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PORTUGAL
The size of Portugal’s sovereign bond market is approximately 188 Billion Euros. Portugal sovereign debt is
currently rated BB by S&P and Ba3 by Moody’s.
In May 2011, Portugal was the third Eurozone country to be bailed out by the EU and IMF after Greece and
Ireland.
The total of the bailout was/is 78 Billion Euros, being disbursed in tranches based on meeting targets, potentially
achieved through austerity (tax hikes and spending cuts), in order to correct public finances and increase efficiency
in the economy .
Since the initial bailout terms were announced, conditions have been modified such as extending the time to reach
a 3% Deficit/GDP ratio (the Stability and Growth Pact), giving more time for Portugal to achieve set targets.
During June 2012, the Portuguese Government utilized 3 Billion Euros of the country’s bailout package to rescue
Millennium bcp, Portugal’s largest bank (measured by assets).
Recent political instability in Portugal has shaken fixed income markets – highlighting the fear that Portugal’s
coalition government would collapse, putting its austerity programs into question.
The result of a collapsed government would send voters back to the polls two years ahead of schedule and possibly
elect an anti-austerity government which could opt out of agreed upon bailout provision reforms.
Recently however, President Anibal Caracco Silva did not call an election and the centre-right coalition will
remain, calming market fears. Prime Minister Pedro Passos Coelho has committed to adhere to the country’s
bailout program.
For now, the political status quo has been reassuring. However, differing opinions within the ruling coalition have
not changed. This could likely result in further political turmoil in the near-term.
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Austerity implementation to reduce
Portugal’s budget deficits, as measured
in millions of Euros, is depicted in the
graph below. The graph is cumulative
during each and every calendar year,
beginning in January and ending in
December. The year-end numbers
represent fiscal year end budget
balances.

Source: Bloomberg

With austerity implementation,
other economic metrics, such as
umemployment, have been eroding...

Source: Bloomberg

...and even worse labour market
conditions for youth under 25 of age.

Source: Bloomberg
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...contributing to the reduction of
Portugal’s domestic demand.

Year over Year % change in Domestic Demand (GDP constant prices)

Source: Bloomberg

With continued deficits, debt levels, as
measured in millioins of Euros, have
continued to increase.

Source: Bloomberg

Due, in part, to tightening fiscal
conditions, real GDP growth has been
worsening.

Source: Bloomberg
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With both the numerator increasing
and denominator decreasing, the
widely viewed Debt/GDP metric has
continued to deteriorate.

Source: Bloomberg

...although year-end budget deficits
have been getting smaller, declining
GDP has made achieving a deficit/
GDP ratio less than 3% extremely
difficult to attain.
In order to continue to qualify for
the EU/IMF bailout (adhering to
the Stability and Growth Pact of
maintaining a deficit/GDP ratio less
than 3%), Portugal’s bailout conditions
have been modified to provide until
the end of 2014 to reach this target.
Source: Bloomberg
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The bailout provides near-term
liquidity for Portugal’s debt financing
needs.

Source: Bloomberg

Since ECB president Mario Draghi
pledged “whatever it takes” to save the
Euro in July 2012, peripheral European
bond yields have decliend nd yield
spreads relative to Germany have
traded significantly tighter.

Source: Bloomberg
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...In July 2012, 10-year Portugal
spreads were trading wider than 1000
basis points relative to Germany.
In August 2012, the ECB announced
the OMT (Outright Monetary
Transactions). Although the program
has not been used to-date, the goal
of the program is to provide support,
when necessary, in secondary markets
through open market purchases by
the ECB of sovereign bonds. However,
the OMT cannot be applied (under
current rules) to countries under a
full-adjustment program until full
market access is obtained. In October
2012, Draghi stated “The OMT is not a
replacement for lack of primary market
access.”

Yield spread: Portugal 10-Year - Germany 10-Year

Source: Bloomberg

To complicate matters further, a
large degree of uncertainty has been
introduced regarding the ability to use
the OMT. The German Constitutional
Court is currently deliberating the
legitimacy of the OMT.
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