National Healthcare Service; medicine policy; electronic
prescriptions; supplementary diagnostic and therapeutic services; and focus of the National Health
Plan (2011-2016) on the financial sustainability of the National Healthcare System

- Speed up of the convergence of the civil servants pension scheme (CGA) with the Social Security
general scheme, including the frontloading of the new rule to penalise early retirement and the full
transition, already between 2012 and 2013, to the retirement age at65 years old

Intermediate Consumption
Expenditure

- Reduction of operating expenditure bymeans of: i) definition of anual ceilings for outsourcing
expenditure, with projects, studies, expert opinions and consultancy (€90 million between 2011 and
2013); ii) 40% redution in the scheduled amounts for military equipment expenditure in each each year
of the Military Funding Programme; and iii) rationalisation of the State's fleet of vehicles and
improvementin the efficiency of the National Public Procurement System

- Improvements in the management of Education and Justice, including the management of networks
and processes as well as of units

Public Investment

- Postponement, for two years, ofthe Lisbon-Porto and Porto-Vigo high-speed rail links, in order to
avoid any financial impact until 2013; non-commitment to new road infrastructure concessions and
gradual return of investment to pre-crisis levels

- Rule of zro indebtedness for regional and local governments, excepting under emergency situations
or, in rms to be defined, to finance EU co-funded projects

Reduction of tax allowances and
benefits

- Capital gains on securities subjectto 20% personal income tax rate

- Global ceilings on personal income tax allowances according to the taxable annual income

- Global ceilings on personal income tax benefits according to the taxable annual income

- Freezing of the value of personal income tax allowances index-linked to the Guaranteed Monthly
Minimum Allowance

- Reduction of the specific personal income tax allowance for pensions exceeding €22500/year

- Withdrawal of personal income tax benefits on personal injury and life insurance policies

- Progressive concentration of the vehicle scrapping incentive in the purchase of electric vehicles and
high environmental performance \ehicles

- Strengthening of the taxation of fringe benefits in the context of personal and corporate income tax

Other measures to strengthen
revenue

- Setting up ofa special (temporary, until 2013) personal income tax rate of 45% for taxable annual
income exceeding €150000.

- Broadening and control of the Social Security contributory base, through the entry into force of the
contributory code and strengthening the measures to combat contributory fraud and evasion through, in
particular, the cross-referencing of data with the Tax Administration and automatic enforced payment
procedures

- Introduction of tolls on current toll free motorways (SCUT), including both those already subject to a
decision and others currently under evaluation

Privatisations

- Privatisations in the energy sector (Galp Energia, EDP, REN and Hidroeléctrica Cahora Bassa),
shipbuilding and defence sectors (Estaleiros Navais de Viana de Castelo, Edisoft, EID, Empordef IT),
air transport (ANA and TAP) and rail sectors (CP and EMEF), financial sector (BPN and Caixa Seguros),
communications sector (CTT), paper sector (INAPA), and mining sector (Sociedade Portuguesa de
Empreendimentos), as well as the concession to operate CP railway routes.

State-Owned Enterprises and
Shareholdings

- Selectivity in investment and establishment ceilings to the growth of State-owned enterprises'
indebtedness of 7% in 2010, 6% in 2011, 5% in 2012 and 4% in 2013

- Public services contracts with all transport companies and revision of public service contracts in the
media sector before the end 0f2010

- Alignment with the rules established for General Government as regards wage increases and the
management of wehicle fleets

- Revision of health and pension funds without contributory support

- Creation of purchase centres in each company and for each sector

- Cashflow Unit for non-financial enterpises of the State-Owned Enterprises Sector

- Assessment and revision of the financing model of Estradas de Portugal

Reform of the Budgetary
Framework

- Creation of a pluriannual budgetary framework, with defined expenditure ceilings and programme
budgeting, to be proposed in the review of the Budgetary Framework Law in 2010

Source: Ministry of Finance and Public Administration.
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In addition to the specific measures detailed in the following sections, there are a number of measures of
special note which, due to their transversal nature, will generate savings on various items of e xpenditure
and revenue.

Firstly, the strengthening of the budgetary framework. A pluriannual framework of expenditure with the
setting of annual thresholds is essential to provide stability to the budgetary goals, transparency and to
reinforce the accountability of the b udget impl ementing bod ies. In th is conte xt, it will be prepared a
proposal to amend the Budgetary Law Framework in 2010.

Secondly, the gen eralisation of means testing (“condicdo de recursos”) with the establishment o f
stricter eligibility conditions for all non-contributory social benefits. The application of means testing, which
will n ot onl y focus oni ncome subj ect to person al in come tax, but h ave a bro ader perspectiv e that
encompasses the financial income and wealth of t he be neficiary, is a n impor tant adv ance i n steering
social expenditure towards the citizens that really need support.

Thirdly, the implementation of rule of zero indebtedness for regional and local government entities,
based on article 87 of the Budgetary Framework Law, excepting under emergency situations or, in terms
to be defined, in order to finance EU co-funded projects. The intention of the implementation of this rule is
to enhance the contribution of these entities to the General Government effort to reduce and control public
expenditure — particularly in relation to compensation of employees and capital expenditure — and correct
the growth of General Government debt.

In fourth p lace, the control of expenditure of the Autonomous Services and Funds under the direct
administration of the Stat e will be strengthened, even when that e xpenditure is funded by own income.
This control will be e xercised b y t he resp ective m anagement b odies, i n strict co llaboration with th e
Ministry of Finance and Public Administration.

In fifth place, new budgetary discipline rules are forthwith established, pursuant to which: i) th e taking
on of new expenditure commitments, or the decrease of own revenues, which are the basis of requests for
budgetary reinforcement, now entail the submission, prior to authorisation of the request, by the member
of the Government to which the body or service is accountable, of a plan that sets out the red uction, in a
sustainable manner, of th e corresponding e xpenditure in the relevant budgetary program; ii) c hanges to
personnel structu res th atresu ltin anincrease of e mployment p osts re quire the p rior a nd rea soned
authorisation of the mem ber of the Government that the service or body is accou ntable to, provided that
its coverage in the budg et is dul y proven, and also require recog nition of its future sustaina bility by the
member of th e Governme nt respons ible for financ es; iii ) increas es in share ca pital of State-O wned
Companies and other financing by the State are dependent to o n their inclusion in the relevant activity
plans and commitments to improve management and expenditure control.

Finally, under the C onfidence Agreement with the hi gher education system, the contribution of higher
education institutions to reduce and control the compensation of employees and intermediate
consumption will be reinforced.

1.1 Measures with Impact on the Decrease of Current Expenditure

The budg etary consolidation strategy is essentially based on the re duction and curbing of e xpenditure.
Given its structure, particu larly that of curr ent expenditure, the most significant interventions will be made
in th e most influential h eadings and itis in these that th e most decisive res ults are expected. T hese
measures involve, in particular, intervention in the following fields:
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e Comp ensation of employees;
e Social benefits, including the rationalisation of health expenditure;
e Intermedi  ate consumption;

e Interest expenditure resulting from privatisation operations.

[I.L1.1 Compensation of Employees

Compensation of employees will be reduced to 10% share of GDP by 2013, through a decrease of at least
€100 million per year.

The reform carried o utin th e Genera | Go vernment in the per iod 20 05-2009 which, besid es hav ing
contributed to equipping the State with a structure better able to s erve its o bjectives, provided better
quality i n th e provision of public serv ices an d greater efficienc y in the use of av ailable resources,
represented one of the pillars of the budgetary consolidation strategy initiated in 2005 and again resumed
in 2010, by helping control the growth of co mpensation of employees. The Restructuring Programme for
the State's C entral Adm inistration (PRACE), controll ing th e recru itment of new em ployees, promoting
internal m obility, and p erformance ass essment are examples of some of the adopted initiatives with a
structural impact in this area.

PRACE, concluded in 2007, allowed central organic units to be re duced by approximately 36.1% and the
number of managerial posts to shrink by around 25%. The policy of reducing employee numbers through
the successful application of the external recruitment rule of one new employee for every two leaving, as
well as th e strength ening of mecha nisms to ¢ ontrol th e adm issions and r ecruitment of pers onnel,
permitted a reduction of ap proximately 73000 between 2005 and 2009, equivalent to a bout 10% of the
747880 employ ees existing at the end of 2005. Bet ween 2005 and 2008, Portugal registered the most
significant decline of these aggregate indicators among all EU countries.

In relati on to human reso urces man agement, the ne w civil serv ice e mployment scheme has b een
undergoing implementation, the aim of which is to align the incentives of managers and workers with the
need to proce ed with the eff ort to improve the services provi ded to citizens an d businesses, within a
framework to i ncrease efficie ncy in the use of the available resources. The new employment co ntract
scheme for civil servants, the new disciplinary regulations for civil servants, the reduction to three ge neral
careers (instead of the 17 00 careers that pr eviously e xisted), the new single compensation table and a
stronger culture of performance assessment, based on differentiation, were implemented.

In the performance field, the reform of the assessment system strengthened the culture of evaluation and
accountability i n the Gen eral Governme nt, allo wing car eer progress ion and th e a ward of performa nce
bonuses to depend on management by objectives and the above-referred performance differentiation. It is
a new paradigm that was designed and implemented between 2005 and 2007 and which has nowadays
been wholly assimilated by most services. This assimilation is demonstrated by widespread application of
the ass essment s ystem to employees a nd ma nagers a nd, for th e firsttime in rec ent dec ades, to all
services of the State's Central Ad ministration, which resulted in 2 0% of the services and b odies being
graded as excellent in 2009, in accordance with law. Since career progression and bonuses are subject to
maximum quotas among the universe of eligible employees and according to the budgeted funds available
each year, it became p ossible to red uce and control the effects of wage drift that t hese c omponents
represented in the past.



18 STABILITY AND GROWTH PROGRAMME 2010-2013

Against the b ackdrop of con solidating the reform of the assessment s ystem, the con solidation of t he
culture of evaluation in the General Government will now be undertaken, setting the rules for the award of
management bonuses to senior managers against a framework of greater autonomy and accountability of
the same. Also, in relati on to sen ior ma nagement positi ons, the aut omatic cha nges of remun eratory
position will be eliminated by virtue of its continuous practice for periods of three consecutive years.

In summary, two fundamental aspects of the d evelopment of compens ation of employees envisaged for
the 2010-2013 period are to be emphasized. Firstly, the set of reforms undertaken in the previous term in
office deserv e highlight — the control of ad missions, mobility programme, performance assessment and
differentiation, revisio n of ¢ areers a nd progression sch eme — which ma de structur al c hanges to the
evolution of th ese e xpenditures. Indee d, th e ratio nalisation of hum an re sources c arried out d uring the
Government’s previous term in office was structural in nature and therefore has a permanent effect that is
reflected in a lower compensation of employees’ gr owth rate than would have b een the cas e if the se
reforms had not been implemented. It is, therefor e, a rati onalisation effect that is materiall y relevant and
long-lasting.

Secondly, there is also a set of interventions in progress that contribute to strengthening the rationalisation
of compe nsation of employees. In partic ular, the following measures will be im plemented in the period
from 20 10 to 2013, and which aim to provide gre ater c ontrol of th e development of expe nditure on
compensation of employees:

e Strengthening the rule of hiring one new public employee for at least every two leaving, clarifying
and extending its scope of application to cover the admission of public employees in all sectors of
the State’s Central Administration. T his should be, as a good practice for ratio nalising human
resources in the General Government also applies to Local Government;

e The conclus ion of the revis ion process for careers and special b odies, consol idating the ful |
application of the above-referred principles of rationalising the management of human resources
in the Gen eral Government and e nsuring t he adoption of assessment s ystems b ased on the
differentiation of perform ance (q uota me chanism), as well asth e ap propriate financial
sustainability of that revision;

e Strong wage constraints. The award of performance bonuses will be maintained as recognition of
the importance of the assessment system in the reform of the General Government.

Increased mobility through the reinforcement of training, reviewing the respective scheme and launching a
programme aimed at p ublic employees. T his programme will be ad apted in terms of content, form and
duration to th e differ ent n eeds of emp loyees and t he s ervices, d epending o n g ualifications and th e
established go als, with the gen eral aim b eing to ac quire transversa | skills that foster the raisi  ng of
productivity and suitability.

[I.L1.2 Social Expenditure

Social Security Schemes

The intention in the fiel d of social benefits is to apply an expenditure development control policy, so t hat
their s hare in GDP rema ins within s ustainable limits fo r the P ortuguese economy and ens ures th e
equilibrium of General Government accounts.
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These e xpenditures will r ecord a r eduction from 21.9% of GDPin 2009to 21.4% of GDPin 2013,
equivalent to a decrease of 0.5 p.p. of share of GDP.

The intervention to 2013 will follow a line of action that, keeping the characteristics of our model of social
protection, strengthens the instruments of discipli ne in the app lication. The main guidelines will be tho se
involving: i) the unific ation of procedures and increased application discipline in relation to means-t ested
solidarity benefits; ii) the strengthening of the rules on accepting job offers in relation to benefit payments
that replace income from p aid employment, and the rules concerning solidarity be nefits for the working
age population; and iii) the elimination of the exceptional measures created in the employment and social
policies areas.

Three measures that contribute to the effort to rationalise expenditure are of note in this field:

e The definition of an e xpenditure ceiling for social benefits of the non-c ontributory Social Security
scheme, including the Social Integration Income;

e The change of the un employment benefits scheme with the aim of promoting a faster return to
work;

e The speed u p the conver gence of the civ il se rvants p ension sch eme ( CGA) with the Social
Security general scheme, in line with the measures already adopted in the State Budget for 2010.

Reduction of Expenditure on Social Benefits of the Non-contributory Social Security Scheme

In the s ocial benefits heading, in addition to the allocation of th e revenue of 1 p.p. of the sta ndard VAT
rate (calculated each year, based on the VAT revenue forecast in the State Budget), a ceiling is set for the
transfer from the State Bu dget to Social S ecurity for the purpose of fund ing non-contributory be nefits. In
particular, the transfer from the State Bud get to So cial S ecurity, budgeted for 20 10 in the amou nt of
€7498.7 million, will not break through the nominal ceilings of €7100 billion in 2011, €7000 million in 2012
and € 6900 million in 2013, in which the ceiling for the Social Integration Income is included: €400 million
in 2011 and €370 million in each of 2012 and 2013.

The implemen ted e xpenditure of Social | ntegration Inc ome in 2 009 was €507.8 millio n, and the
expenditure budgeted for 2010 is around €495.2 million.

The defin ition of the ceiling for e xpenditure o n s ocial b enefits of this nature is accompanied by the
strengthening of mechanisms to supervise and control the allocation and eligibility criteria, by means of:

e Increasing home monitoring of beneficiaries of the Social Integration Income;

e Half-yearly c heck of th e income of b eneficiaries a nd th e ma ndatory v alidation of th e b enefit
allocation conditions;

e Penalisation of false declarations and benefits that result in an undue payment of these benefits;

e Improved d ata cross-checkin g with the tax databas es, in order to asse ss wealth an d capital
income;

e Activation of t he be neficiaries of unemp loyment benefit, i.e. strengthen ing of the ins ertion of
beneficiaries of working age in academic and vocational qualification and professional insertion
programmes, in order to promote their independence from the benefit;

e Supervision and penalties for undue denial of employment by beneficiaries of these benefits.
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This measure is supplemented by the control of expenditure on non-contributory social benefits, inherent
to the definition of its growth threshold, through the maintenance of the nominal value for most of the non-
contributory b enefits u pto  2013. T hus, these s ocial b enefits will have an update rule thr ough the
application of the Social Support Index (IAS), and this pegging to this Index will keep the nominal value to
2013.

Change of the Unemployment Benefit Scheme

The mechanis ms for the al location a nd m aintenance of Unemployment Benefit ar e r eviewed, with the
introduction of the following:

¢ Review of the relationship between unemployment benefit and the net income previously earned
by the worker;

o Decrease in the threshold of wages of job offers that require the acceptance of the job.

The intention of these measures is to create an incentive for the ben eficiary of the u nemployment benefit
to find employment more quickly.

As regar ds th e acce ptance of job offers b y th e b eneficiary, th e curr ent s ystem establishes "suitable
employment" as: i) g uarantees in th e firs t six mont hs of all ocation of unem ployment be nefita gr oss
income equal to or greater than the value of the unemployment benefit plus 25%; ii) guarantees from the
seventh month a gross income equal to or greater than the value of the unemployment benefit increased
by 10%. The criterion will be enhanced by reducing the acceptance thresholds for wages.

Update Rule for Pensions of the General Social Security Scheme

The inflation indexing rule is used for the update of pensions, pegging the pension to the economic growth
recorded and the value of the pension to be updated. This rule, which was established in the 2006 reform
in Social Security, made a decisive contribution to controlling expenditure on pensions and, therefore, the
sustainability of this scheme.

Speed up the Convergence of the CGA (Civil Servants Pension Scheme) with the Social Security
General Scheme

The Government held discussions with the social partners and political forces during 2006 to seek a broad
consensus on the best reform strategy to meet the challenges that faced the Social Security at that time.
The upshot of these discussions was the creation of the Framework Social Security Law® which contains
measures such as the new pension sch eme®, the revision of the S ocial Security funding model’ and the
implementation of the Public Capitalisation Scheme®.

The control of the development of pension expenditure has been achieved through measures focused on
the reform in the t wo subsystems of public social security: the Social Security subsystem, which covers
private sector emp loyees and p ublic e mployees r ecruited sinc e 2006, andth e Caixa Geral de
Aposentacdes (CGA) subsystem, which encompasses all other public employees.

® Law No. 4/2007 of 16 January.

® Decree-Law No. 187/2007 of 10 May.

" Decree-Law No. 367/2007 of 2 November.
® Decree-Law No. 26/2008 of 22 February.



STABILITY AND GROWTH PROGRAMME 2010-2013 21

The highlight of the measures considered are: i) the introduction of the sustainability factor, which ties the
value of n ew pensions to the evolution of average life e xpectancy at 65 years of a ge (legal retirement
age); ii) the i ntroduction of the ne w p ension u pdate rule, in dexing pensions to th e deve lopment of
consumer inflation, accor ding to the val ue of the pension and th e real GDP growth rate; iii) th e faster
transition to th e n ew pe nsion ca Iculation fo rmula, which co nsiders th e e ntire co ntributory ca reer and
discriminates the pension accrual rate in conformity with the value of the reference remuneration. A further
highlight is th e Publ ic Ca pitalisation Sc heme, which is a volu ntary su bscription sch eme for in dividual
accounts, inte nded to al low the be neficiaries of the compulsory social protection schemes to bo ost the
value of their retirement income.

The reforms undertaken in the social security systems, in particular the establishment of the sustainability
factor, the pension updating rules, and the fostering of active ageing, have contributed to reducing the risk
of non-sustainability associated with the development of p ublic expenditure sensitive to the ageing of the
population. In f act, in rec ognition of the impact of this set of measures implemented in 2006, Portugal’s
classification by the Eur opean Commission as a high-r isk country in terms of the sustainability of public
finances was reduced to medium-risk’.

The mechanis ms to conver ge the CGA sc heme with the General Social Security scheme are curre ntly
undergoing m ore far-r eaching d evelopment, as a me ans of i ncreasing the s ustainability of the So cial
Security system and discipline in estimating labour costs i n the General Government'®. Accordingly, the
convergence o f the pens ion fund of the CG A with that of the General Social Security scheme willbe
speeded up, including the frontloading of the new rule to penalise early retirement and the rule to set the
retirement age at 65 years old, so that they may come into effect between 2010 and 2013.

Determining the Pension Value for Beneficiaries Encompassed by the Retirement Legal Framework

Law No. 5 2/2007 of 31 Aug ust defined the value of the retirement pe nsion of ben eficiaries of the CGA

scheme registered before 31 August 1993 as being the product of two components: the first corresponds
to the length of service up to 31 December 2005 and the second concerns the length of service after 31
December 2005, with the rules in force applying for each respective period. Thus, for the first component,
the relev ant re muneration is defined purs uant to the Retirement Le gal F ramework, while the referenc e
remuneration for the second component takes into account the entire contributory career since 1 January
2006. T he Retirement Legal Framework est ablished that t he re levant re muneration would be th e final
remuneration earned at the retirement date; nonetheless, since this first component refers to the length of
service up to the end of 2005, the remuneration to be considered should be that referring to the end of that
same year.

Accordingly, the value of the new retirement pensions awarded from 2010 should be calculated taking into
account the remuneration earned in 2005, updated to the date of retirement according to the rules in force.
This is a break from the practice that has been followed to date, which considers relevant remuneration to
be that earned at the retirement date.

9 See Chapter VI for more information on this subject.
10 The adaptation of the main General Social Security scheme reform measures to the CGA scheme was enshrined in
Law No. 52/2007 of 31 August and Law No. 11/2008 of 20 February, which have been in force since January 2008.
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Early Retirement Pension Scheme

It was established in relation to the convergence of the scheme applicable to beneficiaries of the CGA with
the General Social S ecurity scheme, that the val ue of the earl y retirement pension, namely the va lue of
the reduction rate of the pe nsion, will be the same in both schemes. Since May 2007, the applicable rate
in the Ge neral Social S ecurity sch eme is t he multi plication of the n umber of yearsin advance of th e
statutory age for retirement by the monthly rate of 0.5%. This rate will also be applied to all beneficiaries of
the CGA, but i n accordance with Article 4 of Law No. 11/2008 of 20 F ebruary, only on those pensions
applied for from 1 Januar y 2015. It was established that the current annual rate of 4.5 % would remain in
force until th e end of 2 014. Ho wever, this provision is now to be r evised in order to impl ement this
changeover earlier, adopting the new penalisation scheme for early retirement in 2010.

These two changes, compared to th e situation existing to date, will contribute to greater equality among
the pension schemes as well as strengthen the sustainability of the public pension system.

Health System

The ration alization of e xpenditure and the reform of health policy encompass s everal initiatives. In t his
context, a ¢ oordinated set of measures have been adopted to cur b costs and improve efficiency in the
provision of h ealthcare with the aim of strength ening th e medi um-term financi al su stainability of the
National Healthcare Service (NHS).

The principal structural measures, with impacts at the macro leve|, are: i) strengthening the public service
contracts process with healthcare providers; ii) electronic centralisation of budget control information; iii)
implementation of a strict me dicine policy; and iv) the introduction of mechanisms to m onitor medicines
spending, whether hospital or outpatient environment.

Increased efficiency at the micro level of expenditure on health has been achieved by: i) the restructuring
of the primary care network (health centres/family health units); ii) the restructuring of the secondary care
network (hospitals); and iii) the development of the integrated continued care network. Further operational
highlights i nclude th e imp lementation of th e 24-H our Health Service, th e reinforcement of the strate gic
planning processes of hospitals and the use of shared services.

The impact of these reforms has been impressive and the financial situation of the NHS has been close to
equilibrium since 2006.

The continuati on of reforms in the Nati onal Health care S ervice in the peri od from 2 010 to 2 013 now
embraces:

e Internal control of the NHS;
o Definition and implementation of public service contracts and incentive mechanisms;
e National Health Plan 2011-2016;

e Rationalisation of expenditure on medicines, medical material and supplementary diagnostic and
therapeutic services.

Internal Control of the National Healthcare Service

The aim is for the Ministry of Finance and Public Administration to gath er and p ublish information on a
monthly basis on the budget implementation of the National Healthcare Service (NHS). In this regard, it is
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important that the Ce ntral Administration of the Hea lth System (ACSS) strengthen the exercise of powers
conferred through the Restructuring Programme for th e State's Central Administration (PRACE) and, in
the hospitals in the corporate public entity universe of the State, these functions have to be performed in
articulation with the Finance and Treasury General Directorate.

This internal control of the N HS will res ult from protocols bet ween th e Ministry of F inance and Pu blic
Administration an d th e Mi nistry of He alth. T herefore, th e Mi nistry of Health will p ublished a Mon thly
Implementation Bulletin (re lative to month n-2), which will be s ent to the Ministry of Finance and P ublic
Administration for consideration, in particular, in the Budget General Directorate Bulletins. This document
summarizes and complements the monthly monitoring reports for the vari ous types of entities of the NHS
that ACSS pr epares, an d which are ess ential el ements in th e an alysis of ec onomic an d b udgetary
developments. T his control will also inc lude artic ulated work by th e t wo mi nistries t o act tog ether in
monitoring the corporate public entities of the Health area, in the capacity of shareholder.

Public Service Contracts and Incentive Mechanisms

In rel ation to t he public s ervice co ntracts (to be dev eloped or already developed), th e terms of t heir
definition and i mplementation with hospitals, local health units and th e Regional Health Authorities m ust
be co nsidered, with the aim of obtai ning gains from th e best pr actices an d most efficient acti ons.
Accordingly, th e focus must be on adjustmentincentive mechanisms for more effective and efficient
performance, whether in financial terms or gains and access to health.

Special focus will be p laced on ne gotiating, impl ementing an d monit oring pub lic-private partn ership
contracts.

The revised methodology for allocating resources to the local health units will start being applied in 2010.
This methodology will entail risk-adjusted capitation, with incentives, including the greater relative share of
funding, associated with the rational prescription of medicines and economic and financial sustainability
and quality.

The funding method for corporate public hospitals will also be revised, with the reinforcement of the areas
of gains in health and economic and financial s ustainability, along with the update of the efficient pri ce
levels per revised group of hospitals. Public service contracting will continue to be carried out by the local
health authority in compliance with the established health policy priorities and financial constraints.

The methodology for allocating resources to the local health authorities will be further developed, adjusting
resources to p opulation size and the specific mortality risk of the populations in order to enc ourage the
redirecting of funding b ased on hea Ith ne eds. T he public service co ntract method for loca | hea Ith
authorities with Health Centre Groupings will be d eveloped and implemented; these new general primary
healthcare contracting processes will start up in 2010.

National Health Plan 2011-2016

One of the focuses of the Natio nal H ealth Plan 2 011-2016 (NH P) is the financ ial s ustainability of the
National Healthcare Service, in accordance with recommendations recently published by the World Health
Organization.

Accordingly, the NHP 2011-2016 aims to pr omote the local planning of health needs and services and
reorientate the health system towards the primary healthcare field, which should take a leading role in the
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integrated management of il Iness, health promotion and management of the clinical referral and steering
of users of the system, in order to guarantee the sustainability of the NHS.

Guidelines will be developed for the clinical treatment and referral of patients in five diseases areas with a
major impact on health, in order to achieve consensus as regards the need for the rational prescribing of
medicines and supplementary diagnostic and therapeutic services for such diseases.

The problem of sustainability of the Portuguese NHS will also adopt an international outlook, considering
the effort to stabilize the growth rate of expenditure per capita and the functions that the NHS is expected
to perform, including those in the field of continued healthcare.

The application of cost-b enefit and economic and financial sustainability analyses will be expanded to all
health programmes and measures.

Rationalisation of National Healthcare Service Expenditure: Pharmaceutical Products, Medical
Material and Supplementary Diagnostic and Therapeutic Services

Measures that contrib ute in the short, me dium (S GP h orizon) a nd long-term to lo wer the | evel and
slowdown the growth rate of public expenditure on health, in particular:

¢ Medicines Policy, with the adoption of measures to curb the growth of expenditure on medicines;
¢ Revision of agreements concerning Supplementary Diagnostic and Therapeutic Services.

In the med icine p olicy fi eld, a numb er m easures focus ed o n red ucing e xpenditure are n oteworthy.
Expenditure on outpatient medicines will be curbed at 1% through the promotion of generic medicines and
rationalisation of the medicines’ policy. Expenditure on hospital me dicines should not gr ow by more than
2.8%in 2 010, through the dissemin ation of good pra ctices and i ncreased neg otiations with the
pharmaceutical industry, especially in relation to more expensive medicines (e.g. HIV-AIDS, oncology and
rheumatology).

The electronic prescription of medicines and resulting dem aterialisation, beginning in 2 010, through the
computerization of the prescription medicine circuit, from the prescription through to t he reconciliation of
invoices, will provide relevant gains in efficiency and control.

The State's co-payment of the pric e of me dicines for p ensioners with an income not exceeding 14 times
the value of the Social Support Index is changed to 100% for medicines with a retail price that is among
the five lowest prices of the homogeneous group in which they are classified, provided that such price is
equal to or less than the reference price of that group.

The price of new generic medicines to receive co-payment support will have to be 5% less than the price
of the ¢ heapest gen eric available on retail. T his m easure will ens ure a re duction in the price of new
generic medicines launched on the market. Moreover, the intention is to reduce the number of generics in
each group, while o pening u p business o pportunities for the launch of generics in new homogeneous
groups.

A reference co-payment is also defined based on the application of the co-payment rates to the reference
price, irres pective of the med icine’s price. T he fina ncial im pact of the measure will lar gely d epend on
market dynamics, though it does strongly encourage the reduction of prices.

In order to cr eate the co nditions for the i mplementation of the sale o f medicin es in singl e dos es in
Portugal, Ordinanc e No. 69 7/2009 of 1 J uly s hould be reviewed i n or der to ad just the dis pensing of



STABILITY AND GROWTH PROGRAMME 2010-2013 25

medicine in situations of acut e illness and ensure safeguards in iss ues such as cou nterfeiting and the
handling and packaging of medicines.

Other measures include the application of the medicine price update rules for those under €15, the update
of the reference price of medicines resulting from the 30% reduction of the price of generic medicines, the
review of prescription and billing format to the | ocal health authority for home-based respiratory care and
the strengthening of assessment frameworks for new medicines and other new technologies (in particular,
clinical consumption) in the National Healthcare System.

Expenditure o n sup plementary d iagnostic and th erapeutic services will not rise by more than 1.8 % in
2010, throug h the incentiv e for internal p roduction int he NHS, the change to he althcare provi der
agreement rules and the cor rect impleme ntation of protoc ols. The review of prices will be undertaken in
the areas where the price of supplementary diagnostic and therapeutic services is on average higher than
that in the NHS, and systematic audits of supplementary diagnostic and therapeutic services billing will be
carried out, using information obtained through the new Invoice Reconciliation Centre of the NHS, which is
expected to be operational from June.

As regards human resources, monthly monitoring will be undertaken by both the Ministry of Health and the
Ministry of Finance and Public Administration, with data broken down by service and organisation for the
development of compensation of employees in the National Healthcare Service. Systematic audits will be
carried out in relation to the hiring for the NHS of human resources through com panies, with particular
focus not onl y on monitor ing complia nce with law as re gards the occu pation of posts, particularl y by
retired h ealth professio nals, conflicts of interest and job insec urity, butalsot o centrall y co ntrol
remuneration ceilings for the provision of such services.

In the field of shared services and dematerialisation of processes in Health, the shared services company
will be in operation. This company was created in December 2009 and will provide services in a shared
manner to the units of the NHS in the areas of logistics, procurement, human and financial resources.

In relation to the dem aterialization and simplification of processes, the e lectronic checking of i nvoices of
the NHS is introduced.

More generally, the control of health expenditure will involve:

e Definition of r ules for d etermining th e pluriannual budgeting of public e xpenditure o n h ealth,
following the principles of sustainability, efficiency of public expenditure and accountability;

o Definition of th e fin ancial and h ealthcare p rovision r esponsibilities of the State, the NHS, the
ADSE (civil servants’ system), public health and State-Owned E nterprises’ subsystems, private
subsystems in public-private partnerships and contracted healthcare providers;

e Implementation of different typ es of audits, either in sp ecific areas or d irected at entiti es/fields
where the growth of costs in the NHS is most evident.

[1.L1.3 Intermediate Consumption Expenditure

Expenditure in this area is reduced through the definition of ceilings of €90 million in 2011, 2012 and 2013
for outsourcing expenditure on projects, studies, expert opinions and consultancy, and a 40% reduction in
the fina ncial f ramework of the Mil itary F unding Law. Another area of interv ention compr isest he
rationalisation of public procurement and shared services processes.
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The major areas of intervention are:
e Operatin g expenditure;
e Military equipment expenditure;

¢ Management improvements in Education and Justice.

Operating Expenditure

In relation to the control of operating costs the focus is on reforms in the General Government, the shared
management of resources, the rationalisation of expenditure on shared services in Health and the State's
fleet of ve hicles, as well as the esta blishment of a n e xpenditure cei ling o n o utsourcing for projects,
studies, expert opinions and consultancy.

Reforms in the General Government: Shared Management of Resources

Savings in int ermediate con sumption will result, in part, in the contin uation of reforms in the Gener al
Government.

In 2007, the restructuring of the General Government included the start of the provision of shared services
in the fiel ds o f manag ement of fina ncial, human and m aterial reso urces, which i ncluded the cent ral
management of pu blic pr ocurement, in particular the vehicle fl eet of the Stat e. T he sh ared serv ices
provided for i n the R estructuring Programme for th e State's Ce ntral Administration (PRACE) s eek to
generate f urther red uctions to t he administrative structur es a nd c osts related to th e mana gement of
resources in the General Government.

The GeRFiP solution, i.e. the shared management of fina ncial resources, is already in i mplementation in
the Ministry of Finance and Public Admi nistration, the P ortuguese C ourt of A uditors and the Supreme
Judicial Council and its expansion to all the bodies of the Central Administration is scheduled to occur by
the end of 20 12. T he GeRHuP sol ution, i.e. the shared management of human re sources, is un der
development and will be progressively made av ailable to all bodies of the Ce ntral A dministration from
January 2011, with the diffusion of the wages calculation component expected by the end of 2012 and all
remaining modules by the end of 2013.

The GeRALL progr amme for the deve lopment an d diss emination of sh ared services inthe ar easof
integrated financial and human resources management is ongoing. T his programme is inte nded for the
State’s Central Administration, and it may subsequently be extended to the local and regional government.

The goal of this programme, besides the introduction of shared services, is to sta ndardise management
processes and improve the quality of the information available.

The implemen tation of the National of Pu blic Proc urement S ystem h as all owed th e ration alisation of
expenditure o n go ods and services. U nder the PR ACE progr amme, the Nati onal Public Purch asing
Agency was established with the objectiv e of: i) cont ributing to the rebal ancing of Gen eral Government
accounts, rationa lising e xpenditure on tra nsversal go ods and servic es and g enerating savi ngs; ii)
contributing to the modern isation, efficie ncy and e ffectiveness of the Gener al Govern ment, through the
professionalization and centralisation of procurement; and iii) promoting economic competitiveness among
the suppliers to the State.
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This new system of public procurement has had positive results, particularly in relation to the simplification
and speeding up of acquisition procedures and the actual entry into the era of electronic purchasing. The
savings from the implementation of the system have already reached €75 million.

The continued modernisation of acquisition procedures and the increased efficiency of the National Public
Procurement System require the adoption of an additional set of measures, namely:

e The capacity building of the Ministeria | Pu blic Procur ement Units (UMC): the transfer of the
purchasing functions of the different entit ies to the UMC of the rele  vant Ministr y, with the
migration of the huma n reso urces to these units. This will allow th e effective centra lisation of
procurement and public contract procedures, with the consequent increase to negotiating power
favouring the achievement of savings;

e  Compulsory Annual Purchase Plans (carried out by entities tied to the National Public Purchasing
Agency and sent to the respective UMC): this is a measure to ensure procurement accountability
and planning, aiming to rationalise and manage General Government expenditure;

e Promote the enlargement of the entities incorporated in the National Public Purchasing Agency: a
measure that will impact on expenditure in an indirect manner;

e Promote the increased use of Framework Agreements by the entities tied to the National Public
Purchasing Agency;

e Maintain the p rices of the go ods and services contracted under Framework Agreements under
constant monitoring.

Another significant reform in progress in relation to the control of intermediate consumption expenditure is
the performance assessment process. T he inclusion of the reduction of the service’s e xpenditure as an
indicator for the assessment of the service’s performance will allow services and, therefore, the respective
managers and empl oyees to be r ewarded. F irstly, th e re duction of expenditure will b e a cr iterion for
assessing th e performa nce of mana gers. Second ly, p artofthe sa vings m ade oni ntermediate
consumption expenditure may revert to the workers of that service.

The rational isation of o perating costs also benefits, in rel ation to s ervice provis ion co ntracts, from the

introduction of the re quirement for pri or authorisation of th e member of the Gov ernment responsible for
finances for the conc  lusion of agreeme nts with co mpanies that provid e te mporary w orkers, thus
safeguarding transparency and compliance with law in relation to the management of human resources.

Expenditure on the State’'s Fleet of Vehicles and the Definition of a Ceiling for Outsourcing Expenditure

Relative to Studies, Projects, Expert Opinions and Consultancy

The Nationa | Public Purch asing Ag ency t ook over th e centralised m anagement of t he State’s fle etof
vehicles in 2009. T he purpo se of the ne w manag ement model for the St ate’s fleet of vehicl esis to
eliminate waste resulting from the ad-hoc management of a fleet comp osed of around 28 000 v ehicles,
which is scatte red, heterogeneous and aged (average age of 11 years). The main principles in this fie Id
are thus the  control of budget e xpenditure, the vehicl e user bei ng respo nsible for the same, the
simplification a nd a utomation of informati on repor ting and proce dures, and th e pr eference for a fle et
composed of vehicles with a high environmental performance.



28 STABILITY AND GROWTH PROGRAMME 2010-2013

Under this m anagement model, by 31 December 2009 1572 vehicles had been scrapped compared to
477 new vehicles purchased, which corresponds to a financial impact of €7.5 million, including savings on
maintenance costs.

The rationalisation of the State’s fleet of vehicles is strengthened in the period 2010-2013 by:

e Scrapping rule for the acquisition of vehicles: "at least 3 vehicles are scrapped for every new one
acquired", compared to the "1 for 1" rule exis ting to date, e xcept where vehicle acquisition refers
to new needs. The measures have impacted on the resizing of the State’s fleet of vehicles (in the
region of 1 1% at the en d of 201 0) and rejuvenation of the fle et, with the co nsequent positive
environmental and economic effects. In ha rmony with th e effort that h as be en undertaken, at
least 3 vehicles must compulsorily be scrapped for each new vehicle purchased;

e Creation and implementation of vehicle pools: define the typical structure of vehicles required per
ministry/entity, with the a im of reducing the costs and siz e of the State’ s fleet. The creation of
pools will allow the least us ed vehicles of one body to be reallocated to others under the control
of the same ministry.

In terms of expenditure on outsourcing, relative to projects, studies, expert opinions and consultancy, a
ceiling of €90 million is established for 2011, 20 12 and 2013. T his ceiling c ontrols the gr owth of t his
expenditure, which totalled €90.4 million in 2009 and is budgeted at €95.5 million for 2010, 50% of which
is blocked.

Military Equipment Expenditure

General Government investmenti nth e arme dforc es, equ ipment, weapons andres earch a nd
development, with direct impact on the mo dernisation and operational execution of th e National F orces
System is implemented through the measures and capabilities contained in the Military Funding Law.

The measures established in this la w are subject to long-term financial planning, covering a total of 1 8
years divided into three s ix-year p eriods. T he Military F unding L aw, including th e financial schedule, is
reviewed on a regular basis and as provided for in the law proper.

Accordingly, the necessary review of the Military Funding Law to occur in 2010 will take into account new
expenditure ceilings, with a 40% reduction in the financial framework established by the law currently in
force, as well as zero ne w commitments. T hese me asures, w hich are n ecessary and exc eptional, will
allow a direct cut in the bud get expenditure of €186 million in 2011, €228 million in 2012 and €170 million
in 2013.

Management Improvements in Education and Justice

This set of me asures, which aims to improv e efficiency in the management of infrastructure and p ublic
services in structural domains, contributes to the public resources rationalisation effort.

In relation to th e improvement of the schools ne twork, the re structuring of basic ed ucation schools will
continue thr ough the creati on of sch ool ce ntres. T his reorganisation will also prom ote better lear ning
conditions and child socialisation. The measure also includes the restructuring of the State schools of the
second and third cycles of basic education and s econdary sch ools, through the merger of schoo Is into
groupings.
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Another measure related to the man agement of schools i nvolves the ad justment of the national curricula
and timetables of the second and third cycles of basic education.

In the Justice field, vari ous measurest o im prove process an d hum an res ources management ar e
envisaged.

In order to i ncrease th e efficiency of the p ublic s ervice of Justice, and during 2010-2013, a s eries of
measures will be carried out, aiming to rationalise the resources available to the Justice area, and draw up
and implement an  operational efficien cy programme for Justice. T he following will be required to
implement this programme:

e The development of new tools and working methods, notably aiming to reduce the average time
of the investigation and inquiry phases;

e Optimisation and flexibility in the allocation of resources between courts;

e The creation of mecha nisms to measure productivity, m onitoring and publishing th e releva nt
results;

e The increased rationalisation and management capacity of courts.

The impleme ntation of this pr ogramme requires that th e effort to appr aise Justice and, in p articular, its
human resources, is continued.

It is proposed, with regards to the Criminal Procedure Code, that in the revision of the Code sentences are
produced orally, as a measure to simplify the administrative and judicial process and which will result in an
exponential increase in the speed of proceedings. This will lead to a faster conclusion of cases by judges
and court officials and, cons equently, increases the s ystem’s response capacity with the sam e level of
human resources. An extension of simplified proceedings in criminal matters is also proposed, increasing
the scope of t he jurisdiction of this s peedier procedure. As occurs with the previous measure, this will
improve system response with the same resources.

The amendment of the Civil Procedure Code will be proposed in 2010, in order to simplify and cut the red
tape of the different procedures in the Code, making them faster, clearer and more effective.

In relation to legal proceedings, the main measures in the computerisation and simplification fields are:

e Enhance the simplification of debt coll ection proc eedings, with partic ular em phasis on the
implementation of court orders in relation to enforcement proceedings;

e Give impetus to proceedings promoting the effectiveness of enforcement, increasing the number
of enforcement officers with appropriate training, creating adequate conditions for the work of the
Commission for Enforcement Effectiveness to advance;

e Expand th e n etwork of justi ces of th e peace, as well as the ir com petences, and i ntroduce
management mecha nisms a nd go als that permi t a suitabl e orga nisation of worka ndth e
standardisation of procedures and practices;

e Promote and disseminate m ediation an d a rbitration as alternative ways of settlin g di sputes,
which are faster, cheaper and simple;

e Improve the arbitration s ystem, in accor dance with inter national stan dards, makin g th e sector
more competitive and creating greater transparency and confidence among economic agents;
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e Create alternative dispute resolution or pre-litigation mechanisms, particularly where tax matters
and administrative offences are concerned, creating the basis for s wifter and more effective tax
justice;

¢ Improve the efficiency of processes’ management, through the increased use and modernisation
of communication and information technology, with particular focus on co nsolidating the CITIUS
PLUS pro ject, which is the computer pro gramme su pporting the dematerialisation of leg al
processes.

[I.L1.4 Interest Expenditure

The privatisation program of the State-O wned Enterprises Sector reduces the General Government debt
and, therefore, the cost of that debt, which reflects p ositively on the budgetary consolidation effort. T he
revenue from privatisation o perations between 2010 and 2013 is estimated at €6000 million, which will
help reduce General Government debt and, in turn, will result in savings on interest expenditure of 0.03%,
0.07% and 0.1% of GDP, respectively, in 2011, 2012 and 2013.

1.2 Measures with an Impact on the Decrease of Capital Expenditure

The share of capital expenditure will stabilise in 2013 at 2.9% of GDP. T his result will be achieved by not
making ne w c ommitments to road i nfrastructure c oncessions, the p ostponement for tw o years of the
Lisbon-Porto and Porto-Vigo high-speed rail links, in order to delay any financial impact until 2013, and the
gradual return to pre-crisis investment levels.

[1.2.1  Public Investment

Against the backdrop of the economic and financial crisis and its recessionary effects on the economy and
employment, the Gov ernment has im plemented, especially since the end of 2008, a set of e xtraordinary
measures to stimulate the economy and support the poorest households and those mo st affected by the
crisis. The budgetary stimulus program "Investment and Employment Initiative" has, in addition to an anti-
cyclical effect, strengthe ned and accelerated the impl ementation of struct ural reforms under the Lisbon
Strategy, through interventions in schools, energy (renewables, energy efficiency and transport networks),
technological infrastructure, support to businesses and employment.

The Portuguese Government, like oth er EU and OECD countries, used public investment in this way as
one of th e components to stimulate the economy and strengthen confidence in the economic recovery.
Following i) the public investment peak reached in 2009, because of the need to combat the recessionary
effects of the crisis; ii) the si gns of gradual economic recovery from the second quarter of 2009 onwards;
and iii) the need to restore the balance of General Government accounts for the period 2010-2013, there
will occur the gradual return of pub lic investment to pre-crisis lev els. Moreover, itis expected that the
recovery of th e econ omy and the effects of t he investm ents b y Ge neral Governm ent encour age th e
private investment component.

In any case, a sudden withdrawal of public investment in the economy is not advocated, particularly since
the continuation of this t ype of investment in a ¢ ontext where the economy is below potential output, is
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recognised as being the most effective instrument for restoring confidence, supporting economic recovery
and promoting job creation.

The means of reconciling the need to maintain a public investment policy with budgetary consolidation is
to use criteria that address the long-term s ustainability of public finances. T his combination will require
necessary discipline in the analysis, prioritisation, selection and monitoring of public investment. Thus, the
Government not onl y ¢ onsiders the contribution of proj ects to the goals of gro wth, competitive ness,
improving the quality of life and increasing cohesion, but also th e sustainability of Gen eral Government
accounts, the deve lopment of General G overnment de bt and the n et borro wing re quirement of the
economy vis-a-vis the rest of the world.

Therefore, the Government will reschedule, with immediate effect, the following specific projects:
¢ Not establishing new commitments to road infrastructure concessions;
e The postponement for two years of the Lisbon—Porto and Porto—Vigo high-speed rail links.

These measures will be implemented over forthcoming years and, in conjunction with the creation of the
Central Pu blic-Private Part nerships M onitoring U nit, will be mon itored by th e Mi nistry of F inance and
Public Administration. It is expected th at this will |ead to p ositive change in the comp osition of Gen eral
Government capita |, making its mobilis ation more challenging. T he savings i n capit al expe nditure are
expected to stand at 0.26%, 0.59% and 0.8% of GDP in 2011, 2012 and 2013, respectively.

1.3 Measures with Impact on the Decrease of Tax Expenditure

This set of measures is aimed at reducing the tax expenditure of the State, by setting a ceiling/cap on the
amount of ta x be nefits, the taxation of ca pital gains on securities (b onds, shares and d ebt sec urities)
under personal income tax, and the reduction of specific allowance for pensions above €22500 per year.

These measur es ensur e the tax eq uality by distri buting the effort to ba lance the Gen eral Gover nment
accounts among all taxpa yers, particularly those in the hi gher tax brackets. The tax b rackets for lo wer
incomes are not affected.

[1.3.1 Taxation of Capital Gains on Securities

Pursuant to the Person al Income Tax Code, capital ga ins arising from the sale of sh ares held for more
than 12 months or bonds and other de bt securities are excluded from taxation. Capital gains arising from
the sale of shares held for less than 12 months are subject to a special rate of 10%.

This benefit will be extinguished and all capital gains on securities taxed at the r ate of 20%, identical to
that proposed in the draft State Budget for 2010 for most capital income. However, this measure does not
apply for investors who do not obtain capital gains in excess of €500 per year.

[1.3.2 Thresholds on Tax Benefits and Allowances
Global ceiling on personal income tax allowances according to taxable annual income

Personal income tax allowances are curre ntly similar for all taxpayers, irrespective of the income bracket
for tax purposes.
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The global value of allowances will be differentiated taking into account the taxable income of taxpayers.
Hence, thresholds (corresponding to a percentage of taxable income) will be established for each one of
the income brackets.

The first t wo personal income tax brackets, tailore d allowances (re lating to taxp ayers, dependents and
relatives in ascending line) established in Article 79 of the Income Tax Code, as well as those relating to
persons with disabilities, are excluded from this transversal rule.

Global ceiling on personal income tax benefits according to the taxable annual income

Tax be nefits ¢ an c urrently be d educted fr om the ta xable am ount of personal inc ome ta x in v arying
amounts, regardless of the income bracket of the taxpayers.

The global value of the ta x benefits that are deducted will be limited according to the t axable income of
taxpayers, with thresh olds established f or this pur pose f or eac h inc ome brack et (cor responding to a
percentage of taxabl e income). This measure is simil ar to a rule ¢ urrently in forc e for corpor ate income
tax.

Freezing of the value of personal income tax allowances index-linked to the Guaranteed Monthly
Minimum Allowance

The Personal | ncome Tax Code establishes a set of de ductions currently index-linked to the g uaranteed
monthly m inimum all owance. But La w No. 53B/20 06 of 29 D ecember — which esta blishes th e Soc ial
Support Index (IAS) and new rules for the updating of pensions and other benefits of th e social security
system — envisages that the IAS is the indexing used for the revenue of the State’s Central Administration.

Therefore, it is propos ed that the valu e of these allowances will be indexed to the IAS . However, until it
reaches the same value as the guaranteed monthly minimum allowance in force in 2010, the established
value for allowances remains unchanged; then it follows the value of the IAS from that time.

Withdrawal of personal income tax benefits on personal injury and life insurance policies

The premiums of person al injury and life insurance policies currently benefit from a persona | income tax
allowance with a maxim um threshold of €1 28 applicable to married ta xpayers. The withdrawal of this ta x
benefit is envisaged.

Progressive concentration of the vehicle scrapping incentive in the purchase of electric vehicles
and high environmental performance vehicles

Currently the tax incentive for the scrapping of vehicles at the end of their service life can be applied to the
purchase of ve hicles with emissions of up to 140 g/ km, and according to the State Bud get for 20 10 this
limit has been set at 130g/km.

The use of the scrapping incentive will be progressively restricted to the p urchase of electric vehicles and
high env ironmental performance ve hicles with emissionsupto1 00 g/km, which are becom ing m ore
numerous in the market.
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Strengthening of the taxation of fringe benefits in the context of personal and corporate income
tax

The wages or any oth er for m of remun eration above a set referenc e threshold earned by d irectors,
shareholders or man agers of comp anies that hav e negative turn over, willb e ta xed at a sp ecial
autonomous rate.

Also envisaged is the reinforcement of special taxation on fringe benefits, especially aimed at companies
that pay allowances, assign vehicles to em ployees, or engage in other forms of remun eration (such as
non cash payments), with the aim of disco uraging such remuneratory practices and combating tax fraud
and tax evasion.

[1.3.3 Reduction of the Specific Personal Income Tax Allowance for Pensions
exceeding €22500/year

The specific personal income tax allowance, currently at €6000 for pensions e xceeding €22500/year, is
reduced and the specific allowance currently in force for pensions below that value is maintained. The aim
of this measure is to ensure greater convergence between the deductions made by employed workers and
those of pensioners, focusing this effort in particular on higher value pensions.

[I.4 Measures with Impact on the Increase of Tax Revenue and Other Current
Revenue

I1.4.1 Special Personal Income Tax Rate on Taxable Annual Income exceeding
€150000

Currently, pursuant to the Personal Income Tax Code, incomes exceeding €64623 are taxed at the rate of
42%.

A new personal income tax rate of 45 % is now envisaged, which will be applicable to the taxpayers who
have an annual taxable income in excess of €150000.

This measure will contribute, above all, to a fairer division of the effort to consolidate public finances.

11.4.2 Broadening and Control of the Social Security Contributory Base
Entry into force of the Contributory Code

The sustainability of the Social Security schemes has been successfully promoted in recent years, through
the new pension scheme, the revision of the Social Security funding model and the im plementation of the
public capitalisation scheme.
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In 201 1, the s trengthening o f the su stainability of Social Security will continue thr ough me asures t hat
promote th e in crease of rev enue, lik e the e ntry into force of the Contri butory Code''. This Code shall
extend the contributory base, thus im proving the social protection of workers and it sh all also harm onise
contribution rates depending on the material scope of social protection granted. The gradual broadening of
the contributory base, the change of special rate schemes and also the gradual payment of 5% by entities
hiring self-employed workers will thus increase contributory revenue.

Fight against Contributory Fraud and Evasion

The fight agai nst contributory fraud and evasion will continue over th e period 2011-2013, comprising the
reinforcement of mechanisms on the implementation of various measures.

An enormous automated process to fight a gainst contributory evasion will be putinto operation through
the issue of Unoffici al Statements of W ages b y the S ocial S ecurity when itis fou nd thata cert ain
employee is encompassed in an incomplete manner on the employer’s Statement of Wages.

The development of the cross-checking of data with the Tax Administration in relation to statem ents of
compensation of employees submitted by businesses for tax purposes will be another field of intervention.

An automatic and monthly procedure to c ollect debts from employers that are over due by more than 90
days will be initiated, with the corresponding execution of the legal mechanisms for the enforced collection
of those debts.

Furthermore, operating procedures for the timely enforcement of the payment of contributory debts of self-
employed workers and for b enefits un duly paid to b eneficiaries of the Social Security s ystem will be
implemented.

Social Security will accordingly be allocated more resources in the area of enforcing the payment of debts,
in order to assure a more efficient and effective response.

[1.4.3 Introduction of Tolls

Tolls on curre ntly shadow toll motorways (SCUT) will be introduced: the Norte Litoral SCUT concession,
the Grande Porto SCUT concession and the Costa da Prata SCUT concession. Tolls will be introduced on
all other motorways if the criteria for introduction are met.

The evaluation and review of the funding model of Estradas de Portugal will be carried out, with the aim of
rationalisation and ensuring its sustainability in a context where the national road infrastructure is nearing
completion.

" Law No. 110/2009 which, in accordance with the provisions of Law No. 119/2009, postponed its entry into force to the
start of 2011.
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[1.5 Measures to Correct the Growth of General Government Debt and Net
Borrowing Requirements

[1.5.1 Privatisations

The privatisation of the St ate-Owned E nterprises re duces th e Ge neral Gov ernmentd ebt and,
consequently the costs of that debt which reflects positively on the fiscal cons olidation effort. Bet ween
2010 and 2013 the revenue from privatisation is expected to amount to €6000 million, which will contribute
to reducing the General Government debt.

In a frame work of pluria nnual planning of the privatis ation operations, the sale of shares included in the
so-called accessory portfolio will be generally promoted in the period 2010-2013, as well as encompassing
a range of different companies in the areas of energy, shipbuilding and repair, information technology and
communication, the p ostal s ervice, air port i nfrastructure, air and rail transport. T he sale of assets held
abroad will also occur, suc h as sh areholdingsin HCB — Hidroeléctrica de Cahora Bassa, SA, in
Mozambique, and i n Sociedade Mineira do Lucapa, Lda, in Angol a, indirectly h eld through Sociedade
Portuguesa de Empreendimentos, SPE, SA.

Table I1.3. Privatisations of the State-Owned Enterprises, 2010-2013
Shareholding
Company Sector of the State

Sale of the State’s shareholding in full

BPN Financial 100.0%
INAPA — Investimentos, Participacdes e Gestao, S.A. Paper 32.7%
Edisoft 60.0%
EID Defence 38.57%
Empordef TI 100.0%
Sociedade Portuguesa de Empreendimentos SPE. S.A. Mining 81.1%
Hidroeléctrica de Cahora Bassa, S.A. Energy 15.0%
Partial sale of the State’'s shareholding
GALP Energia, SGPS, S.A. 8.0%
EDP — Energias de Portugal, S.A. Energy 25.73%
REN — Redes Energéticas Nacionais, S.A. 51.08%
Estaleiros Navais de Viana do Castelo, S.A. Shipbuilding 100.0%
CP — Carga, S.A. 100.0%
TAP, SGPS, S.A. Transport 100.0%
CTT - Correios de Portugal, S.A. Communications 100.0%
ANA — Aeroportos de Portugal, S.A. Transport 100.0%
Caixa Seguros Financial 100.0%
EMEF — Emp. de Manutencgéo de Equip. Ferroviario, S.A. Transport 100.0%
Concessions
CP - operation of routes | Transport [ 100.0%

Source: Ministry of Finance and Public Administration.

The entry of private capital in c ompanies where th e State is curre ntly the only shareholderis a key
element to foster efficienc y gains, through the challenges that the ne w adopting philosophy of pr ivate
management will pose to the new shareholders, in order to obtain a return on the capital invested. In this
way, the State will also benefit, since it will share the risk and also take advantage of a market ori ented
management and will perhaps be better prepared to face the challenges of market liberalisation, as in the
case of th e p ostal servic es and e nergy tran smission. M oreover, th e sal e of e quity holdings in sectors
where the State is alrea dy in a minorit y p osition will foster an even gre ater disp ersion of capital, with
increased free float, thus contributing to strengthening the liquidity of the securities on the stock market.
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Therefore, the unl ocking to private cap ital for new enterprises is envisa ged, which, notwithstanding prior
restructuring o perations, ar e bei ng cons idered for pr ivatisation, thus ¢ ontributing to the pr omotion of
greater e fficiency an d p roductivity in the se ctors concerned, a nd th e ess ential r eduction of Ge neral
Government debt.

The Government, in the State Budg et for 2010, estab lished the estimated revenue from priv atisation of
€1200 million, equivalent to 0.73% of GDP. The operations in subsequent years will generate the revenue
indicated in the following table.

Table I11.4. Privatisations revenues, 2010-2013

Year % of GDP million euros
2010 0.73 1,200
2011 1.09 1,870
2012 0.89 1,580
2013 0.73 1,350

Source: Ministry of Finance and Public Administration.

In the energy sector, the privatisation operations to be carried out are of Galp Energia, SGPS, SA, where
the State indirectly still holds 8% in EDP — Energias de Portugal, SA, in which the shareholding is 25.73%
and REN - Redes Energéticas Nacionais, SA, where the shareholding is currently 51.08% and where the
State will retain a shareholding that will safeguard the public interest.

In the sh ipbuilding and d efence sectors, th e shipyard company Estaleiros Navais de Viana do Castelo,
SA, will be unlocked to private investment, and the State’s shareholding in the following companies of the
technological nucleus of the defence sector and controlled by Empordef SGPS, SA, will be sold: i) Edisoft,
SA; ii) EID, SA; and iii) Empordef IT, SA.

Under the framework model approved by the Council of Ministers Resolution No. 20/2007 of 14 February,
stating that the privatization of ANA — Aeroportos de Portugal, SA, and the design, construction, financing
and operation of the ne w Lisbon airport is performe d in a single operation, to be ¢ arried o ut throu gh
international tender procedure, the privatisation of ANA will be undertaken.

At the same time the capital of TAP — Transportes Aéreos Portugueses, SA, will be unlocked to a strategic
partner who will co ntribute to strength ening the co mpetitiveness of the compa ny and the gro wth and
development of its business model under sustainable conditions.

Following the gradual liberalisation of the railway, the privatisation of the freight service will be undertaken,
in addition to restructuring of the suburban and long distance passenger transport o perations as well as
the manufacture and maintenance of rolling stock.

In the financial area, all of the capital of BPN — Banco Portugués de Negocios, SA, will be reprivatised and
the insurance universe of the CGD Group will be reorganised and partly (re)privatised.

In the c ommunications sector, the capital of CTT — Correios de Portugal, SA, will be unlocked to private
investment and in th e paper sector it will be promoted the sale of the State’s shareholding of 32.7% in
INAPA — Investimentos, Participacdes e Gestdo, SA, indirectly held by the State.
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[1.5.2 State-Owned Enterprises and Shareholdings

A set of measures in the State-Owned Enterprises Sector will be adopted, which will be positively reflected
in the reduction of primary expenditure, since the rationalisation of resources targeted by these measures
will reduce the need for Government transfers to the State-Owned Enterprises Sector, namely:

e Greater selectivity in investments and establishment of debt thresholds;
e Publ ic service contracts;

e Alignment of the State- Owned Enterprises Sector with the Gener al Governm ent in relati on to
wage constraint and the fleet of vehicles;

e Revision of the pension and health plans without contributory support;
e Purchases of State-Owned Enterprises;

e Funds C entralization i nthe Instituto de Gestdo de Tesouraria e do Crédito Publico, I.P
(Portuguese Treasury and Government Debt Agency) by non-financial State-Owned Enterprises.

The State will issue guidelines within 6 months to carry out the r eorganisation and restructuring of th e
State-Owned Enterprises Sector in order to improve its efficiency.

Selectivity in Investment and Establishment of Net Borrowing Thresholds for the State-
Owned Enterprises Sector

The State-Owned Enterprises Sector is very diverse and heterogeneous, covering all types of enterprises
and business sectors and in many cases, producing essential public services.

Without questioning the validity and importance of th e role played by the State-Owned Enterprises, it is
essential to u nderline the ne ed for gre ater selectivity in p ublic investment and mo uld the gro wth in t he
level of ind ebtedness of the State-O wned Enterpri ses t o the real ity of the countr y and com bine the
commitment to moder nization and development with m aintaining investment an d d ebt at sustain able
levels.

The above criteria will also apply to the investments of State-Owned Enterprises, raising the requirements
ond ebta nd improving th e return on in vestments ma de, noto nly forthe ent erprises in dividually
considered, but also for the country.

As well as greater selectivity of investment to be undertaken by General Government, the requirements of
exactitude a nd the sel ectivity of investme ntto be carried out b y th e State-O wned En terprises willbe
strengthen, en suring the sust ainability and volume co mpatible with the fi nancing c apacity and the d ebt
ability of enterprises and the State.

Accordingly, a ceili ng for the annual growth of net borrowing of non-financial e nterprises is established,
with reference to an average annual growth rate of about 5.5% (half of the recorded in the period 2007-
2009) until a more sustainable level of 4% is reached in 2013.
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Table Il.5. Threshold on indebtedness of State-Owned non-financial Enterprises

Year Threshold
2010 7%
2011 6%
2012 5%
2013 4%

Source: Ministry of Finance and Public Administration.

After the net borrowing of State-Owned Enterprises grew at an average annual rate of 11% from 2002 to
2009, it is necessary to set a threshold for its annual growth, which should be gradually reduced to a more
sustainable level (4%) in the short term.

The net borrowing ceiling will be applied by group of companies under the jurisdiction of each ministry (not
covering the e nterprises structurally not in deficit) an d it shou Id not affect t he raising of EU funds, and
each ministry is responsible, in conjunction with the Ministry of Finance and Public Administration, for the
management of the overa |l ceiling, in or der to give fle xibility to the definition a nd i mplementation of
sectoral policies.

Figure I1.3. State-Owned Enterprises indebtedness, 2009-2013
(Index values, 2002=100)
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Changes will be made to the provisions of t he P ublic Manager Statute and the management contracts,
with the aim of strengthening the legal framework in this area so that, not withstanding civil liability or any
other that may arise there from, the failure to comply with established net borrowing ceilings is considered
fair cause for removal from the post.

Public Service Contracts

Following what has b een done in r elation to the p ublic service provided in other sectors, notably in the
Health and Culture areas and private transport operators, public service contracts will be concluded with
all transport companies and infrastructure managers by the end of 2010 and the public service contracts in
the media sector will be revised.
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Alignment of the State-Owned Enterprises and Public Institutes with the General
Government

Following the guid elines already a pproved b yt he G overnment, wage i ncreases in State-O wned
Enterprises sh ould follo w, inthe per iod 2010- 2013, w hatis defi ned eac h year for the Genera |
Government.

Thus, in 20 10, un der th e wage negotiations un der way or be ing i nitiated and rel ating to th e year in
question, th e Management Board of the State-Owned Enterprises m ust compl y with the guidelines
adopted for wage adjustments in the Ce ntral Admi nistration, refraining from neg otiating claus es with a
monetary imp act in subseq uent years. T hese guidelines ta ke prece dence over an y decisions that ma y
have already been passed by companies, along a different line, but which have not yet implemented.

The Ministry of Finance and Public Administration may, in exceptional and duly reasoned circumstances,
together with the ministry in charge of the sector, authori se different procedure in or der to ensure e qual
treatment between wage developments in the Gen eral Government and the entities of the State-O wned
Enterprises Sector, in a pluriannual perspective.

The purchase of new vehicles for use by managers and other senior staff, as well as vehicles for general
services, are s ubject to rules similar to thos e established for the Genera | Government, with the ob jective
of reducing expenditure and CO2 emissions.

Revision of Health and Pension Fund Costs

The harmonisation of the funds, given the extreme heterogeneity of thos e undergoing implementation, in
particular the nature, purpose, coverage and funding scheme, shall be undertaken in the course of this
year, based on the principle of complementarity of those funds.

Thus, existing plans that do not comprise "defined contributions" will be closed to new subscribers and
shall also be adapted, through negotiation and without losing the acquired entitlements.

Accordingly, the State-Owned Enterprises concerned should establish new pension and health funds open
to new employees, which must compuls orily entail a "d efined contribution" and b e subject to regu lation
and supervision of the Portuguese Insurance Supervisory Authority.

To that end, the State-O wned Ent erprises shal | submit a rep ort to the Ministry of F inance and P ublic
Administration by 31 May on the measures taken and planned and relevant implementation calendar and
estimated financial impact.

Procurement in the State-Owned Enterprises Sector

In the co ntext of ration alisation of th e pr ocurement p olicy f or go ods and s ervices of State-O wned
Enterprises, purchas e centre s should be e stablished for each e nterprise and e ach se ctor, covering the
procurement of common goods and services.

Furthermore, the shar eholder will dec ide, for enter prises that have no tyetdon e so, on whetherto
subscribe to the framework agreements concluded by the National Public Purchasing Agency.
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Funds Centralization in the Portuguese Treasury and Government Debt Agency (Instituto
de Gestdo de Tesouraria e do Crédito Publico, IP) for non-financial State-Owned
Enterprises

As part of the fina ncial management of enterprises, the cash surpluses of enterprises of the State-Owned
Sector must compulsorily transfer that amo unt to the State’s Centra | T reasury, through the IGCP, th us
contributing to the reducti on of the net borrowing re quirements of the Republic, in a ddition to h aving a
positive impact on the net cost of that same debt.



I1l. COMPETITIVENESS AND SUSTAINED GROWTH

Before th e international economic and financial crisis Portugal underwent a period of structural reforms
and fiscal co nsolidation which e nhanced economic gr owth, sustai ned by th e increase in e xports a nd
investment. Yet, over the last decad e, Portuga | has re gistered eco nomic gro wth b elow potential, a
persistent external deficit and the accumulation of both General Government and private debt.

However, during the sam e d ecade, and particularly in the period prec eding the international eco nomic
crisis, the share of non-European markets has grown and there was an improvement in the technological
profile of Portu guese e xports, alongside with improvements in the business environment (stimulated in
part by the reforms don e by the Government), the func tioning of markets, the qua lification of the la bour
force, the use of n atural re sources, in research and innovation c apacity and i n i nfrastructure, which
contribute to increase the competitiveness of the country.

In particu lar, the impr ovement of the ba lance of n on-energy g oods and servic es i n the three years
preceding the crisis sho ws a remarkabl e recover y of competitiv eness, because it was n ot due to
recessionary conditions and reduced demand, b ut coincided with the acceleration of economic growth.
The growth in exports between 2005 and 2008 was only interrupted by the worsening of the international
financial crisis after September 20 08, an d the gro wth comprise d diversification, that resulted fro m
increasing shares in extra-European markets, and also the increase of exports of products of medium and
high technology, which have grown sharply since 1995.

The energy balance, which accounted for half of the countr y's external deficit in 2008 ( see Box II1.3),
worsened between 2005 and 2008 due to higher oil prices, offsetting t he p ositive effects of comp etitive
gains expressed in the balance of non-energy goods and services which, for the sam e period, improved
significantly as a result of the accelerating in exports growth.

This scenario partly explains the worsening of the net borrowing requirements of the Portuguese economy
vis-a-vis the re st of the world since the | ate nineteen nineties and start of the ne w century, and it is als o
partly to blame for the decline in the pace of economic growth.

Reducing the external deficit and th e indebtment of the ¢ ountry requires an increase of savings and the
encouragement of structural changes that e nhance the pr oduction of tradable goods. This demands an
improvement in com petitiveness susta ined b yi nvestmentsinm odernisation, by increases in
internationalisation, technological development, and improvements in the functioning of markets and the
reduction of red-tape costs. The reduction of the energy deficit, with better use of the country’s natural
resources, which the evolution of t echnology and fossil fuel prices mak e feasible, should also give an
important contribute.

The recovery of economic growth should, therefore, focus on increasing exports and private investment,
as well as r educed for eign d ependence in key areas for growth such as technology and e nergy. T his
process will b e sup ported by policies aimed at im proving the com petitiveness of d omestic pro duction,
namely innovation, skills, scientific and tec hnological capacity, and business environment, enhancing the
increase of productivity in a context of wage moderation.
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[11.1 Diversification and Technological Improvement of Exports

Two major structural changes in Portugu ese exports have occurred in the last decade. Firstly, there was
an increase in the shar e of medi um an d h igh-tech sector s and a shar p decline in the share of | ow-
technology sectors (Figure 1.1). The increased incorporation of technology means that Portuguese exports
moved towards sectors with a gre ater inc orporation of kn owledge, where the tech nological advantages
and skills of the | abour force are m ore important as factors of comp etitiveness th an the av ailability of
labour of low skill levels.

Figure lll.1. Technological intensity of Portuguese exports
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Source: INE and Ministry of Finance and Public Administration.

The gro wth of e xports occurred noton ly i n ne w product segme nts but also inrelationtos ervices,
particularly in the export of technological services (Figure 1.2). From 2005 the exports of services began to
follow a strong growth dynamic. Exports of services included in the technology balance tripled between
2005 and 2008", making it turn to a positive sign since 2007. The highlights of that change included the
evolution of e xports relate d to informatio n techno logy and to cons ultancy a nd co nstruction pr ojects
services.

Figure Ill.2. Technological Balance of Payments
(Million €)
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12 The Technological Balance of Payments is compo sed of the following ite ms: Rights to acquire and use pate nts, trademarks and
similar rights; technical assistance services; research and development services and other technical services.
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The second structural ch ange concerns the i ncreasing diversification of Portuguese export markets. The
share of e xtra-EU markets in creased from 15% to 27 % of total Portugu ese e xports between 1999 and
2008, during which p eriod these m arkets contributed to about ha If the gro wth of Po rtuguese e xports
(Figure 1.3). T his trend intensified after 2005, supported by the economic diplomacy which placed greater
emphasis on extra-EU mark ets. The diversification of market s, targete d at cou ntries registering higher
economic growth is an important factor in the process of recovery of the country’s exports.

Figure 111.3. Share of non-EU markets in the Portuguese exports
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The grow th of exports of goods and ser  vices between 2005 and 2008, the incr ease of exports of
technology a nd g oods of higher techn ology, and th e g ains in shar e in new markets sug gests th at
Portuguese companies were able to m eet the competitive challenges posed by the enlargement of th e
European Union eastwards and the opening of the European space to Asian products. This was reflected
in the evolution of the balance of goods and services, excluding the effects of hig her oil prices (between
2006 and 20 08), which presented a positive evol ution. T he conti nuation of the exter nal d eficit at hig h
levels was largely due to rising energy prices rather than a general loss of competitiveness. Exports grew
even in traditional sectors between 2005 and 2008, demonstrating that the restructuring of industries such
as clothing and footwear changed the competitive profile, generating smaller sectors but better equipped
with technology and able to produce higher quality goods.

The data thus sugg est that in the last dec ade there has been no overall decrease of competitiveness but
rather a loss of competitiveness in low-tech goods due to increased competition from low-wage countries.
The decline in exports in the se sectors up to 2008 has paralleled the st rong growth of exports in n ew
sectors of me dium a nd high techno logy. T here was also a ver y pos itive dev elopment in e xports of
services and an increase in the generation of energy from re newable sourc es, h elping to r educe the
energy dependence of the country.

Up to 2005, and alongside the gains in share of Portuguese exports in extra-EU markets, a loss of market
share in some European markets was recorded, particularly in Germany. That loss was associated with
the increased share of the countries encompassed by the enlargement of the EU.

The conclusio n in this scen ario is that th e incr eased c ompetitiveness and the contribution of e xternal
demand to growth should occur according to five vectors: first, continuing to grow in areas of medium and
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high technology, which have been strongly affected by the economic and financial crisis and sho uld now
register higher gro wth with the recov ery i n investment and dema nd for durable g oods; secondly,
continuing to enhance the growth of extra-EU exports, reinforcing positions in markets with higher growth;
thirdly, continuing to increase the exports of services; in fo urth place, increasing the us e of the countr y's
resources and reducin g en ergy dependence, and fi nally, prom oting the attraction of moderni  zing
investment.

The positive external contri bution of thes e five vectors hastobe drivenb y policies that enh ance
competitiveness and economic growth, particularly in regards to:

e The labour market, where wage moder ation a nd improving market functio ning, b y giving i t
greater flexibility, alongside with the pr ogressive upgrade of skills and the promotion of entry of
young workers and stronger stimulus to active employment search.;

e Improving the efficiency a nd effectiveness of the Gener al Governm ent in prom oting a better
business environment and reduce red-tape costs;

e Promotin g internationalisation;
e Focusing on technology and innovation;

e The best harnessing of natural resources, including renewable energy sources.
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Box Ill.1. Development of the Portuguese Economy in Recent Decades in the light of Structural
Indicators

In a long-term outlook, the evidence suggests that the Portuguese economy has been converging to the development
level of the European Union. Profound changes have occurred over the past few decades, including the opening up of
the country to international trade and foreign investment, the change of the production structures, which has had an
impact on the diversification of Portuguese exports, the c onsolidation of the banking sector and the development of
the financial markets. The GDP per capita and the level of productivity of Portugal represented 41% and 36 % of the
average for the EU-15 in 1960, respectively, and that increased to 69% and 64% o f the average for the EU-15 (76 %
and 71% of the average for the EU-27) in 2008.

Figure lll.4. GDP per capita (in PPP) Figure I11.5. Portugal — GDP and exports
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Following Portugal joining EFTA and then the EE C, GDP growth was primarily based on the growth of exports. In the
decade starting w ith 2000, the intensification of globalization, China's accession to the WTO and the accession of
some economies of Eastern Europe to the EU, partl y curbed the further development of Portuguese exports, despite
the recovery in 2005 and 2008.

Figure l11.6. Sectoral breakdown of the Portuguese Figure Ill.7. Sectoral breakdown of the Portuguese

GVA employment
(In % of total) (In % of total)
80.0 : 700 1
60.0 -
0 50.0 -
400 40.0 -
300 A
20.0 200 -
10.0
0.0
1961-70 1971-80 1981-90 1991-00 2001-08 0.0 -
B Agriculture, forestry and fishery products 1981-90 1991-00 2001-08
Industry . . W Agriculture, forestry and fishery products  Industry
Construction and building Construction and building W Services
B Services
Source: AMECO. Source: AMECO.

Another major transformation in the Portuguese economy over the last few decades has been that associated with the

development of t ertiary sector an d the red uction of the weight of agriculture in the country, in t erms of both Gross
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Value Added ( GVA) and also e mployment. In particular, the decline in the share held by industry of total GVA had

repercussions that embraced the slowdown of productivity.

Thus, the share of services in total GVA represented 74% in 2008, w hile in 1960 this did not exceed 45%. Likew ise,
employment in this sector increased to 61% in 2008, when it did not go beyond 37% in 1977. On the other hand, the
share of GVA of the agricultural industry fell to 2. 3% in 2008 (it was 21% in 1960) and employment in the sector had
declined to 12% in 2008 (28% in 1977).

Moreover, the Portuguese indust rial structure has significantly changed in recent decades with visible results in the
composition of expo rts. The hig hlights in this re gard in clude the significant decr ease in the share of tra ditional
industries, w hich are lab our-intensive and lo w technolog y (including textiles, clothing and f  ootwear) and t he
emergence of n ew sectors with greater technolo gical input, demanding higher skills, greater prod uction scales, as

well as the increased presence of multinational companies

The overall employment rate and employment rate of older people in Portugal registered levels above the European
average in the last two decades, due in part to the increase of women in the labour market. Other indicators related to
the level of edu cation among th e young population, the number of grad uates in science and technolog y and the

dropout rate in Portugal’s schools are shown in the table below, and they show signs of positive developments.

Table lll.1. Structural Indicators

Portugal European Union

Indicators Observation
2008 Oldest year 2008 Oldest year

GDP per capita in PPS 76.0 40,9 (1960) 100 100 (1960)  [EU-27=100 to 2008 and EU-15=100 to 1960

Ll FiEd Gy per PEEen 71.2 35,7 (1960) 100 100 (1960)  |EU-27-100 to 2008 and EU-15=100 to 1960

employed (in pps)

Employment rate (Total) 68.2 61,5 (1986) 65.9 BAGeD) |HeELErEEEEaE S D e Eyment
by total population of the same age group

Employment rate of older workers 50.8 44,5 (1986) 45.6 BO(EDy) | EEES R S ) e et
by total population of the same age group

Youth education attainment level 54.3 35,0 (1992) 75.8 69,2 (1995) FerceEER ClHR e i o 2020

having completed at least upper secondary education
Terti duatesi i d technol

Science and technology graduates |12,6 (2006) 5,2 (1998) | 13,0 (2006) 88 (1998) | o o'Ygraduatesinscience anctechnology
per 1000 of population aged 20-29 years

Erlysdiesl lemes 354 50,0 (1992) 16.7 26,2 (1995) Percentage of the population aged 18-24 with at most lower
secondary education and not in further education or training
Long-term unemployment rate 3.7 1,2 (1992) 2.6 4,9 (1994) e ey ([2 reiin e meie)
as a percentage of the total active population

The ratio of total income received by the 20 % of the population
Inequality of income distribution 6.1 7,4 (1995) 4.9 5,1 (1995) with the highestincome to that received by the 20% of the
population with the lowest income

The share of persons with an equivalised disposable income

18 23,0 (1995) 16 17,0 (1995) below the risk-of-poverty threshold, which is set at 60% of the

national median equivalised disposable income

At-risk-of-poverty rate after social
transfers

Life expectancy 79.38 63,97 (1960) 180,55 (2007) 77,38 (1995) |Life expectancy less than 1 year

Energyintensity of the economy  [196,9 (2007)  230,6 (1990) |151,7(2007)  215,9 (1991) |Crossinfand consumption ofenergy divided by GDP

(kilogram of oil equivalent per 1000 Euro)

Sources: AMECO, Eurostat and INE.
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[11.2 National Reforms Plan

Portugal has achieved an important set of structural reforms over the last five years that have already had
a significant impact on reducing the red-tape costs, improving the business environment and increasing
productivity and the inc orporation of technology, both in the public and private sect ors. Many of the se
reforms should contin ue to b e effective in improving b usiness activiti es, both in th e relations b etween
businesses a nd the State and within th e public s ector itself, lea ding t o i ncreases i n pro ductivity and
economic growth.

The reforms should continue under the 2020 strategy, which is still being designed at the Europ ean level.
This will follow on from the National Reforms Plan - 2008-2010 (PNR), which succeeds the National Action
Programme for Growth and Jobs 2005-2008, covering a range of structural reforms in key sectors of the
Portuguese economy.

This plan is annually monitored by the European Commission, which in its January 2009 report assessing
the pro gress of the Memb er States on th e implementation of the stru ctural reforms envisaged inthe
Lisbon strategy, found that P ortugal implemented measures leading to a sustainable reduction of defi cit,
Public Admi nistration reform and th e imp rovement of the susta inability of pu blic fi nances. It also
recognised that the country took steps to e ncourage more public and private R&D to f ill the g aps in the
national innovation system, and to mak e the education system more efficient. The revision of the Labour
Code was also regarded as an important achievement.

The report cites a number of challenges that Portugal still has to face, especially to increase productivity
and ac hieve a more bal anced e xternal pos ition, sug gesting a mor e qu ality-oriented p ublic expenditure
policy, im proving the fu nctioning of markets, improvin g efficiency in the education and training systems
and making them more focus ed on i ncreasing competitiveness, particularly by increasing the pe gging of
wage increases to actual gains in productivity.

The National Reforms Plan 2008-2010 absorbed the recommendations of the European Commission in
the measures presented further on in this document.

In the fi eld of pu blic fina nces and public services, t he Nati onal R eforms Plan focu ses o n ar eas that
promote the g rowth pote ntial of the country an d empl oyment. Some ong oing activit ies incl ude the
promotion of the effectiveness and efficiency of revenue, the revision of financial management processes
in the public sector the introduction of accrual accounting and analy tical software based on the RIGORE
software, in th e integrated s ervices. In ad dition, in creased attenti on will be p aid to t he comp osition of
expenditure, creating net borrowing thresholds for public enterprises.

In the area of support to Small and Medium-size Enterprises (SME) and the fostering of a more favourable
business environment, a number of measures that have been implemented are of note, such as the Pay
on T ime progr amme an d the financi ng of SME thr ough t he INOF IN programm es, which incl udes the
FINICIA, FINCRESCE and FINTRANS programmes. T he supp ortto t he cap italisation proc esses of
businesses has been embodied in the PME Consolida programme, which intends to i mprove access to
financing instruments for strength ening the capital structu re of SMEs; it consists of thr ee instruments: i)
Support Fund for Company Merger and C onsolidation ii) Special Real Estate Fund to support Bus iness
and iii) venture capital.

Support for private investment through me asures in the National Strategic Reference Framework (NSRF)
has been intensified by the up-front payment of ERDF incentives to businesses, expanding the eligibility to
incentive schemes for private investment, the increase of the maximum rates of European Community co-
funding, flexibility in the payment of advances to investme nt projects and support to sectoral plans (cars,
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fashion, cork and wood and furniture), the frontloading of municipal investment in the u pgrade of schools
of the first cycle of basi ceducati on and n ursery schools, streamlini ng mun icipal i nvestment,
decentralisation contracts for the m anagement of NSRF with municipal associations, and the frontloading
of the municipal investment in urban renewal or integrated into collective efficiency strategies.

Another instrument of structural su pport is the pro gramme to support Pro jects of Natio nal Interest, which
in September 2009 comprised 56 projects in the monitoring phase, two projects undergoing analysis and 4
in the investigation phase.

The facilitatio n of the bus iness e nvironment has al so b een prom oted b y th e im plementation of t he
Technological Plan for Justice, which under the sector modernisation programmes and the use of IT, has
made significant changes in three areas: land register and civil register and the dematerialisation of legal
proceedings.

In the field of promoting research and development (R&D) and the improvement of the innovation system,
Portugal further developed its favourable Technology balance and has made significant progress on the
European Inno vation Scor eboard (EIS 200 8), being the country where the R& D inve stment has most
grown, to represent 1.5% of GDP. Another notable change occurs in the composition of the R&D, with the
predominance of investme nt made by business over th at of the p ublic sector. Also of note is t he work
done to su pport coll ective innovation d ynamics, the highlight of which i s the s upport provided for th e
formation of clusters and competitiveness nuclei, with a global view, integrating companies but also o ther
relevant organizations of the Scientific and Technological System.

In the area of climate change, Portugal is currently the 5th European country in terms of the highest share
of rene wables in their energy balance. A redesi gn of the e nergy profile of the c ountry h as be en
undertaken, involving the focus on renewable energy and the National Dams Plan in p articular, which will
take Portugal from its current 46% use of hydro potential to around 70% by 2020.

The highlight of the field of qualifications, employment and social cohesion is the substantial improvement
to the indicators for qualifications, including the reduction of education system drop-outs and the increase
to young people aged between 20 and 24 years who have completed at | east secondary education. One
million adults were involved in processes of improvement and/or recognition, validation and certification of
skills. The NSRF measures in this area total EUR 280 million for financing the Employment Initiative 2009.

In the area of promoting an intelligent territory, the measures to be implemented reflect the commitment to
promoting smart networks and the use and management of the territor y as a factor of competitiveness,
quality of life and soci al cohes ion, which have a very pos itive imp act on qua lity of the busin ess
environment in the country.

[11.3 Reforms in the Labour Market, Qualifications and Productivity

The reform of labour legislation was an important advance to the functioning of the labour market,
permitting greater flexibility and improving the management of human resources in enterprises.

Figure 111.8 shows the development of an indicator of labour rigidity for different countries. This indicator
shows that in Portugal th e reform of Labour Law was reflected very positively in the re duction of the
rigidity of the labo ur market. Henc e, the most recent figur es show that Portugal is mo ving closer to the
reference countries for the E uropean Social Model, such as Germany and France, while Spain remains
with relatively higher rigidity.
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Figure I11.8. Labour market rigidity
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This indicator is calculated on a scale from 0 (less restrictive) to 6 (more r estrictive),
which corresponds to the w eighted sum of indi cators for regular contracts, temporary
contracts and collective dismissals.

The effects of new legislation which came into force in 2009, should begin to become much more evident
only when economic activity recovers. In fact, with the recovery the new law will help to facilitate job
creation and promote greater flexibility and efficiency in the labour market, which can result in r educed
costs and increased productivity for businesses. T he change in labour law changed, too, the country's
situation as regards the relative position in terms of flexible working, a fact that can contribute positively to
the attraction of direct foreign investment.

Another aspect that should help increase productivity and enhance the process of change in P ortuguese
specialisation is the increase of qualifications of the labour force. The level of Portuguese qualifications is
one of th e main aspects that determ ine pr oductivity differ ences still existing bet ween Portugal and its
European part ners. Over the past four years, there has been a subst antial incre ase in skills, which
resulted from the enlargement of the number of stud ents, particularly in higher education, and also the
investment effort in ski Ills by more th an 900,000 workers who partic ipated i n th e N ew Opp ortunities
programme.
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Figure 111.9. Proportion of labour force (15-65) with more (or less) of 9 years of education
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The change of qualifications in the last decade is visible in Figure 1.9 and Figure I11.10. In this period, the
number of graduates in labour force has doubled and the proportion of workers with complete compulsory
education exceeded the 50% barrier for the first time, in 2008.

The proportion of you ng pe ople attending a higher education course e xceeded 30% of the a ge group,
registering, for the first time, amounts similar to the EU average.

Figure 111.10. Qualification of the labour force: university degree and uneducated
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The increase in the qualifications of Portuguese workers should continue in forthcoming years, as well as
the absorption and harnessing of new highly skilled workers, as companies and the country’s international
specialization adjusts to the new qu alifications level. T his reality should have an impact on productivity
and competitiveness, even in the short and medium-term, resulting from the increase of education effort in
the previous two decades.

Moreover, and in a pers pective of encouraging | ong-term gro wth, the focus was set on increasing the
number of students and improving the quality of e ducation. In hig her education, incentives were created
for universities to increas e the number of graduates. These already had a strong increase in the number
of doctor ates, a stren gthening of internationalisation and a sharp increase in research. In the last four
years there h as also be en a significant increase in the share of stude nts in the science and tech nology
areas.
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A number of reforms were implemented in primary and secondary education, involving strengthening i) the
use of Information and Communication Technology, ii) the teaching of English from early learning ages, iii)
vocational education, iv) and improving the management of schools and the school infrastructure.

The effort to improve education and the qualifications of the Portuguese will proceed with the extension of
compulsory schooling to 12 years, the upgr ade of the sch ool infrastructure as a result of the investmen t
program in progress, im provements in the qua lity of ed ucation, parti cularly by stren gthening teach er
assessment and le arning re sults, and, b y means of the Trust Agreement, increas ing the num ber of
graduates. Many of these reforms will primarily have an effect on productivity and growth only in the long-
term, but some, such as the enl argement and improvement to hig her educ ation and the furth er
qualification of workers may produce results in the near future.

In order to accelerate the entry of qualified young persons in the labour market, the Government launched
trainee placement programmes such as Inov-Young, Inov-contact or Inov-Export. The goal of speeding up
the recovery in employment is also the focu s of the propo sed changes to unem ployment benefit, which
create incentives for the activ e search for a job and the adjustment of lab our supply to the la bour market
situation resulting from the crisis.

Lastly, it is to b e emphasized that the effort to curb pub lic expenditure by the State should also contribute
to competitiveness and to th e curbing of the evolution of unit labour costs. In Portugal, the ne gotiation of
wage increases in the private sector is strongly influenced by the agreements in the public sector, so it can
be expected that the proposed constraint in civil service wages will also contribute to wage moderation in
the private sector, and particularly in the tradable goods sectors, enhancing competitiveness.

[11.4 Improvement to the Business En vironment and Reducti on of Red-tape
Costs

The importance of a dministrative simplification targeted to businesses comes from the need to cre ate a
more favourable business environment that increases their competitiveness. This simplification operates
through a reduction of red-tape costs, as a positive factor for the growth of the Portuguese economy in the
recovery cycle now starting.

The Simplex Programme is a n ambitious set of measur es to modernise and simplify administration, with
benefit to the citizens and the competitiveness of enterprises. Over the past four years over 730 measures
have been im plemented, 46% of which h ad b usiness a s their dir ect beneficiaries. The follo wing box
highlights some of the main measures.
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Box Ill.2. Examples of some Simplification Measures between 2005 and 2009

On the Spot Firm
Just over 4 years ago, creating a company in Portugal took several weeks and involved filling in multiple forms and
many visits to various departments. In 2005, we implemented a simplified procedure for start-ups - On the Spot Firm.
From July of th at year, it beca me possible to create co mpanies - public limite d, priv ate limited or single-perso n
limited company - in less than one hour (35 minutes was the average time in January 2010).

. 87386 firms were created on the spot, which represents 56.4% of all companies started up;

. EUR 15.8 million is the estimated saving of the on the spot companies established.

Online Firm
In 2006, th e fou nding of compa nies at a one-st op shop also be came available in a demate rialized form via th e
Business Portal. Founding a co mpany online is available to all citizens w ith a Citizen’s Card, as well as lawy ers,
solicitors or nota ries holding digital cert ificates. It is thus possible to choos e the name of the co mpany, submit a
memorandum and articles of association, digitally sign documents and p ay the fees online, which were reduced to
one-third for using this procedure.

e  Anaverage of 32.6 companies are founded online per day (data from February 2010);

e EUR 20.37 million is the saving from the online founding of companies.

Permanent extract and permanent extract in English
The compan y re gistry informatio n is now availa ble on line, continuousl y updated through the Permanent Ext ract.
Companies can permit any public or privat e entity to vie w their registry entries by providing them a n access code,
saving time, money and travel. This certificate is also available in English
. More than 1250 000 perm anent extracts of th e com pany register have been issued over the inte rnet —
doing away with the need to obtain a hard copy of the extract, as of July 2009;
. EUR 38.8 million is the saving from extracts permanently available online (as of July 2009).

Simplified Business Information
The Simplified B usiness Information statement en sured that the submitting of accounts and tax an d statistical data
was made in one single transaction over the internet, where as previously it had involved various.
. 1112709 Simplified Business Info rmation statements submitted online to 4 different entities betw een 2007
and July 2009;
. 6000000 pages saved with the dematerialisation of the registration of accounts;
. EUR 5.51 million is the saving  on administr ative co sts w ith the submittal of the Simplified B usiness
Information statement from 2007 to July 2009.

Dematerialisation of export procedures
Several measures to simplify the procedures for impor tand export, p roviding electronic forms for orders an  d
instruction of var ious procedures, fully dematerialising some of th e procedures an d implementing mechanisms for
communication bet ween inform ation s ystems, which e nable t he electronic a uthentication of documents. The
computerisation and simplificatio n of proc edures replaced the export d eclaration on paper with an electronic
declaration.

e 720000 export declarations were submitted in a dem aterialised manner, fr om implementation in 2006 to

August 2009;
. EUR 1.4 million is the saving with the dematerialisation of the export process.

Exemption from submission of statement of no tax and Social Security debt

The present ation of the docum ent certif ying no outstanding ta x or Social Securit y contributions w as eliminated.
Companies can now opt to allo w their ta x and contribution situation to be consul ted at the Tax A dministration or
Social Security sites, by indicating the relevant tax and social security numbers.

More than 1100000 certificates are no longe r requested from the Social Security and Tax Administration on pap er,
since implementation in 2006 and May 2009.
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Local Government Simplex

This Program me arose f romt he need tod evelop simplific ation measures at the various le vels of Gene ral
Government. Some of the simplification measures implem ented in the Centr al Government have si gnificant impact
on local govern ment and its association to the programme has contributed to greater and more effective results.
Therefore, a programme of simplification for local government was initiated in 2008, providing some good results for
businesses.

Permits’ Catalogue

In order to identify and facilitate t he process of ob taining permits the catalogue of business permits was created at
the Comp any Portal. It cur rently pr ovides information on p ermits, authoris ations and similar administrative
constraints.

The simplification policy pursued by the Government, to gether with the investment in infrastructure f or
broadband communication, are key tools to enhance the country's recovery, as evidenced by international
assessments. Portugal has b een rated as one of the mo st advanced countries in this area, andith as
evolved from 16th place (i n 20 04)to 1stplac ei nth e Euro pean ra nking o n the avai lability and
sophistication of online public services'>. Positive evaluations and praise from the IMF and EIB have also
been addressed to Portugal.

In the pre paration of a new round of me asures to re duce red-ta pe costs in the period 2010-2013, the
contributions o f orga nizations like the OEC D a nd th e IM F were cons idered, in addition to the main
domestic institutional and economic agents'*. This collation of information aims to find measures that help
to simplify business activity and reduce the red-tape costs for foreign com panies with economic interests
in Portugal, thereby promoting foreign investment, as also for nation al companies wishing to e xtend their
operations across bord ers, thus fulfil ling o ne of the pri orities of t he Governm ent - to strength en the
internationalisation of the economy.

The following measures stand out in the new round of administrative simplification policies:

e Further deve loping the cuttin g of red-tape in lice nsing pr ocedures an d remove the permits
required for a numb er of a cts, thus simplif ying the st art-up com panies a nd g athering all
information about licenses and p ermits and similar administrative c onstraints. T his project has
already been authorised by the Central Government and nine Local Authorities, but the intention
is to gradually extend it to all other local councils;

e The development of the company electronic file, at a reserved area of the Company Portal, which
will be accessed through the Citizen’s Card. This file will allow businesses to access information
provided b y different bodies of the Gener al Gover nment, considering the pro file an d
characteristics of the activity of each of these companies. The intention is that a specific request
to a governmental body can be initiated or have its status checked in this file;

e The creation, within the electronic file of the company, of a c entral re pository of information of
each company for consultation by any entity of the Public Administration. Initially it is intended to
provide access to the public documents needed for procurement processes, through interaction
with the existing procurement platforms. The possibility of including documents issued by private
entities is still being assessed;

I According to data of the EC study, Smarter, Faster, Better eGovernment.
" Such as the Secretary of State for Administrative Modernisation, AICEP, the representatives of the foreign chambers
of commerce present in Portugal and the institutions representing Portuguese companies.
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e The possibil ity of Portugues e citizens with a Citizen ’s C ard soon being abl e to acce ss online
services of th e Span ish Go vernment, and Spanis h citiz ens be ing able to access the on line
services oft he Portu guese Gener al G overnment, u sing th eir“ Documento Nacional de
Identificacion”. In an initial phase, Portuguese companies operating in the civil construction area
in Spain are going to be able to register their employees online with the Ministry of Labour and
Immigration. Spanish citizens will be allowed to found companies online in Portugal, through the
Company Portal, using their “Documento Nacional de Identificacién”.

I11.5 Promotion of Internationalisation

The Government is aware that for effective economic recovery and the gradual reduction of net borrowing
requirements vis-a-vis the rest of the world the promotion of the competitiveness factors is required, which
will, at a time of recovery, maximize national GD P gro wth and m ove the cou ntry to wards e quilibrium,
where macroeconomic balances can be maintained and the economic growth of the country enhanced.

The Government takes o n t he o bjective o f increas ing t he shar e of e xports in output, undertak ing to
implement measures aimed at increasing exports, especially those of higher value added.

In order to ac hieve this, it h as been pursuing a stra tegy of economic recovery steered to strengthening
competitiveness and t he export capacity along three main pillars: the e xpansion of th e export base and
encouraging a nd su pporting ne w com panies to enter fo reign markets, secon dly the diversific ation of
exports, and thirdly continuing to reinforce the technology base and value added of Portuguese exports.

Council of Ministers Resolution No. 115/2009 of 1 5 December approved a s et of me asures intended to
support the i nternationalisation of Po rtuguese comp anies, aiming to actin thre e areas: i) incre ase the
value a dded of exports; i i) s trengthen exports of co mpanies alr eady in i nternational markets and iii)
broaden the base of exporting companies, particularly SMEs.

Accordingly, t he Gover nmenthas sett hetarg etfor theper iod 2010-2013 ofincre asingt he
internationalisation of the ec onomy and it has already approved a ra nge of measur es in this regar d,
including:

e Support the operations to aid Portuguese SMEs in international markets, aiming to st rengthen
the capacity to enter foreign markets, namely through the Fund for Internationalisation;

e Creation of the INOV-Export programme, intended to support, in its initia| phase, the insertion of
500 young professional staff specialised in international trade in domestic SMEs;

e Opening 1 4 e xport stores in  Portugal, especi ally d evoted to provi ding technic al su pport to
exporting companies or potential exporters;

e  Council forth e Promotio n of Internation alisation, comp osed of repr esentatives of business
associations, with capacities to intervene, galvanise and promote significant exporters processes
among domestic companies.

The diversification of markets, reducing dependence on the European market is a strategy that has been
consolidated, taking advantage of the diplomatic framework and a group of miss ions sponsored by the
Agency for Inv estment and F oreign Trade (AICEP) and the Government, which has o pened the do or to
new markets. The next few years will entail a new focus on reformulating economic diplomacy, which will
be complemented by the cre ation of a n etwork of s enior executives of Portugues e companies abroad,
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articulating with the economic diplomacy and AICEP, to detect, create and support the implementation of
investment opportunities in Portugal or for the internationalisation of Portuguese companies.

This investment in building s ynergies bet ween the AICEP network and diplomatic repres entations will
increase the number of representations of the agency, expanding the support it provides to businesses in
new markets, notably in emerging economies in Asia and South America.

The data pr esented a bove il lustrates th e v ast sect or c hanges an d development of the v alue ch ain.
Moreover, the necessary increase of competitiveness and production capacity encompasses the attraction
of modernising foreign investment in h igh-value industries where the country has significant comp etitive
advantages. Simultaneously, the cre ation of networks to strengthen the roots of direct for eign investment
projects by increasing th eir linkage to domestic su ppliers an d th e tra nsfer of tec hnology to domestic
companies.

These measures established here embody the strategy for the intern ationalisation of the economy and to
increase exports for economic recovery.

Further supp ort for internatio nalisation is provid ed throu gh the devel opment of the monitori ng strategy
provided to domestic firms b y the client manager of AICEP, creating conditions to le verage the c lient’s
internationalisation processes. More than 5,000 companies are being monitored, which clearly illustrates
the concern and focus on creating conditions to develop the business of domestic companies. In addition,
an i nternational n etwork of resourc es which already i ncludes mor e than 2,0 00t rainees h as b een
leveraged through the trainees on the INOV Contact Programme. The PME SEGURA programme, which
aimstoe nsureacc esstoe xportloa nins urance,is anot herreleva ntmeasur e sup porting
internationalisation.

The support to Tourism during 2009 involved the reinforcement a set of promotional actions abroad, with
the aim of ens uring tourist flo ws remained at the same level, increasing occupancy rates on air r outes,
encouraging the promotion of the c ountry among tour operators as well as improving financing conditions
of companies of the tourism sector. Besides launching a set of financing support measures, measures to
facilitate to urism were d eveloped (simp lification of the s ystem for setting up, o perating an d man aging
tourism developments and access to the tourist entertainment business segment).

[11.6 Investment in Technology and Innovation

The focus on technology and innovation is reflected in a sharp increase in investment in research and
development — see F igure I.11. Portuga | a pproached the Europe an av erage in terms of investment in
research and development, as pu blic sector investment grew and private sector investment increased
more sharply to exceed 50% of total expenditure on research and development. This development should
continue to co ntribute t o the process of ¢ hanging th e profile of e xports, as mentioned a bove, and to
continue improving the technology balance.

The introductio n in comp anies of graduat es specialising in high p otential areas - espec ially h ealth and
energy, the strength ening of national |aboratories and the intern ationalisation of Portugu ese universities
have contributed to improve the productivity and competitiveness of many sectors that are now motors of
national e xports an d to increase th e potential for economic gr owth, particularly thr ough the im proved
incorporation of technology and i nnovation, creation of br ands an d thro ugh meas ures to structure t he
business env ironment and r educe red-tap e costs, and includ ing the better harne ssing of natur al
resources. T his strategy will be rei nforced with collective efficiency measures established in th e through
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the creati on of clusters a nd com petitiveness nucl ei th at grou p tog ether ex porting co mpanies, thus
encouraging ¢ ooperation a nd s ynergies interms of innovation and capac ity bui Iding and in areas
concerning internationalisation

Figure lll.11. Research and development expenditure
(In % of GDP)
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respectively. For Greece, the value for the last year is 2007.

Source: Eurostat.

[Il.7 Encouraging Private Investment

The stimulus of private investment is an essential element of economic policy in the period 2010-2013. A
prerequisite fo r Portug al best take a dvantage oft he general r ecovery of eco nomic activityonth e
international stage is to support the m odernisation of production structures - thr ough rationalisation and
optimisation, strengthening technological capacity building or improving international sales capacity. Some
measures in this area that are to be developed in 2010-2013 are:

e  Support the pr ocesses of ca pitalisation of companies, i ncluding t hrough: i) Sup port Fund for
Company Mergers and Consolidation; ii) the Special Real Estate Su pport Fund for Businesses;
iii) venture capital instruments and iv) the development of a specific segment of c apital markets
direct at SME's;

e Speed upthe paceofinve stmentco-fun ded bythe N SRF, develo ping an d ad apting th e
measures already taken for this p urpose (up-front payment of ERDF incentives to businesses,
expanding th e elig ibility to i ncentive sche mes for privat e investme nt, the increas e of the
maximum rate s of Communit y co-fu nding, fl exibility in th e payment of ad vances to i nvestment
projects and support for sectoral plans);

e  Providing stimulus to SMEs through the development of municipal investment initiatives under
the NSRF , and follo wing o n from the recentagr eement with the n ational assoc iation of
municipalities (implementation target of €600M in 2010);

¢ Promotion of Collective Effi ciency Strate gies (nuclei a nd clusters), i n orderto sup portthe
rationalisation of investment, the development of modern c ompetitive cap abilities and b usiness
cooperation ca pacities in the areas of Eng ineering & T ooling; Mobi lity Industries; R efining ,
Petrochemical and Industrial Chemical Industries; Energy; Manufacturing Technologies; Forestry
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Industries; T ourism; Information T echnology; Communication and Electro nics; F ashion; Health;
Agro-Industry; F urniture busi nesses; Sustainable Home Items; Natura | Stone; Wines from the
Douro Dem arcated R egion; Sea-related Knowledge and Economics; Creative Industries of the
North Portugal Region.

[11.8 Public Investment

Public investment is ess ential to modernizing the ec onomy and increasing productivity. The investments
promoted b y the State ma y also mak e a n importa nt contrib ution to reducing business costs and to
strengthen their competitiveness. Investment may also contribute to boosting internationalisation, reducing
the distance to the market, cutting red-tape costs that com panies operating in Portugal are faced with and
boosting the capacity to attract foreign investment.

The improvement of infrastructure inthel ast10 years has he Iped to improve com munications a nd
distribution n etworks in Port ugal, thus makinga n important contributi on to increasing the co untry’s
productivity and decreasing red-tape costs.

Following i) the peak of public investment in 2009, to combat the crisis; ii) the gradual signs of economic
recovery, iii) the need to restore the balance of public accounts, the selection of public investments should
continue to pa y partic ular attention to the impact on the General Gove rnment deficit and the lo ng-term
indebtedness of the country. The quality of public investment is a key factor in determining its contribution
to long-term economic gro wth, wherein growth and c ompetitiveness are core criteriat o be co nsidered
when deciding on projects to implement.

Investment deemed to be a priority also help to promote the consolidation process by fostering the growth
and com petitiveness of the e conomy in the long term, th us assisting to wards reli eving the pro blems of
General Government deficit and external borrowing of the Portuguese economy.

The high-speed rail link to Madrid, the investment in Lisbon’s new airport, the development of the logistics
and port networks are e xamples of the t ype of investment that promotes the internationalisation and
productivity of the Portug uese economy. Many of t hese investments, b ecause of their capacity to rais e
private capital and generate revenue, have a relatively low impact on Government spending.

On the other hand, the acceleration of investments under the NSRF will be a priority to be pursued. In this
area, the i nvestments aimed att he critical factors of competitiv  eness - the qual ification of h uman
resources, bu siness ¢ ompetitiveness, inn ovation and ter ritorial enhancement - with hig h ec onomic
stimulation capacity and low budgetary impacts, will be favoured.

[11.9 Harnessing Natural Resources: Energy Strategy

As regards the use of natural resources, we highlight the harnessing of energy resources, particularly wind
energy and hydroelectric energy.

The energ y st rategy i n Port ugal has been strong ly foc used on re newables, en ergy effici ency, n ew
concepts of mobility as well as the provision of infrastructure.

The Government's energy policy aims to promote competition, the environmental adequacy of the entire
energy process and en ergy supply security. A major ¢ ontributor to the achi evement of these objecti ves
has b een energy generation base d on indigenous re newable so urces, which g enerate ne w private
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investment in hig h-technology en ergy equ ipment, fostering th e cre ation of em ployment a nd r educing
energy dependence on external supplies. The Government has a Iso taken a proactive approach in the
area of energy efficiency, as a means of re ducing carbon emissions and increasing productivity and the
competitiveness of the ec onomy. A nother significant ar ea of focus, i n which Portug al is a p ioneer, is
electrical mobility, whereby the Government extends its policies on ren ewable energy and environmental
sustainability to the transport sector.

These energy policy guidelines are structur al in promoting the comp etitiveness and sustainability of the
country, since they contribute to the re duction of carbon emissions, energy dependency and the increase
of the export capacity of goods and services in this economic sector.

Portugal has taken a leading role in the field of re newable energy, which is acknowledged in Europe and
internationally. The strateg y to diversif y s upply sources, based o n the use of resou rces the count ry
possesses - wind, water and sunshine - has contributed to the reduction of dependence on energy imports
and also to ac hieving the objectives of r educing greenhouse gases. The sector is directly and indirectly
responsible for 30,000 jobs, and it is estimated that it will create about 7,000 new jobs annually over the
next decade, and that it will generate an annual GVA of about €1000 million, which is envisaged to triple
by 2020. At the end of 2008, 43.3% of all electricity consumed came from renewable sources.

The motor for this advance has been wind energy, which has grown in installed capacity from 537 MW in
2004 to 345 0 MW in 2009, and this is e xpected to gro w by a furth er 1100 MW in 20 10. In the field of
hydroelectric power, the National Pr ogramme for Dams of Hi gh-Potential H ydroelectric Po wer was
published, which is intended to boost the generation capacity of various existing dams and build 8 new
dams, to provide a total of more than 1300 MW. There are also plans to simplify the process of identifying
the p otential f or the constr uction of min i-hydroelectric plants. T his inv estment i n h ydroelectric power
combined with wind p ower has a positiv e effect on t he efficiency of th e natio nal elec tricity ge neration
system.

It should be noted that the use of wind and hydroelectric power will reduce a c omponent of imp orts that
accounts for one-half of the forei gn trade deficit of the Portuguese economy — see Box 111.3. Furthermore,
this is also an area where t he inv estment in this marke t has permitte d the in ternationalisation of the
national energy strategy, through the export of equipment for the generation of wind and solar power.
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Box Il.3. The Energy Balance and the Policy of Promoting Renewable Energy

Portugal, like other developed economies, has always been a cou ntry dependent on foreign energy. In 2008, imports

of energy accounted for 13.5 % of total imports of goods and services and the balan ce of energy account was 50.2%

of the total trade deficit in goods and services account in the same period (Figure I11.12). This reflects the continued

deterioration of t he trade in energ y, which is illustrated by the worsening energy deficit which increased from 383 8

million in 2000 to 7439 million in 2008, equivalen t to an increase of 1.9 p.p. of GDP (Figure llI.13). This trend was

interrupted in 20 09 by the eff ects of the financial and econom ic crisis on international trade flo ws and price of ra w

materials, particularly oil, which price dropped by 35% compared to 2008 (Figure IIl.14).
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Thus, the Portuguese economy is strongly influenced by the volatility of oil prices. The price eff ect has bee n, since

2005, the most significant fa ctor in explaining the variation in th e balance of energ y account (Figure I11.13) and it

wields relatively more importance here than in the balance of goods and services account (Figure I11.15).

Figure l11.14. Evolution of the average spot
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The energy account deficit thus has quite a significant impact on the n et bo rrowing requirements of the economy
(Figure 111.16), which stood at 9% of GDP in 2000 . Excluding the energy component, this indicator w as 6% of GDP,
decreasing until 2003, the year when the net borrowing requirement reached the minimum value of 1.6% of GDP.
Since then, it has been worsening, though it did not exceed 5.4% in 2008, which compares with 10.3% of GDP when
the ene rgy com ponent is included. In th at year, the cont ribution of the ene rgy component to th e netb orrowing
requirement of the economy, which has been increasing since 20 03, reached a peak of 4.9 p.p. of GDP, being this
result driven b y the negative d evelopment of t he oil price. Excluding the ener gy compone nt t he net bo rrowing

requirement of the economy has remained quite constant in recent years.

Figure I11.16. Net lending with and without energy
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In view of this situation, the d evelopment of a policy to promote renewable energy has been one of the strategic lines
of development of the countr y, aimed, on the one hand, atred ucing energ y de pendence and, on the other, at

promoting economic development and environmentally sustainability, including by means of reducing CO2 emissions.

The energy policy underway has, among other, the purpose of reduction of ene rgy imports in o rder to significantly
reduce the fo reign trade de ficit of the Portug uese economy. According to the est imated values for the goal of thi s
policy on the trade balance in 2020, and considering an alternative scenario in which the impact is reflected in data for
2008, a red uction of 1.2 p.p. of GDP of the n et borrowing requirement of the ec onomy would be obtained, and t he
estimate of the energy deficit would stand at 3.6% of GDP (Figure I11.17).

Figure l11.17. Impact evaluation of the energy policy
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The action in the fiel d of ene rgy efficiency is focus ed on t he target set b y the Nati onal Action Plan for
Energy Efficiency, which intends to red uce current energy consumption by 10% by 2015. To this end, a
broad range of initiatives h as been im plemented like the la unch of the En ergy Certification of Buil dings;
the System for Managing Intensive Energy Consumption, which aims to rationalise e nergy consumption
and achieve energy savings in the 758 highest consuming industrial plants in the country; the distribution
of about 2.5 million energy efficient light bulbs to around 600,000 low co nsumption/income households;
support provided to ind ividuals, private soci al solidarity institutions and clubs and associations of pub lic
utility for the installation of solar thermal panels; and the promotion of energy efficiency in public buildings,
contributing to the reduction of their energy bill and increasing financial and environmental sustainability.

Green ta xation measur es w ere als oim plemented, fo r exam ple str engthening th e envir onmental
performance weighting in the calculation of motor vehicle tax, the creation of the tax on light bulbs with low
energy efficiency, income tax allowances for the use of renewable e nergy e quipment. The Government
will also extend the sco pe of tax i ncentives to constr uction works that promote e nergetically sustainable
buildings. A pilot project will also be implemented in Evora for demonstrate an integrated intelligent energy
management model for an entire city.

The third major area of i ntervention in energy is electrical mobility, which assumed the i mplementation of
new environmentally sustainable mobility models. T he introduction of the e lectric v ehicle embodies the
principle of low polluting, more efficient and technologically advanced mobility. The Programme for Electric
Mobility in Por tugal was cre ated in 20 09, based on the principles of focus on th e u ser; free market

competition for electric mobility, and the focus on energy from renewable energy sources.

The electrical mobil ity program is in its pilo t phase, which will run u ntil the end of 201 1. A number o f
important milestones have already been achieved. Firstly, a partnersh ip was signed with Renault/Nissan
to setup a pl ant to manuf acture lithi um b atteries, which attracts structural b usiness investmentand
initiative in this area, which in turn can stimulat e more investment as well as researc h and d evelopment
among th e e ntities of th e national sc ientific a nd tec hnological s ystem. Secon dly, v arious t ypes of
agreements were concluded with municipalities and national companies in various industries (distribution,
hotels, tra nsport, energ y), to prom ote the homogeneous and inter active char ging network for e lectric
vehicles, a key infrastructure of the electric mobility model. Thirdly, incentive measures for the electric car
were also launched such as the subsidy to private individuals for the p urchase of e lectric vehicles, tax
incentives to c ompanies and private individuals who purchase electric ve hicles, the establishment of an
annual percentage of el ectric vehicles in the renewal of the Central Admi nistration’s fleet of vehicl es and
the implementation of an infrastructure spread throughout the country to charge electric vehicles.

The Governm ent will ap prove in March of this year the National En ergy Strategy 2020. T his strate gy
develops objectives an d qu antified targets in 5 ar eas: i ) the promoti on of ren ewable en ergy;ii)t he
consolidation of electrical mobility; iii) the promotion of smart grids; iv) improving energy efficiency; and v)
increased competition in markets.






IV.BUDGETARY PERFORMANCE AND PROJECTIONS

IV.1 2009 Budget Outturn and 2010-2013 Outlook®

IV.1.1 2009 Budget Outturn

The 200 9 budget o utturn in Portug al, like most d eveloped co untries, was stron gly affected byt he
economic an d financi al crisi s. As a result, macroec onomic devel opments were refl ected in the p ublic
accounts both through automatic stabilisers — particularly in terms of falling tax revenue — and through the
anti-crisis m easures, which above alli nvolved in creasesinp ublic spend ing. T hus, the bu dget
consolidation process which had started i n 2005 was interrupted in 2008, with the Gen eral Government
deficit estimated to have incr eased by 6.7 p. p. of GD P between 2007 and 2009.This result is in lin e with
international context since the EU Member States’ estimated budget balance deterioration was around 6
p.p. of GDP, and in the OECD and in the G20 countries’ nearly 7 p.p. of GDP.

Table IV.1. Budget balances

(% GDP)
I Y P
Net Lending of Gen. Government -6.1 -3.9 -2.6 -2.7 -9.3
Primary balance -3.5 -1.2 0.2 0.2 -6.4
Structural balance® -5.8 -3.9 -3.1 -2.8 -8.1
Structural primary balance® -3.2 -1.1 -0.3 0.1 -5.2

Notes: (a) Including, in 2010, anti-crisis measures.
The values for 2009 correspond to the estimate presented in the Report of the State Budget for 2010.

Sources: INE and Ministry of Finance and Public Administration.

Furthermore, the pu blic debt ratio over GDP increased, estimated at 7 7.2% of GDP at the en d of 20 09,
which was nevertheless lower than the average for the Euro area (Table 1V.2). This increase was also less
than that o bservedin asi gnificant numb er of countries, given th e gr eater resi lience shown byt he
Portuguese financial sector, leaving the Portuguese State no need of i ntervention operations to sta bilise
the financial system. Thus, the increase in the ratio of public debt over G DP is alm ost fully explained by
the value of the primary deficit and the growth differential between nominal GDP and the debt’s implicit
interest rate (dynamic effect), with financial operations having less significance.

18 Analy sis in this section is base d on comparabl e val ues. i.e. th e General Gove rnment Account for 2008 and th e
estimate for 2009 were adjusted from the methodological changes, as outlined in Box IV.1.
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Box IV.1. Compatibility of General Government Account - 2008 - 2010

The State Budget for 2010 has embodied some methodological changes that affects the comparability of the General
Government (GG) Account for t he 2008-2010 period, in what concerns current revenues and expenditures altho ugh

having no effect on the value of the budget balance.

The first modification relates to the State subsid yto Caixa Geral de Aposentacdes (CGA) which, until 2008, w as
classified as State’s social contribution to that entity, and was recorded entirely under compensation of employees, on
the expenditure side, and as social cont ributions, on the revenue side. With CGA’s closure to ne w subscribers since
the start of 20 06, the State’s transfer requi red for ensuring th e financing of CGA w ill becoming larger, while the
amount corresponding to public employees costs enrolled in CGA will be decreasing over time. Thus, in 2009, w ith
the decision to extend contribution to CGA to th e State’s direct administration, only 7.5% of g ross remuneration,
subject to quota discount, is to be recorded as actual social contribution, with matching record under compensation of
employees. The remaining value, corresponding to the State s ubsidy for financing CGA, is to be classified as current
transfer. For 2010, in accordance with the State B udget, the contribution of the State’s direct administration recorded
under actual so cial contributions item becomes 15%, meaning its recording in the Nation al Accounts must be

adjusted accordingly. Also, accor ding to La w no. 39/2005, of 24 June, the revenue collected follow ing the 2 p.p.
increase of the standard VAT rate in 2005, was earmarked equally to CGA and Social Security. According to article 3
of Law no. 26 -A/2008, of 26 Jun e, this allocation ceased on 31 December 200 9. Thus, these sums, w hich had an
identical methodological treatment to the one  mentioned for the State’s CGA su bsidy, are now reclassified in the

same way as current transfers, to ensure compatibility with the methodology structure used for 2010.

It should be not ed that the counterpart of these tw o changes observed under the compensation of employ ees and
social contributions items is recorded as current transfers bet ween GG entities. As the forecast  for the account
presented refers to consolidated data, i.e. excluding operati ons between GG subse ctors, this compensation is also
excluded. Thus, total current revenue and curren t spending is now lower, in equa | measure, not a ffecting the GG

balance.

Another methodological change relates to the recording of t he State’s transfer to finance the National Health Service
(NHS) to cover the costs from providing healthcare to beneficiaries of public health subsystems. Until 2009, this value
was recorded as compensation o f employees, on the expenditure side, and as social contributions, on the revenue
side, and therefore without implications for the balance. From 2010 onwards, this amount will be recorded as current
transfer. With this methodological change, t he recording of the State’s transfers to t he NHS to cover the costs of this
Service with the beneficiaries of the public health subsystems is brought into line with that of the State’s transfers for
healthcare costs borne by the NHS regarding other citizens. The compatibility of the data between years also involves
a correction of the compensation of employees and the social contributions expenditure for the years before 2010. As
in the prior case, the transfers between subsectors are cancelled out in the consolidated account, the current revenue

and current expenditure totals also falling by the same amount.
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Table IV.2. General government debt dynamics

Consolidated public debt (% GDP) 64.7 63.6 66.3 77.2
Change (p.p. of GDP) 1.1 -1.1 2.7 10.8
Primary balance effect 1.2 -0.2 -0.2 6.4
Snow -ball effect 0.2 -0.2 1.6 4.1
Other -0.2 -0.6 1.3 0.4

Note: The primary balance effect for 2009 corresponds to the estimate presented in the Report of
the State Budget for 2010.

Sources: INE and Ministry of Finance and Public Administration.
The budget ba lance performance reflects th e beh aviour of the primar y balance, with the cost of publ ic

debt maintaining its relative proportion of GDP, as the effect of the stock in crease was compensated by
the reduction recorded in interest rates. (Table 1V.3).

Table IV.3. General government account

% GDP

2008 2009
1. Tax Revenue 245 222
Taxes on Production and Imports 14.6 13.1
Taxes on Income and Wealth 9.9 9.1
2. Social Contributions 10.9 11.2
of which: Actual Social Contributions 10.2 104
3. Other Current Revenue 4.8 49
4. Total Current Revenue (1+2+3) 40.3 38.2
5. Intermediate Consumption 4.4 4.4
6. Compensation of Employees 10.9 11.2
7. Social Transfers 19.9 21.8
Social Transfers other than in kind 15.6 171
8. Interest Expenditure 2.9 2.9
9. Subsidies 1.2 1.5
10. Other Current Expenditure 2.0 2.7
11. Total Current Expenditure (5+6+7+8+9+10) 41.2 44.6
Current primary expenditure 38.3 41.7
12. Gross Saving(4-11) -0.9 -6.4
13. Capital Revenue 0.9 12
14. Gross Fixed Capital Formation 2.2 2.6
15. Other Capital Expenditure 0.5 1.6
16. Total Capital Expenditure (14+15) 2.7 4.2
17. Total Revenue (4+13) 41.2 39.5
18. Total Expenditure (11+16) 43.9 48.8
Primary expenditure 41.0 45.9
19. Net Lending/ Borrowing of General Government (17-18) -2.7 -9.3

Note: The values for 2009 correspond to the estimate presented in the Report of the State Budget
for 2010, w hereas the 2008 and 20 09 figure s are adj usted fr om the me thodological changes
described in Box IV.1.

Sources: INE and Ministry of Finance and Public Administration.
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In 2009, tax r evenues fell s ignificantly, more than in previous recessive episodes. T he latest eco nomic
crisis, aside from the real fall in GDP, involved particular factors that c ause revenue to fall more than is
explained by generally assumed tax e lasticity. Among th ese factors are to me mentio ned: the signific ant
fall in prices, the abr upt decrease in sales of durable goods, the increas e in ho useholds saving and the
effect from budget stimulus measures implemented since 2008, in order to strengthen confidence among
economic agents.

The following table pres ents the bre akdown of the ch ange in rev enue and expenditure, as a sh are of
GDP, for the follo wing c omponents: nomi nal GDP re duction effect, stimulus m easures effect, ¢ yclical
component effect, recessio n compo nent e ffect and res idual. T he ‘me asures’ comp onent compris es
contributions that aros e from measures im plemented affecting revenue or e xpenditure since 2 008. T he
‘cyclical’ component results from the direct application of revenue and expenditure elasticities in relation to
the economic activity. The ‘recession’ component quantifies the contribution from the considered abnormal
behaviour of macroeconomic variables which is not c aptured by standard e lasticities. T he contrib utions
that are not explained by any of the previous items are aggregated into the ‘residual’ component.

Table IV.4. Breakdown of the General Government deficit change between 2008 and 2009
(in p.p. of GDP)

Nominal . .
Total Measures| Cyclical |Recession

change e?fZT:t effect effect effect FHILIE
1. Tax Revenue -2.3 0.4 -0.7 -0.7 -1.0 -0.3
Taxes on Production and Imports -1.5 0.2 -0.4 -0.4 -0.7 -0.2
Taxes on Income and Wealth -0.9 0.2 -0.3 -0.3 -0.3 -0.1
2. Social Contributions 0.2 0.2 0.0 -0.3 0.0 0.3
of w hich: Actual Social Contributions 0.2 0.2 0.0 -0.3 0.0 0.3
3. Other Current Revenue 0.0 0.0 0.0 0.0 0.0 0.0
4. Total Current Revenue (1+2+3) -2.1 0.7 -0.7 -1.1 -1.0 0.1
5. Intermediate Consumption 0.1 0.1 0.0 0.0 0.0 0.0
6. Compensation of Employees 0.3 0.2 0.3 0.0 0.0 -0.2
7. Social Transfers 1.9 0.4 0.4 0.1 0.3 0.8
Social Transfers other than in kind 1.5 0.3 0.2 0.1 0.3 0.6
of w hich: Pensions 0.8 0.2 0.0 0.0 0.0 0.6
Unemployment benefits 0.3 0.0 0.2 0.1 0.0 0.0
Social tranfers in kind 0.4 0.1 0.2 0.0 0.0 0.2

8. Interest Expenditure 0.0 0.0 0.0 0.0 0.0 -0.1
9. Subsidies and Other Current Expenditure 1.0 0.1 0.2 0.0 0.3 0.5
11. Total Current Expenditure (5+6+7+8+9+10) 3.4 0.8 0.8 0.1 0.6 1.1
12. Gross Saving(4-11) -5.4 -0.1 -15 -1.3 -1.6 -0.9
13. Capital Revenue 0.3 0.0 0.0 0.0 0.0 0.3
14. Gross Fixed Capital Formation 0.5 0.0 0.2 0.0 0.0 0.2
15. Other Capital Expenditure 1.0 0.0 0.0 0.0 0.0 1.0
16. Total Capital Expenditure (14+15) 15 0.1 0.2 0.0 0.0 1.2
17. Total Revenue (4+13) -1.8 0.7 -0.7 -11 -1.0 0.3
18. Total Expenditure (11+16) 4.9 0.8 1.0 0.1 0.6 23
19. Net Lending/ Borrowing of General Government (17-18) -6.6 -0.2 -1.7 -1.2 -1.6 -2.0

Note: The values for 2009 correspond to the estimate presented in the Report of the State Budget for 2010, whereas the 2008
and 2009 figures are adjusted from the methodological changes described in Box IV.1.

Source: Ministry of Finance and Public Administration.

The reduction in tax revenue in 2 009, estimated at 2.3 p.p. of GDP, reflects a particularly large fall in
production and imports ta x revenue and, to a | esser e xtent, in i ncome and wealth tax revenue, which
partly depend on previous year income.
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Production and imports tax recorded a fall of 1.5 p.p. of GDP, of which around 0.7 p.p. are e xplained by
the additional effects that certain variables had on revenue, and are captured by the recession component
mentioned above. An e xample of this is the fall in VAT revenue, driven by the r educed cons umption of
durable g oods, in particular vehicles, which fel | ar ound 26% in 2 009, le ading als 0 to ar eductionin
Vehicles T ax reven ue. F igure V.1 sho ws the st rong rel ationship bet ween the perf ormance of dur able
goods consumption and the behaviour of VAT's tax base, and it was in 2009 quarters that VAT's tax base
fell the most in the period analysed.

Figure IV.1. Relation between VAT tax base and durable goods consumption
(Y-0-y quarterly change rate — 2002 to 2009)
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Sources: INE and Ministry of Finance and Public Administration.

A further partic ular factor relates to the stron g fall in durable goods consumption during the four quarters
of 2009, when compared, f or example, to t he crisis of 2003. T hen, the fall it was more spread out and
therefore had a relatively less intense effect, smoothing the respective annual variation.

Figure IV.2. Consumption of durable goods
(y-0-y quarterly change rate — 2003 to 2009)
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In add ition, other effects co ntributed to th e fall inta x r evenue, i n p articular th e d ecrease in prices,
especially fuel prices; the strong fall in imports from outside the EU ( which fell around 37% in 20 09) and
the contraction in the housing mark et with a significant i mpact on Sta mp Duty and Municipal Prop erty
Transfer Tax reven ue. Re garding income and wealth taxes, corporate i ncome tax’s behaviouristob e
highlighted, falling around 24% in 2009. T he strong fall in 2009 will lead to a faster recovery patternin
subsequent years. These effects must be seen as temp orary, given their nature and the outlook for future
performance.

In 2009, social contributions revenue increased 1.3%, on a comparable basis, despite the context of falling
employment and the im plementation of temporary measures to reduc e the rate of co ntribution in s pecific
instances, according to that defin ed in the Initiative for In vestment and Employment (lIE). Ho wever, this
same In itiative, with th e aim of stimu lating empl oyment, allo wed th e re duction in the tax baset o be
contained. T he measures for fighting tax e vasion and fraud h ave contributed to th is result, as h as the
increase in wages above inflation recorded in 2009.

While other current reve nues kept the ir proportion to GD P virtual ly co nstant, it shou Id be noticed th at
transfers from the European Social Fund increased due to the co-financed job training actions, and capital
revenue rose by 0.3 p.p. of GDP, also in line with the increase in transfers from the EU Funds for financing
capital spending.

General Government expenditure in 2009 was particularly affected by the stimulus package implemented
as part of the 1IE. It should be noted its effect on soci al transfers, nam ely u nemployment be nefit and
employment s upport, subsidies and investment spe nding. In what related u nemployment be nefit, aside
from the effect of automat ic stabilisers due to the increas e in un employment, the imp act was felt of the
measures to exte nd unemployment ben efit to all thos e whose granted period for this supp ort was to be
ended in 2009 and of the reduction in the guarantee period for access to unemployment benefit.

The remaining social transfers other than in kind increased, mainly due to the performance of old age and
survivors pensions and other social support payments (with a 1.1 p.p. of GDP increase). Social transfers
in kind were directly affected by the social support measures for households.

The expenditure with job training supported by the European Social Fund, as well as measures to support
the acq uisition of thermal so lar pa nels are the most rele vant comp onents of the sub sidies’ vari ation.
Regarding inv estment sp ending, the sch ool mod ernisation programme a nd the acceleration oft he
National Strategic Reference Framework (QREN) implementation were reflected in the significant growth
of gross fixed capital formation (0.5 p.p. of GDP).

Compensation of emplo yees in 20 09 was affected by the 2.9% incr ease in the wage scale, sig nificantly
above inflati on recorde d for the year (-0.8 per cent) '® Healthcar e costs inclu ded in compe nsation o f
employees also contributed to this result, despite the containment of admission of new public employees.

The remainin g primar y c urrent spend ing compo nents — intermediate ¢ onsumption a nd other curr ent
expenditure — rose by 0.1 and 0.8 p.p. of GDP respectively, with the latter driven by the increased financial
contribution t o the Euro pean Union, as well as th e in crease of soc ial transfers to pr ivate non profit
institutions.

The basel ine effect resulti ng from the d eduction of the revenue of th e pu blic water doma in r ights
concession from other capital expenditure item in 2008 (around 1 p.p. of GDP) and the special support for

'® Note that at the time of the public employees’ wage scale negotiations, the inflation forecast for 2009 was still 2.5%.
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economic activity, exports and small and medium enterprises, via capital transfers, are the main items that
contributed to the performance of other capital expenditure.

IV.1.2 Medium-Term Outlook

The budget conso lidation p ath for the 20 10-2013 period beg ins mod erately i n 201 0, intensif ying in
subsequent years (F igure IV .3).The recov ery of ec onomic activit y ¢ ontributes to th e pu blic acco unts
correction, n ot on ly thro ugh automatic stab ilisers, which act esse ntially throu gh tax revenue andto a
lesser e xtent social transfers expenditure, b ut also th rough the rev ersal of the "rec ession effect" o n the
public accounts outlined in the previous section. More dynamic activity will allow stimulus measures to be
withdrawn, which affected mainly the 2009 budget outturn, but also impacting on 2010 (specifically in the
case of the 2010 Employment Initiative).

Figure IV.3. General Government deficit
(% of GDP)
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Table IV.5. General Government account

% GDP
2008 2009 2010 2011 2012 2013

1. Tax Revenue 245 222 22.4 234 243 247
Taxes on Production and Imports 14.6 13.1 13.5 14.2 14.8 14.9
Taxes on Income and Wealth 9.9 9.1 8.9 9.2 9.4 9.8

2. Social Contributions 10.9 1.2 111 1.2 11.2 11.4
of w hich: Actual Social Contributions 10.2 104 10.5 10.6 10.6 10.8

3. Other Current Revenue 48 4.9 5.6 53 52 5.2

4. Total Current Revenue (1+2+3) 40.3 38.2 39.0 40.0 40.7 41.4

5. Intermediate Consumption 44 4.4 4.7 4.5 4.0 4.0

6. Compensation of Employees 10.9 1.2 1.2 10.9 10.5 10.0

7. Social Transfers 19.9 218 221 21.9 21.8 215

Social Transfers other than in kind 15.6 171 171 17.0 17.0 16.8

8. Interest Expenditure 29 29 3.2 3.8 4.1 4.1

9. Subsidies 1.2 1.5 1.7 15 1.3 1.2

10. Other Current Expenditure 2.0 2.7 25 21 2.0 1.9

11. Total Current Expenditure (5+6+7+8+9+10) 41.2 44.6 455 4.7 43.6 42.6

Current primary expenditure 38.3 417 42.3 40.9 39.5 38.5

12. Gross Saving(4-11) -0.9 -6.4 -6.5 -4.8 -2.9 -1.2

13. Capital Revenue 0.9 1.2 15 1.2 1.2 1.2

14. Gross Fixed Capital Formation 22 26 27 23 2.1 2.0

15. Other Capital Expenditure 0.5 1.6 0.7 0.7 0.8 0.9

16. Total Capital Expenditure (14+15) 2.7 4.2 33 3.0 29 2.8

17. Total Revenue (4+13) 41.2 39.5 40.5 411 41.8 42.6

18. Total Expenditure (11+16) 439 48.8 48.8 417 46.5 45.4

Primary expenditure 41.0 45.9 45.6 43.9 42.4 41.3

19. Net Lending/ Borrowing of General Government (17-18) -2.7 -9.3 -8.3 -6.6 -4.6 -2.8

Note: The values for 2009 correspond to the estimate presented in the Report of the State Budget for 2010, whereas the 2008 and
2009 figures are adjusted from the methodological changes described in Box IV.1..

Sources: INE and Ministry of Finance and Public Administration.

In 201 3, the excessive deficit situation will be corrected, with the G eneral Gover nment deficit re aching
2.8% of GDP (Table 1V.6).

Table IV.6. Budget balances

(% of GDP)
e L oo Lo | s
Net Lending of Gen. Government -9.3 -8.3 -6.6 -4.6 -2.8
Primary balance -6.4 -5.1 -2.8 -0.6 1.3
Structural balance® -8.1 -7.3 -5.6 -3.8 -2.3
Structural primary balance® -5.2 -4.1 -1.8 0.3 1.8

Notes: (a) including anti-crisis measures.
The values for 2009 correspond to the estimate presented in the Report of the State Budget for 2010.
Sources: INE and Ministry of Finance and Public Administration.

The consolidation strategy is thus based on containment of public expenditure by means of the package of
measures presented, and to a lesser extent, on th e increase in revenues. Comparing the estimates for
public revenue and e xpenditure p erformance with those of a sce nario in which additional me asures to
those defined up to 2010 are absent, is visible the medium-term effect of the new measures, which should
contribute to the budget deficit reduction, in 2013, of about 3.5 p.p. of GDP (Figure IV.4 and Box 1V.2).
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Figure IV.4. General Government revenue and expenditure

(% of GDP)
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Sources: INE and Ministry of Finance and Public Administration.

On the revenue side, the gradual recovery of tax revenue stands out, reflecting the recovery of economic
activity and the effects of the measures defined to reduce tax spending with effect from 2011 onwards.

For 2010, it is expected a tax revenue growth of about 2%, driven mainly by indirect taxes, in particular
VAT, since this tax was affe cted the most b y the main anti-crisis meas ures taken i n 2009 (namely the
acceleration of reimb ursements), which, not having an effectin 2 010, ultimate ly h ave a ¢ onsiderable
impact on the growth rate of this tax revenue. During the remaining of th e forecast period, the economic
recovery will allow the effects on indirect tax revenues associated with the crisis component me ntioned
previously to be gradually reversed, to the levels existing prior to 2008.

Regarding dir ect ta xes, th e dev elopments e xpected fo r the labour market, both i nterms of wage
performance and employment, will contribute moderately to the evolution of personal income tax revenue
during 2010, reacting in the following years to the employment’s recovery, added to which is the expected
outcome of the consolidation measures outlined here.

Regarding corporate income tax, the effect of the economic recession on company’s results for 2009 will
be felt in revenue collectable in 2010, although a part of this effect has already taken place through the fall
in tax pre-payments. However revenues from this ta x are not e xpected to post a positive performance in
2010. T he econom ic dev elopments for th e peri od c onsidered are expected to co ntribute to wards an
increase in corporate income tax revenue to relative levels from before the crisis.

Furthermore, t he me asures to fight against contributory fraud and ev asion and the broadening of the
contributory base should allow a growth in social contributions revenue larger than the one expected only
from the recovery in the labour market, projected to be stronger from 2012 onwards.

With regard to primary current e xpenditure, the budget consolidation measures outlined have significant
effects on restraint of comp ensation of em ployees and social benefits expenditures, in p articular on non-
contributory sc heme benefits and healthcare e xpenditure. In the sam e way, t he rati o of interme diate
consumption over GDP is projected to fall, due to rationalisation of Ge neral Government operating costs
and military equipment expenditure.

Interest expenditure will increase its share on GDP until 2012, not only due to the increase of public debt
stock, but also as a result of t he increase in the benchm ark interest rates for debt issue d by the General
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Government'”. For 2013, it is foreseen a stabilisation of public d ebt c osts on GDP in lin e withthe
behaviour of the public debt ratio and the assumption of relative stabilisation of interest rates.

Capital operations will have a decreasing relative importance on GDP from 2010, given the withdrawal of
stimulus measures taken for public investment and the promotion of private investment. The ratio of Gross
Fixed Capital Formation over GDP sho uld turn more compatible with those observed in the years before
the recession. In the same way, capital revenues will reduce in proportion to GDP, in line with the fall in
participation of EU funds in financing capital expenditure.

Box 1V.2. Specification of the no Policy Change Scenario

If the reform measures included in this Programme’s base line scenario were to b e disregarded, p rojections for the
General Government accounts would follow the following assumptions:

Main revenue items

For projecting re venues from dir ect taxes and social contributions, in each year, would be consider ed the n ominal
growth of economic activity, the labour market d ynamics and the elasticity of each of these items (in the case of
corporate income tax reven ue d epends mainly on the activity of the previous year). Regarding indirect taxes, the
revenue projection would take into account the no minal growth of the economic activity of each year, the respective
elasticity, and the recovery of various economical variables whose effect on revenue from these taxes is substantial,

as is the case, mentioned above, of durable goods consumption.
Main expenditure items

In projecting co mpensation of emplo yees, the wage updates w ould be made in line with expected inflation for each

year.

For pension expenditure, the rules in force would be applied, apart from the changes outlined in the State Budget for
2010; in the case of the non-cont ributory social benefits and so cial transfers in kind, their percentage of GDP would

be maintained.

Regarding intermediate consumption, the forecast evolution of military equipment deliveries and payments of rent for
shadow toll motor ways would b e used; for the remain ing inter mediate consumpti on expenses, the evolution

according to expected inflation would be used.

For inte rest e xpenditure, th e pu blic debt stock at the e nd of the prior year would be used and the assumption s

followed in the macroeconomic scenario for the evolution of the relevant interest rates.

Regarding investment expenditu re, its re lative proportion to GDP r ecorded during the economic and financial crisis

would be maintained.

The budget co nsolidation outlined up to 20 13, in parti cular the improvem ent in the primary balance, will
allow the growth trend in p ublic debt in evi dence since 2008 in the cont ext of the econo mic and financial
crisis to be contained (Table 1V.7). A reduction in the ratio on public debt on GDP is forecasted for 2013,
when the primary balance should once again be positive. The privatisation operations outlined up to 2013
should a Iso ¢ ontribute s ignificantly to the reduction of the pu blic debt ratio, giv en th at reven ues from
privatisation o perations will largely be allocated to debt redemption. The d ynamic effect caused by the
growth differential between the nominal GDP and the interest rate implicit in the debt will also contribute to
decreasing debt ratio, as the pace of the economic recovery in nominal terms should be higher than that
of the increase forecasted for the interest rates.

i According to the exte rnal assumptions presented b y intern ational institutions, that w ere use d in this foreca st
exercise.
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Table IV.7. General government debt dynamics

Consolidated public debt (% GDP) 77.2 86.0 89.4 90.7 89.8
Change (p.p. of GDP) 10.8 8.9 3.4 1.3 -0.9
Primary balance effect 6.4 5.1 2.8 0.6 -1.3
Snow -ball effect 4.1 2.0 14 1.2 0.8
Other 0.4 1.7 -0.7 -0.5 -0.4

Note: The primary balance e ffect for 2009 corr esponds to the e stimate presented in the Repo rt of
the State Budget for 2010.

Sources: INE and Ministry of Finance and Public Administration.

The budget consolidation measures affecting the primary balance, as well as the privatisation programme
with direct repercussions for public debt, allow to contain the public debt to GDP ratio’s growth trend that
would be observed in a scenario without additional measures from 2010 (Figure IV.5).Thus, it is clear that
the implementation of the measures outlined in this Programme is crucial to the rebalancing of the public
accounts within this medium-term horizon and to the sustainability of the public finances in the long term.
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V. SENSITIVITY ANALYSIS AND COMPARISON WITH THE JANUARY 2009
UPDATE

V.1 Sensitiv ity Analysis

This section d escribes the e volution of the main macroeconomic and budgetary variables in res ponse to
two types of exogenous shock: an increase in the oil price, with the consequent downward repercussions
on external demand growth and upward impact on e xternal prices, and an increase in interest rates. T he
shocks occurring in opposite directions produce roughly symmetrical effects, therefore they do not need to
be analysed here.

In this conte xt, Figure V.1 ill ustrates the e volution of the main vari ables of the dome stic economyin a
scenario where the oil price is 20% higher than the price existing in the baseline scenario. It is assumed
that the shock occurs in 2011 and that the impact is permanent.

The simulation shows a ne gative effect on real GDP gro wth in 2011 and 2012, then reversing in 2013 (it
shows a zer o differenti al ove r the basel ine scenari 0), mainly d ue to the advers e effects on domest ic
demand. T his reduction in re al economic activity in the period 2011-12, induce negative effects on t he
labour market, being visible a slight increase in unemployment throughout the projection horizon

Nominal GDP, just like consumer prices, rises in 2011 compared to the baseline scenario, reflecting the
impact on inflation. In su bsequent year, this trend is reversed, as a result of the d ownward pressure on
prices driven by the slowdown to th e real e conomy. T he external d eficit als o p erforms less favour ably
compared to the baseline scenario, but gradually will show a better performance over the forecast horizon.

As regards th e impact on p ublic finances, a slight improvement to the bu dget balance is observed in the
year of the sh ock, influenced by the increase to nomin al GDP. This situation is rev ersed in su bsequent
years due to the negative impact on tax revenue as a result of the s hrinkage of economic activity. In line
with this momentum, the debt ratio shows an improvement against the baseline scenario over the forecast
horizon.

Figure V.1. Sensitivity analysis to a 20% increase in the oil price
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It is assumed i n the simulation of the dom estic economy’s response to a s cenario of higher interest rates
that the short-term rates remain 1 p.p. above the value projected in the baseline scenario throughout the
projection horizon. Figure V.2 illustrates the main results of the projection in this new scenario.

The adverse effects onthe real growth of the d omestic eco nomy are limite dto 2011 o wingto a
considerable contraction of domestic demand. T he acce leration of co nsumer prices is also observed in
this period. The adverse effects on th e labour market are less than in the oil price shock scenario since
the negative impact on real economic activity is exclusively confined to 2011.

The negative impact of the higher interest rates on the external net Iending is m ost notable through the
higher value of interest paid abroad. This impact is most marked at the en d of the projection horizon. The
financial burden associated to public debt are also higher than those of the baseline scenario, a situation
that causes a worsening of the budget deficit between 2011 and 2013, and a ¢ onsequent pro gressive
deterioration of public debt.
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Figure V.2. Sensitivity analysis to a 1p.p increase in the short-term Interest rate
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V.2 Comparison with the January 2009 Update

In January 2009 update of the Stabil ity and Growth Pact, the econ omic prospects were beginning to be
negative, but the y have worsened over the year, namely in the first half of the year, resulting in a fal | in
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GDP of 2.7 %, 1.9 p p below the forecast of Janu ary 2009. This period of exceptional circumstances in
which not only affected the Portuguese econom y but also the most ad vanced ec onomies has been

reflected in a significant deterioration in the General Government deficit, and also the Public Debt (as a %

of GDP).

Table V.1. Stability programme — Comparison with the January 2009 update

GDP (real grrowth rate, in %)

January 2009 update 0.3 -0.8 0.5
March 2010 update 0.0 -2.7 0.7
difference -0.3 -1.9 0.2

Net Lending/ Borrowing of General Government (% of GDP)

January 2009 update -2.2 -3.9 -2.9
March 2010 update -2.7 -9.3 -8.3
difference -0.4 -5.4 -5.4

General Government Debt (% of GDP)

January 2009 update 64.1 62.5 59.7
March 2010 update 66.3 77.2 86.0
difference 22 14.6 26.3

Source: Ministry of Finance and Public Administration.
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Thus, the revised figur es for the over all balance and public debt in the years 2011 to 20 13 reflect, above
all, the im pact of current ec onomic an d fiscal m easures adopt ed to stimulat e eco nomy. T he current

Programme foresees a period of consolidation in order to achieve a General Government deficit below 3%

in 2013.

In structural terms, it is estimated that the General Government deficit has reached 8.1% of GDP in 2009,

returning, in 2010, to the fiscal consolidation path, and it is foreseen to be 2.3% of GDP in 2013.

Table V.2. Budgetary prospects

(% of GDP)

Net Lending/ Borrowing of General Government
SGP - January 2009 -2.2 -3.9 -2.9

SGP - March 2010 -2.7 -9.3 -8.3
Strutural Balance

SGP - January 2009 -2.2 -3.1 -2.1

SGP - March 2010 -2.8 -8.1 -73

Source: Ministry of Finance and Public Administration

-2.3
-6.6

-1.7
-5.6

The General Government debt to GDP ratio is higher than that established in the January 2009 update for
the 2010 to 20113 period. This rise not only reflects the larger deficit compared to the previous update but

also the arithmetic impact of the lower GDP growth.



VI.LONG-TERM SUSTAINABILITY OF PUBLIC FINANCES®®

Public fin ances sustai nability, defin ed in th eoretical terms, impli es th at the present value of the future
budget primary balances is equal to the current public debt value. This means that public finances can be
considered sustainable if, in the case fiscal policies are maintained unchangeable, tax revenues and other
budgetary revenues are sufficient to finance future expenditures that depend, particularly, on demographic
evolution. It is to be note d that demographic structure has implications on public expenditure, directly on
social expenditure, especially with pensions and health care, and indirectly by means of labour supply on
the potential growth of the economy.

In fact, pub lic finances sustainability depends not only on the demographic trend but also on the initial
budgetary p osition an d pote ntial gro wth (in particul ar on the differenti al bet ween the gro wth rates o f
product and public debt implicit interest rate, that affects its dynamic).

The recent econom ic and fi nancial crisis had a nimmed iate imp act on the shar p det erioration of m ost
developed countries bud get positions and may also affe ct the p otential growth of th e economies in the
future. The stimulus measures recently taken intend to counter this last effect, alo ng with the structural
reforms that foster employment and growth as defined under the Lisbon Strategy. This means that current
economic situ ation i n ge neral, and public finances is  particular, rais e incre ased chall enges to th e
sustainability of public finances in a population ageing scenario. T his situation is common to E uropean
countries in general and Portugal is not an exception. Structural reform measures already in course will be
further intensified (referred in Chapter Il) contributing to assure sustainable public finances. In this context,
the reform of the pub lic p ension re gime, r einforced since 200 5, has p ermitted Portu gal to b ecame a
medium risk ¢ ountry in term s of the s ustainability of pu blic fina nces when pr eviously was a high risk
country.

Demographic Evolution

Low fertility rates trend together with higher average life expectancy has being leading to a major change
in the Portu guese dem ographic structure, follo wing ot her European countries p attern. In particular, the
old-age dependency ratio, measured as the ratio bet ween the population aged ov er 65 and the working
age population (15-64 years), has doubled in the last 50 years, and a new raise to the double is foreseen
in the next 50 years (Figure VI.1).

'® The analysis presented in this Chapter is based in the m ethodology defined in the Code of Conduct of the Stability
and Growth Pact. In particular, the projections presented in this Chapter and in Table A.9 of the Annex make use of the
assumptions defined in 2008 b y the Working G roup on Agei ng Populations and Sustainability (AW G) that assists t he
Economic Policy Committee ( EPC) of the European U nion’s Economic an d Financial Aff airs Council. These
assumptions and projections ar e publis hed in “ Ageing Repo rt 2009” a nd were the base fo rt he public finances
sustainability analysis disclosed in “Sustainability Report 2009”.
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Figure VI.1. Old-age dependency ratio
(pop 65+/pop 15-64, in %)
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Sources: INE and Eurostat (EUROPOP2008).

By analysing the population trend until 2060, it is projected a slight increase of the overall population but,
by age, we shall assist to a decrease of th e population up to 50 years old, more accentuate within the
working age population, and to a significant increase in higher ages (Figure VI.2).
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Figure VI.2. Population by age — projected change
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This change inthe d emographic structure is partic ularly relev ant when an alysing public e xpenditure

structure and one concludes that around two thirds of General Government expenditure is age related.

Public Expenditure

The most rec ent av ailable data on pu blic e xpenditure by fu nction r eveal that s ocial secur ity (nam ely

pensions, family allowances, unemployment benefits and social income supplement for the elderly), health
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and e ducation expen ditures repres ent ab out 65% of tota | expe nditure. Social security and he alth care
expenditures have increased their relative weight while education expenditures are decreasing in the last
few years (Figure VI.3).

Figure VI.3. Public expenditure by function
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In this context, and having in mind that the Portuguese public pension scheme consists in a Pay-as-you-
go (PAYG) system, the decrease in working-age population and in the social contributions as well as the
increase in th e number of p ensioners and in the valu e of pens ions with the maturity achievement of the
system, bring more pr essure over the social sec urity s ystem. Therefore, public fin ances sustai nability
analysis made in 20 06 revealed a high risk of non-su stainability. T he reform measur es that have b eing
taken in the social security pension system since 2007 reduced significantly that risk.

Reform Measures

In the sequence of t he agreement established between the Government and social partners in Autumn
2006, the public pe nsion s ystem was s ubmitted to main r eform meas ures en acted since 2007 for the
Social Security subsystem and since 2008 for the Caixa Geral de Aposentacdes sub-ystem (which covers
public employees admitted until end 2005).

Currently convergence mechanisms between both subsystems are being deepened as a way to increase
social secur ity s ystem s ustainability a nd to incr ease the acc uracy inth e ev aluation of Gen eral
Government labour cost. T herefore, the State Budg et for 2010 pr esents three new measures: i) increase
of the co ntribution rate for St ate services as employers; ii) change in the way reference remuneration is
determined for calcul ating ol d-age pe nsion for Caixa Geral de Aposentacdes p ensioners enro lled u ntil
August 1993 (covered by th e retirement le gal frame work Estatuto da Aposentagdo); and iii) imme diate
submission to the ne wr ules on e arly ret irement, n amely th e n ew fin ancial p enalty rate ap plicable.
Additionally, e stimated e xpenditure for 20 10 reflects the suspension of the pension update rule for this
year having into accou nt the exc eptional inflation occurred in 2 009 (- 0. 8%). But, as mentio ned in the
State Budget 2010 Report, that same rule will be resumed in 2011.
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These changes, besides making the contributory social security system more sustainable19, concur to the
decrease in th e pensioners income inequality: on on e side, Caixa Geral de Aposentagfes regime is in
convergence with the S ocial Security General regime and, on the other side, the new pensions up date
rule allows higher updates to lower value pensions establishing a maximum value for the pensions eligible
to be up dated®® With the same aim an d taking into acc ount the estimated decrease of the rep lacement
rate for future pensioners, it was created the public capitalization system, on a volunteer basis, but that will
allow, in the future, to supplement the income of PAYG system pensioners.

Also regarding the univ ersal public health care system, through the N ational Health Care Service (SN S),
measures have been taken in light to turn t he system more efficient and finance sustainable. This effort
will be intensified in the next years namely through the new measures already introduced in State Budget
for 2010 that will allow for efficiency gains in this s ystem such as: i) expenditure control in SN S; ii) b est
practices promotion and use of common sh are services; iii) promotion and implementation of meas ures
related to coll ection and to the issue of inv oices, to third persons that are | egal or contractually liable, for
SN services”":

This sector will continue to be constantly monitored as expenditure is determined not only by demographic
factors but also by other demand driv en factors (income, technological progress...). Even demand for
public services on | ong-term care will tend to increase with the ch anges in h ouseholds composition and
the decrease of informal care provided by relatives.

Analysis of the sustainability indicators

General evaluation of long-term sustainability risks that Member States have to face is based on specific
indicators and in additional information (both qualitative and quantitative). Sustainability indicators used by
European Commission (EC) measure the permanent adjustment of the primary budget balance required
to assure that public debt value is not higher than 60% of GDP (in the end of the projection horizon, in the
case of indicator S1) or that General Government intertemporal budget restriction is fulfilled (in the case of
indicator S2), i.e., the presen t value of future prim ary balance surpluses must be equ al to current pub lic
debt value®.

In the comput ation of thes e indicators, a “n o policy change” scenario is assumed, i.e. both the rev enue
and the primary non-ageing related expenditure maintain their GDP weight. The trajectory considered for
public ag e-related expe nditure is determin ed by the Mone tary Pol icy Co mmittee’s and th e Eu ropean
Commission’s joint exercise, the last one released in 2009.

It should be noted that, due to the high uncertainty inherent to this type of exercises, based on long term
projections, th e res ults obtained must be analysed as indicative of future tr ends. N evertheless, th is
analysis is crucial since, in order to ensure the sustainability of public finances it is important to assess the
need for additional measures on a timely manner, allowing the economic agents to incorporate them as

19 The financial impact of the joint implementation of these two changes in determining the pensions’ value is expected
to be a reduction in pension expenditure of approximately €28 million in 2010 and €60, €90 and €120 million, each year,
between 2011 and 2013. These measures shall also have important medium and long-term consequences.

2 The effect of the pensions update rule over income distribution is discussed at: Cunha, V., A. Paulo, N.S. Pereira e H.
Reis (2009), The Reform of the Portuguese Public Employees’ Pension System, WP no.2, GPEARI, Ministry of
Finance and Public Administration.

' Health-care expenditure management and control measures are developed in section 11.1.2.

= Any of these in dicators can be brokendo wn into the cont ribution of the Initial Budgetar y Position (IBP) and inth e
long-term change, as a result of the age-related expenditure (LTC). S1 indicator presents also the component related to
the necessar y additional reduction in debt to achieve the goal o f60% of GDP in 2060 (DR).  For a more detailed
explanation of these indicators vide the December 2007 update of the SGP.
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soon as p ossible int heir decisions, thus minimi zing the a djustment cost s. Postp oning necessary
measures may signify the accumulation of budgetary imbalances and, consequently, the incre ase of the
public debt stock, which implies future increases of the tax burden or reductions of social expenditure.

For Portugal, the projected increase for this type of expenditure is of 3.4 p.p. of the GDP until 2006, which
is mainly explained by the evolution of the expenditures with pensions and with health and long-term care,
in id entical p arts, being th ese the e xpenses more s ensitive to the a geing of the population. On th e
contrary, th e e xpenditures with ed ucation and with unemployment benefits tend to r educe its r elative
importance given the reduction of the younger and working-age population (Table VI.1).

Table VI.1. Age related revenue and expenditure projections

% of GDP
Change
24.5 24.9 25.2 25.7 26.0 27.4 27.8 34

Age related expenditure
Pensions 114 | 119 12.4 12.6 12.5 13.3 13.4 2.1
Health and long-term care 7.3 7.4 7.7 8.1 8.6 9.1 9.3 20
Others!” 5.8 5.6 5.2 494850 5.1 0.7
Social contributions revenue 9.9 10.3 9.7 9.08.78.6 8.5 15

Notes: (1) Education and unemployment benefits; (2) Includes actual social contributions
Source: EPC and EC (2009), The 2009 Ageing Report.

The demographic evolution is reflected in the employment developments and, as a consequence, also in
the revenue derived from so cial contributions which are expected to d ecrease by 1.5 p.p. of the GDP in
the same horizon.

Comparing to the aver age o f the remai ning Euro pean c ountries, on e can o bserve t hat the e xpected
increase on th e expenditure side is i nferior in Portugal, mostly in the ca se of pensi on expenditure, as a
result of the structural measures implemented over the last years (Table VI.2). In the case of hea Ith care
expenses, an increase higher to the one of the average of the countries in the Euro area and in the EU27
is projected, which indicates the need for additional measures in this system. In addition, this exercise only
takes into account the demographic factors and, as mentioned before, there are other factors that may put
additional pressure on the expenditures with health care services rendered.

Table VI.2. Age related expenditure — international comparison
(% and p.p. of GDP)

Pensions Health care Long term care Unemployment Education Total
Change Change Change Change Change Change
2007 2007-60 2007 2007-60 2007 2007-60 2007 2007-60 2007 2007-60 2007 2007-60
Portugal 114 2.1 72 19 0.1 0.1 12 04 46 0.3 245 34
European Union 10.2 24 6.7 15 12 1.1 08 -0.2 43 -0.3 2341 47
Euro Area 1.1 28 6.7 14 1.3 14 1.0 0.2 42 0.3 243 52

Sources: EPC and EC (2009), The 2009 Ageing Report.

The projections on th e pensions’ expenditure for Port ugal has s uffered significant revisions between the
former Sustainability Report divulged in 2006 and the last one divulged in 2009. In 20086, the increase
projected for this expenditure was close to 10 p.p. of the GDP (T able VI.3). However, the adoption of the
reform measures of public pensions’ schemes, in force since 2007, has contributed to the short come of
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such i ncrease in ar ound 50 per ce nt.In the 20 09 exercise, ne w demographic and macro economic
assumptions were cons idered for the Eu ropean cou ntries. In  what t he d emographic pro jections are
concerned, the new scenario (EUROPOP 2008) is, simil arly to what happens regarding other countries,
more favourable to Portuga | than th e former one (E UROPOP2004), mostly because it a ssumes a lar ger
stabilisation of the net migratory flows, unlike what happened in the former one, which projected a steep
fall on the me dium term. T he macroec onomic scenari o also ass umes a steep conv ergence with the
remaining European countries in terms of the factors productivity and, consequently, in terms of economic
growth until 2030. Under these assumptions, the increase of the public expenditure with pensions is more
moderate (2.4 p.p. between 2005 and 2050).

Table VI.3. Breakdown of the change in pension expenditure projections between 2006 and 2009
(% and p.p. of GDP)

Ageing Report 2006 115 11.7 14.1 16.0 18.8 20.8
- New model (CGA) -0.6 -0.1 -0.6 -0.5 -0.8 -1.3
- Reform of the public pensions system 0.0 -0.1 -0.9 -2.1 -3.0 -3.6
Peer Review 2007 11.0 11.5 12.6 13.4 15.0 16.0
- Change in assumptions -0.1 -0.1 -0.2 -0.8 -25 -2.6
Ageing Report 2009 10.9 11.4 12.4 12.6 12.5 13.3

(1) Includes other effects as the revision of the base year data.
Sources: EPC and EC (2009), Country Fiche Portugal.

The new projections in pensions are crucial for the improvement registered in the sustainability indicators,
in particular in the LT C compon ent which suffered a si gnificant reduction b etween the 2006 and 2009
exercises (Table V1.4.).

Table VI.4. Sustainability indicators
% of GDP

Baseline scenario 2006 7.9 3.60.34.1 10.5 3.86.7
Baseline scenario 2007 1.9 0.20.01.7 3.6 0.4 3.2
Baseline scenario 2009 4.7 3.4031.0 55 3.71.9

Source: European Commission.

The IBP and DR components, which translate the initial budgetary position, reveal deterioration when one
compares the 200 7 bas eline scenario with the 200 9 bas eline scen ario, expla ining the most significa nt
share of the su stainability gaps. Indeed, the worsening of the structural balance in 2009 and the increase
in the debt ratio following the economic and financial crises have put additional pressure to res ume the
budgetary co nsolidation policies as the ec onomy recovers. Neverthel ess, the sustaina bility a nalysis for
Portugal reveals a sustaina bility gap (S2) of 5.5% of the GDP, inferior to the average of the EU (6.5% of
the GDP) a nd, asreco gnised b yt he E uropean Commission, P ortugal ma intained its medi um r isk
classification in terms of sustainability of the public finance. Indeed, the relative situation of Portugal in the
context of the European Union has im proved significantly since the analysis on the su stainability of the
public finances undertaken in 2006 (Figure V1.4).
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Figure VI.4. Sustainability indicator S2
(baseline scenario, % GDP)
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Source: European Commission.

The current update of the Stability and Growth Programme already presents the budget consolidation path
until 2013, yearin which th e e xcessive d eficit sit uation will be corrected. The imple mentation of this
Programme is crucial for the correctio  n o f this imbalance and to ass ure the sustai nability of pu blic
finances. The consolidation’s policy effect can be me asured by recalculating the s ustainability indicators
using the 2013 forecasted budget position as a starting point, and taking into account the additional reform
measures introduced by the State Budget for 2010 in the Caixa Geral de Aposentagdes (CGA) system23.
In this case, the sustain ability gaps ar e alre ady red uced notoriously (T able VI.5.). On th e contrary, in a
scenario without the measur es provi ded f or in this Pro gramme, the sustain ability indicators would
deteriorate significantly vis-a-vis the 2013 baseline scenario.

Table VI.5. Sustainability indicators — change in the baseline scenario

(% of GDP)
S1 IBP DR LTC S2 IBP LTC
Baseline scenario 2009 4.7 3.40.31.0 55 3.719
Baseline scenario SGP 2013 0.6 -0.70.4 0.9 14 -041.8
No policy change scenario 2013 4.5 29061.0 5.1 3219

Sources: European Commission and Ministry of Finance and Public Administration.

2 Given that, since 2006, CGA is a system closed to new subscribers the impact of t hese measures in the long-run is
limited and, therefore, the reduction in LTC component is only 0.1 p.p. of GDP.
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VII.QUALITY OF PUBLIC FINANCES

The key strategic vector of budget policy is investment in the quality of public finances, through promotion
of long-term s ustainability of the pub lic a ccounts an d the creati on of an en abling macroeconomic
environment for economic growth.

VII.1 Reform of the Budgetary Framework

In the previo us legisl ature s everal initi atives st arted to wards eval uating and reformi ng the Portugu ese
budgetary pro cess. Recommendations resulted from th ese i nitiatives, coveri ng m odernisation of the
budgetary framework, key among which were those from the report dr afted especially by the OECD, in
particular the need for a multiannual spending framework to be defined, which should be comprehensive,
giving the budget objectives stability and credibility.

The 18th Constitutional Government Programme contains the aim of implementing a new ‘multi-year cycle
of planning, programming, budgeting, control and evaluation of the performance, in fulfilment of the annual
spending thresholds defined’. The new budgetary framework to be introduced is based on four pillars: i) a
multi-year s pending frame work; ii) balanc e sheet and analytical accounting following the Official Public
Accounting Plan (POCP); iii) performance based budgeting; and iv) management based on performance.

Given that the majority of public policies are developed over several years and produce results that often
go beyond one legislature, it is importa nt to pro gramme the projects and activities through a mu lti-year
budgetary fra mework, d efining a nnual sp ending lim its. T his frame work, aside from makin g strat egic
planning m ore effective, allows budgetary risks for subsequent years t o be ev aluated better, br inging
stability and credibility to the medium-term budget objectives, and trans parency and added answerability
among the bodies implementing the budget. For the purp ose, fixed public spe nding ceilings for sev eral
years s ets effective budget restrictions f or eac h b ody, which has a dis ciplinary effect, since it forces
reallocations whenever necessary.

This reform is a comple x and contin uous process, ta king plac e over s everal years. W ithin the curr ent
Programme’ horizon the following key steps are foreseen:

1. By 30 June 2 010, the Ministr y of F inance and Public Administration will submit a pro posal for
revision of the Budgetary Framework Law for consideration by the Government.

2. Bythetime the Budgetary P olicy Steering Report (ROPO)is pr esented in M ay 2011, an ew
Budgetary Framework Law must be approved in Parliament. Revision of this Law has three aims:
i) to make the financial and material programming m ulti-year, defining thereby a m edium-term
public spending framework; ii) in coordination with other reforms such as SIADAP, to finalise the
budgetary a nd manag ement model p erformance or iented; and i ii) to adj ust the bu dget c ycle
calendar to make the budgetary process logical, consistent and regular.

3. By the time of the presentation of the ROPO in May 2012, the POCP should be applied across all
Central Administration.
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In the State Budget for 2010 and the current Programme the following are noteworthy: the introduction of
spending ceilings, with the limitation on State Budget transfers to other s ubsectors, in particular to Social
Security for th e fina ncing of non-c ontributory s ocial b enefits, and th e implem entation of the zero  net
indebtedness rule for Re gional and Local Administration b odies, with certain e xceptions, such as those
arising from the Budget Stability Law (Law no. 48/2004 of 24 August, articles 87 and 88). These measures
will co ntribute to the increase in quality of public finances, while also bringing co nsiderable savings in
public spending.

VIl.2 State-Owned Enterprises’ Sector and Public Services Contracts

Since 2007, the State-Owned Corporate Sector (SEE) has been promoting a new governance model for
itself, which has involved, among other things, a n ew legislative framework (for the SEE and the public
manager statu te), the State’ s rele ase of s trategic g uidance aim ed at a broa der c orporate sect or, the
implementation of an ew economic an d financial IT s ystem (the Eco nomic a nd F inancial Informati on
Gathering System) and the new legal regime covering the granting of public subsidies.

As aresult, follo wing reform of the SEE regim e, based on modernising the companies’ management
model through demanding greater transparency to that practiced in the private sector, the State Budget for
2010 introduces measures to consolidate the results achieved and to d eepen the economic and financial
restructuring o f public comp anies, which will b e continued within the scope of the Stabilit y Gro wth
Programme horizon. These include:

e To make comp ulsory the guidance arising from the Good Governance Principles, specifically in
terms of transparency requirements, remuneration regime and prevention of conflicts of interest;

e To conclude t he process of signing management co ntracts, defining quantified and sc heduled
economic and financial objectives as instruments of answerability and performance evaluation;

e Toconclud et he process of contracti ng p ublic serv ice provision, strengthening th e State’ s
transparency and responsibility in paying compensation;

e To carry out restructuring of the financial liabilities of public companies, cognisant of the need to
define investment objectives in sustainable terms that are compatible with the debt capacity of
public companies and the State’s financial capacity;

e To define general guidance taking into account the alignment of benefits relating to pensions and
healthcare, giving rise to the constitution of complementary pension funds for acquired rights;

e To strengthen the transparency and efficiency of the public companies’ provisioning procedures,
through the cr eation of purc hasing ce ntres, indivi dual or shared, p ossibly in liaison with the
National Public Purchasing Agency within the scope of the National Public Purchasing System in
operation.

VI1.3 Public-Private Partnerships

Public-Private Partnerships (PPP) have taken on an increasing importance, becoming a key instrument in
the development of structural projects. Experience has s hown that contracting through PPPs involv es
considerable compl exity levels, spec ifically re garding s uitable sh aring of the risk s involv ed and
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quantification of costs, the public sector comparator’s analysis and, generally, the evaluation of efficiency
that is necessarily associated to this choice of contracting method.

Thus, over three years after the last review of the PPP legal regime, an entity exclusively dedicated to the
monitoring of partners hips and co ncessions has been c reated, re placing t he ¢ urrent State-o wned
corporations, Public-Priva te Partnerships a nd concessions Moni toring Office, w hose intervention area
encompasses the State-owned corporations exclusively.

To this end, a centralised PPP and concessions monitoring unitis to be established in 2010, under the
direct dependence of the minister responsible for the finance area, with effective coordination powers over
the strategic, economic and financial components of those initiatives, as well as control of implementation
of the respective contracts.

This unit’s mis sion is to undertake research and strategic coordination in the PPP area, encouraging the
appropriate sh aring of risk bet ween the p artners in volved, and the monitor ing a nd control of pu blic
partners’ intervention in its definition, design, preparation, tender, award, modification and inspection. This
unit will also have powers in the areas of research, collecting and disclosure of information on PPPs.

VIl.4 Green Taxation

Green taxation is nowadays an important component of the P ortuguese tax s ystem. Over the last few
years, vehicle taxation has b een reformed, becoming based on CO2 emissions, tax benefits have been
created for biofuels and electric vehicles, energy taxation has been improved and fiscal stimuli have been
introduced for more environmentally friendly behaviours, through income tax, asset tax and consumption
tax. At the same time andi  n compli ance with EU laws, rates on the use of water resourc es or on
management and disposal of waste have been introduced.

The strengthening of quality in our public finances involves necessarily deepening these mechanisms, as
it is certain th at the purp ose of green ta xation is not only to g enerate revenues, but also to serv e as
behavioural guidance. At the EU level, the effectiveness of this behavioural guidance through taxation has
been such that the relative weight of environmental taxation has diminished over the last ten years, which
paradoxically often stands as a sign of its own success.

Over the next few years, as part of the Stability and Growth Programme, the Portuguese Government will
deepen our tax system’s environmental component, not only to ensure it can collect revenue in the long
term, but also to encourage households and companies to make m ore rational choices, above all in the
areas of energy efficiency and transport, which are so important to our national accounts.

Among other measures to be introduced, the SGP currently includes the following:

e The creation of tax stim uli for compa nies acqu iring el ectric vehicl es, while d iscouraging the
acquisition of conventional vehicles and encouraging the offer of vehicles as a staff remuneration
component;

e The full transposition of Directive No. 2003/96, broadening the energy taxation to electricity, as is
constituted by the EU Law;

e The introduction of a rule of minimum annual increase of 5g/km in the tax scales on vehicles due
at the mome nt of purch ase, to ensure the tax is adapted to mark et performance and revenue is
procured;
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e The rationalisation of the tax spend from Oil and Energy Products Tax and Vehicle Tax, placing
existing us age un der m ore rig orous en vironmental cr iteria, suc h a s ince ntivising vehic le
scrappage, to moving progressively towards the purchase of electric vehicles.

Through these measures, green taxation aims to sustain its capacity for guiding behaviours and sourcing
revenue during the period 2009-2013, contributing at the same time to the sustainability of the Portuguese
economy and the public finances.
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Table A.1. Macroeconomic prospects

2008 2008 2009 2010 2011 2012 2013
ESA Code
Level rate of rate of rate of rate of rate of rate of
(10° euros) change change change change change change
1. Real GDP* B1*g 1 630516 00 27 07 09 13 7
2. Nominal GDP B1*g 1 664369 21 1.7 15 3.0 3.3 3.8
Components of real GDP
3. Private Consumption expenditure P31 07846.2 17 -0.8 1.0 0.8 09 1.0
4. Government Consumption P.3 33413, ol 14 35 -0.9 13 14 02
expenditure
5. Gross fixed capital formation P.51 35323 2 -0.7 -1141 -0.8 1.0 1.6 1.8
6. Changes in inventories and net
acquisition of valuables (%of GDP) P.52 + P53 741.9 0.6 0.1 0.1 0.0 0.0 0.0
7. Exports of goods and services P.6 53186. 7 -0.5 -11.4 3.5 41 4.5 46
8. Imports of goods and services P.7 67460. 1 2.7 -9.2 1.7 1.9 1.9 2.0
Contributions to real GDP growth
9. FAinal domestic demand - 1.2 -2.4 0.3 04 06 1.0
10. Changes in inventories and net |, 5, , pg3 - 0.1 0.2 0.0 0.0 0.0 0.0
acquisition of valuables
11. External balance of goods and B.A1 - 42 02 04 05 07 07
services
" Real GDP is measured at previous year prices.
Table A.2. Price developments
2008 2009 2010 2011 2012 2013
ESA Code
rate of rate of rate of rate of rate of rate of
change change change change change change
1. GDP deflator 21 1.0 0.8 20 2.0 2.0
2. Private consumption deflator 26 -1.8 1.0 1.9 1.9 2.0
3. HICP 27 -0.9 0.8 1.9 1.9 2.0
4. Ex.port price deflator (goods and 32 49 31 18 29 29
services)
5. Im.port price deflator (goods and 49 87 45 19 29 28
services)
Table A.3. Labour market developments
2008 2008 2009 2010 2011 2012 2013
ESA Code
rate of rate of rate of rate of rate of rate of
Level
change change change change change change
1. Employment, persons1 5147.0 0.4 -25 -05 0.1 04 0.6
2. Employment, hours worked? 49245 04 -25 -05 0.1 04 0.6
3. Unemployment rate (%)° 7.6 9.5 9.8 9.8 9.5 9.3
4. Labour productivity, persons * 25.6 -04 -0.1 13 0.8 0.9 1.2
5. Labour productivity, hours worked ® 26.8 -0.4 -0.1 1.3 0.8 0.9 1.2
6. Compensation of employees D.1 83466. 6 41 0.6 0.1 05 15 24
7. Compensation per employee 19.9 3.2 24 05 0.3 11 1.9

" Occupied population, domestic concept national accounts definition. 2 National accounts definition. Harmonised definition, Eurostat; levels.* Real
GDP per person employed. ® Real GDP per hour worked.
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Table A.4. Sectoral balances

% of GDP
° ESA 2008 2009 2010 2011 2012 2013
Code
1. Net lending/borrowing vis-a-vis the
g g B9 - 10.3 -9.4 -93 -9.1 -87 -8.3
rest of the world
of which:
- Balance on goods and services -9.6 -7.6 -7.8 -7.3 -6.6 -5.8
- Balance of primary incomes and
primary 25 -3.0 -3.0 -35 -4.0 43
transfers
- Capital account 1.8 1.2 1.6 1.7 2.0 1.8
2. Netlending/borrowing ofthe private | B.9/ EDP
g 9 P 76 -0.1 09 25 4.0 55
sector B.9
3. Netlending/borrowing of general
g 9019 B9 -2 7 93 8.3 6.6 46 28
government
Table A.5. General Government budgetary prospects
2008 2008 2009 2010 2011 2012 2013
ESA Code
Level % of GDP % of GDP % of GDP % of GDP % of GDP % of GDP
Net lending (EDP B.9) by sub-sector
1. General government S.13- 4456 -2.7 -93 -8.3 -6.6 -4.6 -2.8
2. Central government S.1311 - 5575 -3.3 -9.1 -8.6 -6.8 -4.8 -3.0
3. Local government S.1313 - 137 -0.1 -04 -0.1 0.0 0.0 0.0
4. Social security funds S.1314 125 6 0.8 0.2 0.3 0.2 0.2 0.2
General government (S13)
5. Total revenue TR 7197 8 432 39.7 40.5 411 41.8 42.6
6. Total expenditure TE 76434 459 491 48.8 47.7 46.5 454
7. Net lending/borrowing EDP B9 -4456 -2.7 -9.3 -8.3 -6.6 -4.6 -2.8
8. Interest expenditure EDP D.41 4835 29 29 3.2 38 4.1 4.1
9. Primary balance 378 0.2 -6.4 -5.1 2.8 -0.6 13
10. One-off and other temporary 0 0.0 0.0 0.0 0.0 0.0 0.0
measures
Selected components of revenue
11. Total taxes (11=11a+11b+11c) 4081 9 245 222 224 234 243 247
11a. Taxes on production and D.2 2429 1| 146 13.1 135 142 148 14.9
imports
11b. Current taxes on income, D5 1651 7 9.9 9.1 8.9 92 94 98
wealth, etc
11c. Capital taxes D.91 11 0.0 0.0 0.0 0.0 0.0 0.0
12. Social contributions D.61 21552 129 114 111 11.2 11.2 114
13. Property income D.4 142 1 0.9 0.7 0.6 0.6 0.6 0.7
14. Other (14=15-(11+12+13)) 8187 4.9 54 6.4 5.9 5.8 58
15=5. Total revenue TR 7197 8 43.2 39.7 40.5 411 41.8 426
p.m.: Tax burden (a)
77 . 2. 2. 4. 4. .
(D.2+D.5+D.61+D. 91-D.995) 606 365 326 328 34.0 348 365
Selected components of expenditure
16. Compensation of employees + D.1+P.2 28677 172 15.9 16.0 154 145 14.0
intermediate consumption
16a. Compensation of employees D.1 21436 12.9 11.5 1.2 10.9 10.5 10.0
16b. Intermediate consumption P.2 7241 4.4 4.4 4.7 4.5 4.0 4.0
17. Social payments (17=17a+17b) 33163 19.9 21.8 221 21.9 218 215
. Lo . D.6311,
;zam:‘:f;" tzgjgrss in kind supplied | 53157, 7181 43 48 50 49 48 47
P D.63131
;;Z' Social tansfers other than in D.62 25982 156 17.4 17.4 17.0 17.0 168
18.=8. Interest expenditure EDP D.41 4835 29 29 3.2 3.8 4.1 4.1
19. Subsidies D.3 197 0 1.2 15 1.7 15 1.3 1.2
20. Gross fixed capital formation P.51 362 2 22 26 27 23 21 20
21. Other (21=22-(16+17+18+19+20)) 416 8 25 4.3 3.2 2.8 2.8 28
22=6. Total expenditure TE 7643 4 45.9 491 48.8 47.7 46.5 454
.m.: Government consumption
p.m.: Bov Hmet P3 34516| 207 22 221 215 205 200
(nominal)
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Table A.6. General Government debt developments

% of GDP
2008 2009 2010 2011 2012 2013
1. Gross debt 66.3 77.2 86.0 89.4 90.7 89.8
2. Change in gross debt ratio 2.7 10.8 8.9 34 1.3 -0.9
Contributions to changes in gross debt
3. Primary balance -0.2 6.4 5.1 2.8 0.6 -1.3
4. Interest expenditure 29 2.9 3.2 3.8 41 41
5. Stock-flow adjustment 1.3 0.4 1.6 -0.7 -0.5 -04
- Differences between cash and
accruals
- Net accumulation of financial assets 0.6 0.3 -0.3 -0.7 -0.5 -0.4
of which: 00 00 06 1.0 08 07
- privatisation proceeds
- Valuation effects and other
p.m.implicit interest rate on debt 4.7 43 42 46 47 47
Table A.7. Cyclical developments
% of GDP
ESA Code 2008 2009 2010 2011 2012 2013
1. Real GDP growth (%) 0.0 2.7 0.7 0.9 1.3 1.7
2. Net lending of general government| EDP B.9 -2.7 -9.3 -8.3 -6.6 -4.6 -2.8
3. Interest expenditure EDP D41 29 29 3.2 3.8 4.1 4.1
4. One-off and other temporary 00 00 00 00 00 00
measures
5. Potential GDP growth (%) 0.8 0.1 0.6 0.7 1.0 0.9
contributions:
6. Output gap 0.3 25 24 -2.2 -1.9 -1.1
7. Cyclical budgetary component 0.1 -1.2 -1.1 -1.0 -0.8 -0.5
8. Cyclically-adjusted balance (2-7) -2.8 -8.1 -7.3 -5.6 -3.8 -2.3
9. Cyclically-adjusted primary balance 01 5.2 41 18 03 18
(8+3)
10. Structural balance (8-4) -2.8 -8.1 -7.3 -5.6 -3.8 -2.3
Table A.8. Divergence from previous update
ESA Code 2008 2009 2010 2011 2012 2013
Real GDP growth (%)
Previous update 0.3 -0.8 0.5 1.3
Current update 0.0 -2.7 0.7 0.9 1.3 1.7
Difference -0.3 -1.9 0.2 -0.4
General government net lending (%
of GOP) EDP B9
Previous update 2.2 -3.9 -2.9 -2.3
Current update -2.7 -9.3 -8.3 -6.6 -4.6 -2.8
Difference -04 -54 -5.4 -4.3
General government gross debt (%of
GDP)
Previous update 64.1 62.5 59.7 56.7
Current update 66.3 772 86.0 89.4 90.7 89.8
Difference 22 14.6 26.3 327
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Table A.9. Long-term sustainability of public finances

% of GDP 2007 2010 2020 2030 2040 2050 2060
Total expenditure
Of which: age-related expenditures 245 249 252 257 26.0 274 27.8
Pension expenditure 114 11.9 124 12.6 125 13.3 134
Social Security pension 7.3 7.8 8.3 8.7 9.6 115 12.6
Old-age and early pensions 54 5.9 6.5 7.0 7.7 9.3 10.2
cher pensions (disability, 19 19 18 17 19 22 23
survivors)
Civil servants subsystem (CGA) 41 4.2 4.0 3.9 29 1.8 0.9
Health care 72 7.3 7.6 8.0 8.5 8.9 9.1
Long-term care 0.1 0.1 0.1 0.1 0.1 0.2 0.2
Education expenditure 4.6 45 43 41 4.0 4.2 43
Other age-related expenditures © 1.2 1.1 0.9 0.8 0.8 0.8 0.8
Interest expenditure
Total revenue
Of which: property income
0fvvh|c‘h: fromlper?smn? contnbu.nons 99 103 97 90 8.7 86 85
(or social contributions if appropriate)
Pension reserve fund assets 4.5 6.6 123 12.9 9.1 0.0 0.0
Of which: consolidated public
pension fund assets (assets other
than government liabilities)
Assumptions (1)
Labour productivity growth 11 11 1.8 27 22 17 17
Real GDP growth 1.8 2.0 21 25 1.8 1.2 14
Participation rate males (aged 20-64) 84.8 85.2 84.9 845 84.1 84.5 84.3
:j)rtl(:lpatlon rates females (aged 20- 736 752 778 784 784 790 788
Total participation rates (aged 20-64) 79.2 80.1 814 81.5 81.3 81.8 81.6
Unemployment rate (15_64) 85 7.7 6.2 6.2 6.2 6.2 6.2
Population aged 65+ owr fotal 256 2656 30.7 366 446 53.0 548
population

(1) Assumptions underlying the Ageing Report 2009 (based on the EC Spring 2008 Economic Forecasts). (a) Expenditure on unemployment benefits.

Table A.10. Basic assumptions

2008 2009 2010 2011 2012 2013
Short-term interest rate (annual 46 12 12 24 29 39
average)
Long-term interest rate (annual 46 43 45 5.1 53 52
average)
USDI/€ exchange rate (annual 147 139 143 147 146 145
average)
Nominal effective exchange rate 13 09 00 0.0 0.0 00
(annual change)
World excluding EU, GDP growth 3.9 -0.7 25 4.8 5.1 5.2
EU GDP growth 0.9 -4.0 0.9 1.9 1.9 1.8
Growth of relevant foreign markets 25 -14.7 1.7 4.5 45 46
World import volumes, excluding EU 1.8 -10.2 21 6.2 6.7 6.6
Qil prices, (Brent, USD/barrel) 96.4 62.5 76.6 82.0 84.8 86.5




