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Inception to the COVID-19 Pandemic
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ABSTRACT
Over the past two decades, real GDP per capita in Portugal has nearly
stagnated. The conventional account attributes this to the mismanagement
of public finances and the lack of structural reforms in labor and product
markets prior to the “adjustment program” agreed with the troika in the
early 2010s. In the same vein, the neoclassical-inspired interpretation
explains the subsequent recovery based on supply-side and fiscal reforms
implemented during the troika years, which would account for the
reduced fiscal deficits, external equilibrium and employment growth regis-
tered in the pre-COVID-19 period. In this article, we challenge this optimis-
tic view, identifying structural weaknesses of the Portuguese economy that
would have soon become apparent even if the pandemic had not hap-
pened. Addressing these weaknesses requires changes that go beyond the
EU and national responses to the pandemic crisis.
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Introduction

Portugal has been presented as a success story of the EU strategy in dealing with the Southern
European external debt crisis of 2010–2012. After a period of severe austerity, the country man-
aged to gradually revert budget cuts and increase the minimum wage, while employment was
quickly growing. This achievement is particularly remarkable since it was compatible with exter-
nal equilibrium and a reduced budget deficit. These developments are often presented as evidence
that it is possible to pursue gradual development policies in Southern Europe within the con-
straints of the Eurozone political economy, at least in the absence of exceptional negative shocks.

In this article, we challenge the optimistic reading on the Portuguese process of economic
recovery in the post euro-crisis years. Although the economic and social relief in this period was
real, productivity and real wages nearly stagnated. If the pandemic crisis had not hit the
Portuguese economy, its growth model would soon have faced its own contradictions. We argue
that the sustainability of the recovery recorded until 2019 depends on deep structural dynamics
that include the upgrading of the specialization profile, macroeconomic stability, and
economic equality.

Our discussion builds on the contemporary debate on structural change and long-term growth
(see section “Framing the Debate”), in which two contrasting views can be identified. On the one
hand, the perspective focusing on the supply-side determinants of growth and structural reforms
was implicit in the logic of the “adjustment program” negotiated in 2011 with the troika (IMF,
ECB, and European Commission). Here the sectoral specialization of the economy is seen as an
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outcome of market dynamics, and the flexibility of labor and product markets as essential for an
efficient allocation of resources and investment. An alternative view emphasizes the role of
demand in long-run growth, recognizes the differences in the productivity growth potential across
sectors, and the perils of letting markets mechanisms alone determine the specialization profile of
the country.

Our interpretation of the evolution of the Portuguese economy fits into the latter literature.
However, we highlight the specificity of the Portuguese case, arguing that the current
international debate has no direct translation to the Portuguese context.

In section “The Case of Portugal” we analyze the pattern of Portuguese economic growth in
three periods: before the financial crisis, during the “adjustment program”, and in the years pre-
ceding the pandemic crisis. We argue that the evolution of the Portuguese economy during these
periods is structurally determined by the characteristics of Portuguese integration in the
Eurozone, together with a few strong exogenous shocks. Domestic economic reforms did not play
a decisive role in these developments. The growth pattern in the years before the pandemic –
which combined employment expansion with external equilibrium – was only possible because of
depressed real wages, which are explained by high labor slack in the previous period and the
(externally-driven) strong growth of tourism. If the pandemic shock had not hit the Portuguese
economy, this growth pattern would have soon shown to be unsustainable, since pressure to
increase wages coupled with stagnant productivity would mean the loss of price competitiveness
and an increase in imports, and, consequently, the return to external imbalances.

We conclude that the Portuguese economy’s ability to preserve its internal and external
balance depends on economic instruments that the country no longer controls, namely monetary
and exchange rate instruments. We briefly discuss the reforms that would be necessary on a
European and domestic scale to face short-run crises and to promote an effective strategy of
structural transformation that promotes long-term sustainable growth.

Framing the Debate

This section contrasts the stylized features of two interpretations of the long-term growth process:
the neoclassical and the post-Keynesian/structuralist views. This comparison does not ignore the
heterogeneity that exists within each of these traditions, nor the existence of academic work that
lies on the borderline between them. However, such stylized contrast is useful to understand the
evolution of the Portuguese economy in recent decades and the public policy options that have
shaped these outcomes.

Our review of the debate will focus on the determinants of long-run growth and productivity,
with emphasis on the role of structural change, capital inflows/external savings, real exchange
rates and the balance of payments. We argue that the dismal prospects of productivity growth in
the Portuguese economy have deep structural roots, resulting from policy errors that derive from
a misconception of the long-run growth process rooted in neoclassical-inspired institutions
and ideas.

The Stylized Features of the Neoclassical Model

A Supply-Driven Economy
In the long run, the economy is entirely driven by supply-side determinants. Capitalism is
described as a harmonious system moving along a stable trend with full employment of capital
and labor. In Solow’s (1956) model, the seminal contribution of neoclassical theory to growth
analysis, movement along this trend is imposed by theoretical construction. Inherited from the
micro foundation revolution, more recent contributions within the neoclassical tradition, placed
in the so-called New Keynesian school, reach the same macroeconomic implications, but with
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more sophisticated assumptions and techniques (Mankiw, 1989; Mankiw and Romer, 1991). In
the end, the conclusion is the same: the long run is taken as synonymous for the moment when
all rigidities cease to exist; without such rigidities, the forces of equilibrium can move the econ-
omy to its trend path; hence, by construction, there is no role for demand policy in the long run.

The Ultimate Sources of Growth in the Long Run: An Exogenous Residual or Supply-
Determined Endogeneity
One of the central conclusions of the Solow model is that the accumulation of factors of produc-
tion (capital and labor) cannot be a source of sustained economic growth. Following the neoclas-
sical tradition, labor and capital are assumed to be subject to diminishing returns. Within a
production function with constant returns to scale, this implies that mature capitalist economies
converge to a steady state. Once this position is reached, the natural growth rate of the economy
is exclusively determined by labor productivity and labor force growth rates. In the Solow model
none of these determinants are resolved internally: they are exogenous. In an ad hoc reasoning,
total factor productivity is attributed to a more efficient resource mix, attributed to organizational
and technological improvements. The model does not offer any direct conclusion on how the
latter’s growth should be promoted. However, the need for structural reforms in labor and prod-
uct markets is a common public policy prescription inspired by these models to stimulate total
factor productivity growth.

An early attempt to overcome the limitations of Solow’s model came from the development of
Human Capital theory. With Becker (1962) as the seminal reference, this line of research remains
very influential to this day with numerous extensions. Its main theoretical implication is that the
value of the balanced growth path can be explained by the accumulation of education and skills
by the labor force. Therefore, human capital accumulation should be promoted. This model is
implicit in several public policy prescriptions. On the one hand, it has been used as a theoretical
basis for strengthening education and training systems in the context of development strategies.
But it is also used as a justification for liberalization and low tax rates, relying on the conception
that the latter are essential to promote incentives for human capital accumulation in the early
stages of life.

Later, the exogeneity of the growth rate and productivity was challenged by the emergence of
endogenous growth models. The inclusion of R&D in neoclassical models was part of the new
growth theory revolution (Romer 1990; Aghion et al. 1998). The main idea behind these models
is that knowledge can be produced, and its production can be subject to increasing returns to
scale. In such a situation, economies can improve their long-run growth if they increase the share
of resources allocated to R&D activities. Growth is endogenous only in the sense that the growth
rate is determined internally by the state variables in the model. A crucial feature of these models
is that an efficient allocation of resources cannot be realized by competitive markets because
knowledge is a non-rival good. The incentive for firms to allocate resources to R&D depends on
the existence of well-defined property rights. Having a well-developed legal system that guaran-
tees property rights is seen as an essential condition for promoting innovation and long-
term growth.

Growth May Be Industry-Specific, but It is Invariant at the Industry Level
As mentioned above, neoclassical endogenous growth models recognize the possibility of increas-
ing productivity by mobilizing resources for R&D activities. But the development of these activ-
ities is often considered to be independent of the sectoral composition of the economy. In other
words, structural change at the sectoral level does not interfere with the probability of existence
of R&D activities or the probability of the knowledge produced in these activities being applied
in the economy.
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The Allocation of Investment is Determined by Technology
Unlike other traditions, investment is not seen here as a fundamental dynamic source of capital-
ism. Savings determine investment, in accordance with the assumption of full employment. Their
remuneration is technologically determined and is given by the marginal productivity of capital.
The discussion typically focuses on the interpersonal choice between consumption and savings
and how that choice does or does not ensure a level of capital formation that maximizes con-
sumption in the long run.

Fiscal Policy is Neutral or Harmful to Growth
Assuming full employment and the invariance of labor productivity to aggregate demand, fiscal
policy can have no positive effect on growth in the long run. Fiscal policy is growth-neutral or
growth-negative as there are no possible multiplier effects, therefore it must be financed by taxes
that cause a decrease in private consumption and/or private savings.

Comparative Advantage is a Static Concept
The neoclassical system accepted the Ricardian notion of static comparative advantage but
adapted its foundations to its own theoretical assumptions and technical apparatus. In the
Heckscher-Ohlin model, the basic neoclassical model for international trade, comparative advan-
tage depends on the relative abundance of factor endowments that are given exogenously
(Gandolfo 2014, ch.2). Together with declining marginal returns on factors of production, price
and wage flexibility ensures that each country specializes in the good (or continuum of goods)
for which it has comparative advantage. International trade may generate winners and losers
within countries, but the overall gains are at least as good as in the case of autarky. Policies
aimed at changing the pattern of comparative advantage are seen as ineffective and undesirable.

Balance of Payments and Real Exchange Rate Are Not Important for Long-Run Growth
Most of the aforementioned models assume a closed economy framework. Regarding open econo-
mies and the role of the balance of payments in economic growth, neoclassical models make a
clear distinction between two types of imbalances (Ocampo, Rada, and Taylor 2009). The first is
the twin deficit hypothesis. This imbalance is caused by the public decision to run a government
deficit. Taken as implicit in the typical assumption of full employment, additional demand must
be met through additional imports, causing a trade deficit. Therefore, government deficits are
seen as the source of external imbalances and instability. Contractionary fiscal policy should be
pursued to restore the trade balance and macroeconomic stability.

The second source of imbalances is the lending behavior of domestic private agents. Here the
trade imbalance occurs when the private sector attracts foreign capital from abroad and domestic
savings become lower than private investment. Unlike the previous case, this process is led by
private agents, based on their own risk assessment under free market conditions with capital
mobility between countries. This type of imbalance is seen as natural and beneficial for the
growth process: on the one hand, private agents in more capital-intensive countries have an
incentive to lend to less capital-intensive countries, taking advantage of the higher marginal prod-
uctivity of capital and profitability in the latter countries; on the other hand, capital funds from
abroad allow recipient economies to accelerate capital accumulation and thus their convergence
process. It is assumed that countries will use the revenues from faster economic growth to repay
debt commitments and the balance of payments will converge to a neutral position as the capital
intensity of countries approaches.
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The Alternative Interpretation

Investment is Essential for Understanding Capitalist Dynamics and Technical Progress
Contrary to the conventional view, investment cannot be attributed to technological parameters
or to adjustment trajectories for optimal stocks computed by intertemporally maximizing agents.
Because capital accumulation is the variable that links the present to an uncertain future and the
return to investment depends on the power relations that shape capitalism, its behavior is taken
as highly volatile and difficult to predict.

Different heterodox traditions have emphasized different determinants of investment, although
most of them are not mutually exclusive. Keynesian economists have focused on the role of
expectations in investment decisions made in a fundamentally uncertain world, both in a static
environment and in a dynamic setting (Davidson 2011). Neo-Kaleckian (Marglin and Bhaduri
1991) and neo-Harrodian authors (Skott 1989) integrate the role of power relations embedded in
bargaining over income shares, taking into account real and labor market dynamics. Despite the
differences and debates between them, all these traditions share a vision of the political economy
of investment in which power relations and uncertainty play a central role.

Investment is also a key variable to sustain demand-driven technical progress within the
framework of the so-called Kaldor-Verdoorn law. The idea that technological progress is funda-
mentally a capitalist phenomenon whose materialization depends on demand conditions is a
cornerstone of the early post-Keynesians’ attempt to extend Keynesian economics in the long run
(Kaldor 1957; Robinson, 1956).

The Sectoral Composition of the Economy Matters for Long-Term Growth
As Tregenna (2015) notes, post-Keynesian/structuralist interpretations of development favor a
sector-specific analysis of the contributions of structural change. In particular, the structuralist
(e.g., Hirschman, Nurkse and Rosenstein-Rodan) and Post-Keynesian (e.g., Nicholas Kaldor) tra-
ditions emphasize the central role of manufacturing for economic growth. The characteristics that
make manufacturing so special are (Blankenburg, Palma, and Tregenna, 2008): dynamic returns
to scale, the exceptional opportunities of learning by doing and propensity to absorb techno-
logical progress, strong backward and forward linkages with other sectors of the economy, and
the tradable property of most of its products, expanding the limits of internal growth that is com-
patible with external equilibrium. This does not necessarily lead to a defense of the increasing
share of manufacturing in GDP. It is a stylized fact that the share of manufacturing in total out-
put follows an inverted U-shape as GDP per capita increases over time (e.g., Palma, 2014). It is
usual for mature economies to experience a reduction in the share of manufacturing output at
advanced stages of their development trajectory. Thus, the development prescription is not to
avoid de-industrialization, but to avoid a negative pattern of de-industrialization (see Rowthorn
and Wells 1987, on the concepts of positive and negative de-industrialization).

Comparative Advantage is a Dynamic Process and is Influenced by State-Led Policy
As the development experiences of several South Asian countries show (Wade 1989; Amsden
1989; €Oniş, 1991), state-led planning and the explicit targeting and protection of certain indus-
tries and activities may play a decisive role in catching-up processes. At the theoretical level, this
revival of industrial policy was based on the rejection of static comparative advantage as a source
of growth. Comparative advantage as presented by the Heckscher-Ohlin model may be a useful
tool for solving problems of optimal resource allocation in the short run, but it ignores a central
part of the growth process: the generation of technological capabilities (Andreoni and Chang
2016). In the former, it is the relative quantity of factor endowments that determines comparative
advantage. Within certain limits, however, the accumulation of technological capabilities can
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change the pattern of comparative advantage that a static analysis based on factor endowments
would have determined (Lin and Chang 2009). Therefore, the relevant notion is the concept of
dynamic comparative advantage. A country can acquire a comparative advantage in a particular
sector if that sector is able to accumulate technological capabilities and organizational knowledge
over a long period. The government should provide strategic planning support in identifying sec-
tors with the greatest potential, providing them with favorable conditions, such as access to
finance and trade protection, to the point where these sectors can compete in international mar-
kets (Andreoni and Chang 2019). It should also invest in fundamental technological knowledge
that can be incorporated into the production processes and which would not otherwise occur,
given the conditions of high uncertainty intrinsic to this type of investment (Mazzucato 2011).

The Balance of Payments and the Real Exchange Rate Are Important for Long-Run Growth
An explicit formalization of the importance of balance of payments for long-term growth was
proposed by Thirlwall in the late 1970s in what became known as the Balance-of-Payments
Constraint Growth Model (Thirlwall 1979). According to this model, external demand and the
income elasticity of exports and imports play a central role in the growth process. An economy
seeking to sustain a long-term growth process should, firstly, favor economic integration charac-
terized by high levels of external demand and, secondly, implement an economic diversification
strategy aimed at increasing the income elasticity of exports and decreasing the income elasticity
of imports. This has become central to open economy theories of economic growth and has given
rise to several theoretical developments and empirical analysis (for an overview, see Soukiazis and
Cerqueira 2012 and Thirlwall 2019).

The empirical validity of the Balance-of-Payments Growth Models and the Keynesian valuation
of output over exchange rate adjustments as a means of achieving external equilibrium have led
many heterodox economists to downplay the role of price competitiveness and real exchange
rates (RER) on long-run growth over a long period of time (Razmi 2016). This position has
changed over the past two decades as a result of prolific research showing the detrimental effects
of RER overvaluation on long-term growth, especially for low- and middle-income economies
(Rodrik 2008; Blecker 2016; Rapetti, Skott, and Razmi 2012).

An overvalued RER can have detrimental effects on growth through direct and indirect chan-
nels that undermine economic diversification and capital accumulation and hence the future
growth rate consistent with external balance.

The direct channel of RER on economic diversification is associated with price competitive-
ness. A higher RER implies that several tradable goods that would otherwise be competitive on
international markets become uncompetitive. These goods start being imported and their domes-
tic production either scales down or ceases to exist altogether. Given the increasing returns to
scale, the learning by doing effects and the time needed to acquire technological capabilities, a
real exchange rate overvaluation may block the possibility of a technologically backward economy
to specialize in tradable goods, some of them being technologically advanced. Since more techno-
logically sophisticated goods are associated with a higher income elasticity of demand (Dosi,
Pavitt, and Soete 1990), this means that a temporary overvaluation of the real exchange rate may
have persistent effects on the long-term growth rate through regressive structural change effects
with a negative effect on the balance-of-payments constrained growth rate (for an empirical
assessment, see Cimoli, Porcile, and Rovira 2010).

The indirect channel concerns the negative effect of an overvalued RER on the profitability of
the tradable sector and the consequent negative effects on investment. At an early stage, an over-
valued RER affects the profitability of the tradable sector through its impact on capacity utiliza-
tion. As domestic tradable goods become less competitive in international markets, capacity
utilization falls, if not permanently, at least until the capital stock adjusts. Second, it affects the
profit share: the expansion of the non-tradable sector leads to the increase of labor demand and

54 D. MARTINS AND R. P. MAMEDE



wages, putting pressure on wages in the tradable sector as well (assuming there is labor mobility
between them). For a given growth rate of average labor productivity, this will cause a fall in the
profit share of the tradable sector (Bresser-Pereira, Oreiro, and Marconi 2014).

Unregulated Capital Flows May Have a Detrimental Effect on Long-Term Growth
One of the most important sources of real exchange rate overvaluation is the inflow of foreign
capital. Capital flows have other characteristics that are less beneficial than conventional theory
predicts. In particular, they are subject to the volatility of expectations in international financial
markets, following a pattern close to that described by Minsky in his destabilizing stability
hypothesis (Minsky 1982): they flow massively into peripheral economies during times of stability,
but tend to disappear suddenly when expectations revert. Recipient economies become vulnerable
to severe sudden stops and capital reversals, as documented by a growing empirical literature
(Cavallo, Eichengreen, and Panizza 2018), raising skepticism regarding the benefits of foreign sav-
ings for development. Faced with a sudden financial and/or exchange rate crisis, countries often
have to rely on internal devaluation processes that destroy or slow down previous development
efforts. The balance of payments thus exerts strong cyclical shocks through trade and external
finance (Ocampo, 2016).

The Case of Portugal

Productivity and economic growth in the long run are always the combined result of exogenous
factors (i.e., that cannot be changed by policy decisions) and the conscious action of pol-
icy makers.

In small open economies, as in the case of Portugal, external exogenous events are very
important. These types of economies rely heavily on the international trade of goods and services,
whose major determinants, such as the expansion of international income and international pri-
ces, they are unable to influence. To a large extent, the same applies to international capital flows,
which are only partly determined by domestic decisions (other than the political choice to open
the capital account).

Although exogenous shocks have played a key role in the evolution of the Portuguese economy
in recent decades, some political decisions have overdetermined economic outcomes, either dir-
ectly or indirectly, amplifying the effect of exogenous shocks. This overdetermination does not
refer mainly to current government choices over the years, but to structural decisions taken at
specific moments, which made subsequent government decisions secondary. The most decisive
policy choice for the Portuguese economy was joining the Eurozone in 1999. First, because once
that decision was taken the Portuguese economy was exposed to a set of inevitable macroeco-
nomic developments. Secondly, and more importantly, because it placed the Portuguese economy
under the influence of institutions, such as the European Commission and the European Central
Bank, which reinforced a hegemonic development strategy of neoclassical inspiration.

In the following sections, we summarize the main developments of the Portuguese economy in
three periods: from the euro inception to the international crisis of 2008; the austerity phase
(2010–2014); and years preceding the COVID pandemic (2014–2019). In each case, we point out
the features of neoclassical thinking that shaped policy options and discuss how these were detri-
mental to long-run productivity growth.

Pre-Crisis (1999–2008)

In the first decade after Portugal joined the single European currency, the euro experienced a
sharp appreciation against the dollar and other currencies (from 1e ¼ 1.18$USD in January 1999
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to 1e ¼ 1.60$USD in April 2008). Although real wages grew in line with labor productivity, the
nominal exchange rate appreciation implied a strong increase of the real exchange rate with ser-
ious impacts on the price competitiveness of the tradable sector, contributing to a persistently
high current account deficit (–9.4% of GDP, annual average). During this period, the external
imbalance was financed through capital inflows from Northern European institutional investors,
namely banks and investment funds, who seemed to believe that the risk of default within the
Eurozone was minimal. These funds were used to finance the Portuguese economy through loans
to national banks and the purchase of Portuguese sovereign bonds. Given the unfavorable
conditions created by the real exchange rate, most of these capital inflows were allocated to non-
tradable sectors, reinforcing the current account imbalance (Mamede, Godinho, and Sim~oes 2014;
Barradas et al. 2018).

Hence, the allocation of funds to the non-tradable sector and the consequent external imbal-
ance should not be interpreted as the result of a decision of private and public agents in a neutral
economic environment, but as events structurally determined by two effects of the decision to
join the Eurozone: the strong appreciation of the real exchange rate and the perception of credit
risks associated with belonging to a single currency. The joint effect of these two features has
been called a euro-resource curse (Mamede, 2020), being interpreted as a special case of finance-
led Dutch disease (Botta 2015).

The unfavorable economic environment for tradable goods, combined with the increased com-
petitive pressure from Asian and Eastern European emerging economies, has led to a strong dein-
dustrialization in Portugal, both in terms of employment and value added (Rodrigues, Santos,
and Teles 2016; Barradas et al. 2018). The sharp fall in demand for domestic tradable goods had
a profound impact on aggregate investment. Following the collapse of investment in the real
estate sector, private investment declined, putting additional downward pressure on demand. As
a result, the unemployment rate started an upward trend, from 4.4% in 1999 to 7.6% in 2008.
This caused an endogenous pressure on the fiscal deficit, resulting from the action of automatic
stabilizers. However, government consumption was insufficient to compensate for the negative
shock to other demand components. The limits imposed by the EU’s Stability and Growth Pact
(3% of GDP to the budget deficit and 60% to the debt stock) resulted in fiscal policies that were
unable to restore full employment.

Note that the strong deindustrialization in this period cannot be seen as a mere secular trend,
associated with the relative decline in industrial production as GDP per capita grows. The share
of manufacturing in value added fell rapidly (from 17.9% in 1999 to 13.7% in 2008) in a period
of dismal real GDP growth (1.3% on average). In other words, Portugal experienced in this
period a premature deindustrialization process, with negative consequences for productivity and
long-term growth (as we discuss in the following section).

The authorities have sought to overcome the lack of competitiveness through programs to sup-
port technology and business innovation (Mamede et al., 2016). In theory, this would make the
domestic economy more competitive, decreasing its dependence on the price competitiveness of
low value-added exports and shifting to more sophisticated exports with a low-price elasticity of
demand. According to this view, this strategy would soon make the Portuguese real exchange rate
an almost irrelevant variable for the Portuguese external balance. However, such a strategy is
time incoherent: the problems created by the currency appreciation were immediate and their
resolution was urgent, while the technological upgrading strategy, if successful, could only pro-
duce effects in the medium to long term.

Thus, we can identify several of the neoclassical misconceptions about the development pro-
cess in this period: the negligible role of real exchange rates; the benefits of liberalized capital
flows and private sector-led current account deficits; and the notion that economic structure is
irrelevant to the absorption of technological progress. All these misconceptions contributed to
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placing the Portuguese economy in an unfavorable political economy context, the effects of which
prevail to this day.

The Austerity Phase (2010–2013)

In 2009, as a result of the financial crisis that hit the world economy the previous year, the finan-
cial sector’s perception of the risk of the sovereign debt of the peripheral European countries sud-
denly changed. The pressure on sovereign interest rates quickly spread to several countries,
including Portugal. At the time, the ECB and the Eurozone members refused to take any decision
that represented a systemic and effective response to the problem, such as a massive purchase
program of sovereign debt in secondary markets or a joint debt issue. As a result, Portugal initi-
ated successive austerity packages in the belief that they would be able to restore the confidence
of financial investors. Although the ruling government assumed a public narrative of great confi-
dence in the success of this strategy, it was seen as implausible from the outset.

As a consequence of the ineffectiveness of that strategy, in 2011 Portugal was led to sign an
agreement with the Troika (IMF, ECB and European Commission) aiming at an official loan of
78.6 billion euros conditional on the acceptance of a package of austerity policies. This package
was designed based on an internal devaluation strategy, whose main objective was to mimic a
traditional IMF monetary devaluation strategy in the context of a monetary union (along lines
that had been, years earlier, proposed by Blanchard 2007). In addition to financing a decapitalized
banking sector, the program aimed to correct the external and fiscal imbalances of the
Portuguese economy and implement a set of labor and product markets reforms to stimulate
long-term growth.

The troika program was presented as a short-term recessionary shock with medium- and long-
term gains. A central component of the program was the implementation of a severe pro-cyclical
fiscal policy. This would have a direct effect on fiscal consolidation and an indirect effect on
resolving the external imbalance, in line with the neoclassical interpretation of the twin deficits
(see section “Framing the Debate”). Unemployment would rise in the short run as an intended
result of the program. Together with direct cuts in civil servants’ wages, this would help limit
nominal wage growth in the Portuguese economy, achieving the central objective of lowering unit
labor costs (ULCs). Once this goal had been achieved, the Portuguese economy should converge
toward external balance through three mechanisms: an increase in exports, due to more competi-
tive prices; a decrease in imports, through the contraction of disposable income; and an increase
in direct foreign investment, which would be attracted by the greater profitability associated with
lower wages and a more “business-friendly” legal environment. Following the same line of argu-
ment, aggregate investment should recover quickly. Not only because of direct investment from
abroad, but also because of the beneficial effects for greater profitability and institutional environ-
ment in the country.

The results of the program were, however, very different, both on the macroeconomic stabil-
ization and the long-term growth objectives. First, the effects of the contractionary shock on
GDP and unemployment were much more severe than initially expected. Second, the objective of
controlling the fiscal deficit was not achieved in the period. Despite intense cuts in public
expenditure and fiscal transfers, the contraction in incomes ultimately had a detrimental effect on
public finances. Third, external balance was achieved, but as a primary result of the severe con-
tractionary shock in imports, with exports following a path in line with pre-program years and
FDI making a modest contribution.

The long-term effects of the program are also not in line with the original objectives.
According to the original idea, macroeconomic policy would imply some short-term detrimental
effects on GDP, unemployment, and wages, but these negative effects would soon be offset by
positive effects in the long run. However, the procyclical contractionary shock deepened the
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country’s development problems through two main channels: the collapse of private investment
and a sharp increase in emigration.

As in the pre-crisis period, private investment went through a period of contraction. But this
time the effect was much more severe. These developments in investment can be directly explained
by the effects that the internal devaluation had on capacity utilization and, consequently, on the
incentive to invest. This reveals the self-defeating strategy associated with austerity. Note that the
objective of squeezing ULCs has succeeded as a result of the impact of high unemployment and
changes in labor law on workers’ bargaining power. In practice, this meant that productivity
increased faster than real wages, leading to a higher profit share. However, this increase was more
than offset by the capacity utilization component, pushing the total profit rate down and contribu-
ting to the fall in aggregate investment. In addition, investment was also negatively influenced by
financing costs and credit constraints during this period, resulting from the restructuring of the
banking sector and the banks’ strong risk aversion in a context of high uncertainty.

Another key characteristic of this period was the sharp increase in emigration. It is estimated
that between 2011 and 2014 more than 150,000 people (i.e., 1.5% of the population) left the
country, most of them to find a job abroad. This shows that stimulating human capital formation
is not a sufficient condition for growth. Although Portugal has made remarkable progress in
improving the academic qualification of its labor force, this effort cannot produce the expected
effects if these workers leave the country. Knowing that migration processes are typically difficult
to reverse in the short term, we can assume that the migration wave during the austerity period
was an event with negative long-term effects.

As in the pre-crisis period, we can identify several neoclassical misconceptions that guided the
Troika program and the economic policies implemented in this period. The belief that liberaliza-
tion reforms are the most effective policy instrument to promote long-run growth and that con-
tractionary fiscal shocks have no persistent effects led to the failure to foresee their detrimental
long-run effects, namely through the impact on investment and the skill loss associated with
long-term unemployment and mass emigration. This was due, respectively, to the view that
investment is primarily determined by supply-side determinants (with capacity utilization playing
a secondary role) and that unemployment is primarily a problem of insufficient labor market
flexibility, which contributed to the misconception that the unemployment effects of fiscal con-
solidation would be quickly reversed. Similarly, the belief that fiscal consolidations can be
achieved through cuts in public spending ignored the possibility that the resulting contraction in
aggregate demand would more than offset the fiscal contraction, leading to an increase in the fis-
cal deficit and public debt. Finally, the idea that fiscal consolidation is the main channel to end
external imbalances, according to the twin-deficits hypothesis, did not apply: external balance was
achieved mainly through the domestic devaluation effects on private consumption and invest-
ment, while the fiscal deficit as a percentage of GDP actually increased.

3.3. Post-Crisis Period (2014–2019)

The Portuguese economic recovery from the period of austerity began after 2013, when the
downward trajectory of GDP and upward trajectory of unemployment were reversed. Strong dis-
agreements remain on two central questions: (i) what were the causes of this recovery? and (ii)
would this recovery be sustainable in the long term, had the pandemic not ended it? We take
these questions in turn.

3.3.1. The Causes of Recovery
The Portuguese economic recovery should be understood as the reflection of a virtuous triangle
of three essentially exogenous events: the change in the monetary policy stance of the ECB, the
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blocking of several austerity measures by the Portuguese Constitutional Court and the expansion
of external demand for tourism and real estate activities (in Portugal and elsewhere).

The ECB’s reversal of monetary policy – hinted in Mario Draghi’s famous speech in 2012 and
implemented vigorously from 2015 onwards – was the most important determinant of the
Portuguese recovery. The ECB’s asset purchases and the consequent decrease in funding costs
made the imminent collapse of the Eurozone unlikely and allowed Portugal to return to market
funding. Although macroeconomic imbalances have not been resolved, the new monetary stance
has eliminated a significant part of the fundamental medium-term uncertainty surrounding the
Portuguese economy, with positive impacts on investment and private consumption.

The Portuguese Constitutional Court’s veto of several austerity measures in 2012 and 2013 was
another exogenous shock. These decisions prevented further cuts in civil servants’ wages, retire-
ment pensions and unemployment benefits, imposing the reversal of some measures already
implemented. The reversal of these austerity measures was an important signal that it would be
difficult to implement additional deflationary policies and prevented a further contraction in pub-
lic spending, helping to halt the deflationary spiral and improve expectations.

The third striking event of this period concerns the strong growth of external demand for
tourism services and real estate. These developments stem mainly from exogenous factors, such
as the international expansion of low-cost airlines and the persistent political turbulence in North
African countries since the Arab Spring, as well as the strong availability of liquidity at the inter-
national level. The real estate boom was also fueled by national policy decisions, such as the
Golden Visa program (which encourages the acquisition of real estate by foreign citizens) and the
liberalization of rental laws.

3.3.2. The Conditions for Sustainable Recovery
The post-austerity economic recovery can be summarized in four main stylized facts: gradual
internal and external balance; reconciling fiscal consolidation with progressive policies; weak real
wage and productivity growth; and an increase in the share of sectors with below-average prod-
uctivity and wages (see Table 1).

The conventional interpretation assumes an optimistic view of the post-2013 recovery process.
The Portuguese economy is seen as one of the successful cases of the implementation of the
Troika program during the euro crisis. A central message of this interpretation is the existence of
a causal link between the agenda of labor and product markets liberalization, applied during the
period of austerity, and the dynamism of employment and exports during the recovery period. In
this view, austerity and liberalizing reforms were socially painful but necessary to ensure balanced
growth in the future. While the stagnation of productivity and wages is a source of concern,
advocates of the hegemonic view do not associate damaging productivity developments with the

Table 1. Main features of the Portuguese crisis and recovery.

2008 2013 2019

Real GDP (2008¼ 100) 100 92 105
Unemployment rate 7.6% 16.2% 6.5%
Current account balance (% of GDP) –11.8% 1.6% 0.4%
Fiscal balance (% of GDP) –3.7% –5.1% 0.1%
Public health expenditure (2008¼ 100) 100 85 107
Monthly minimum wage (2008¼ 100) 100 114 141
Real average monthly salary (2008¼ 100) 100 101 107
Real labor productivity per hour worked (2008¼ 100) 100 107 108
Share of low-tech manufacturing in total VA 6.5% 6.7% 7.0% a

Share of accommodation, restaurants, and support services in total VA 8.0% 8.2% 10.4%

Sources: National Statistical Institute; Bank of Portugal; Eurostat.
a2018 figures.
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structural change that has occurred in recent years. Nor do they see any fundamental incompati-
bility between sectoral developments in the Portuguese economy and its long-term stability.

The structuralist interpretation we propose here departs from the conventional perspective on
three fundamental points.

First, we argue that there is a direct link between the structural change observed in the
Portuguese economy during the recovery period and the continued stagnation of productivity
and wages. This idea is related to the notion of a dual economy and its effects in the long-run
productivity growth and inequality. Storm (2017) discusses the problem of economic dualization
in a large mature economy as the United States. In summary, he argues that technological
advancement in dynamic sectors is creating a massive movement of workers into stagnant sectors,
which play the role of employers of last resort. This movement, coupled with an already weak
bargaining position of workers in stagnant sectors, creates a dual labor market in which workers
in stagnant sectors do not enjoy the productivity gains generated in the economy as a whole.
Moreover, the growing importance of stagnant sectors in total employment and output creates
static and dynamic negative pressures on the growth rate of average labor productivity: the static
effect emerges directly from the higher share of sectors with below average productivity in the
total employment structure; the dynamic effect stems from the fact that activities with a higher
productivity growth potential lose weight in total output, causing a decline in the contribution of
these sectors to productivity developments over time.

The Portuguese economy went through a similar experience, but with some notable differen-
ces, which derive from its status as a semi-peripheral open economy. The common feature is the
growing importance of stagnant sectors in total employment and output. This process has both
short- and long-term negative effects on the evolution of average productivity and wages through
the same channels explained above. But there is a fundamental difference with the US case. In
the US, according to Storm (2017), it was productivity growth in dynamic sectors that created the
excess labor that underpinned the expansion of stagnating sectors. Therefore, the problem was
not so much the current productivity developments, but how these productivity gains would be
reflected asymmetrically in wages in different sectors and how the expansion of stagnant activities
could have a negative impact on productivity growth in the future. In the Portuguese case, the
source of abundant labor supply was not technological/supply-side. Rather, it was the result of a
protracted negative demand shock before and during the period of austerity.

The Portuguese process of structural change has two characteristics that make it more damag-
ing to long-term growth than in the US case. The first is that, as we have seen, it was not caused
by strong productivity gains in dynamic sectors. Thus, the Portuguese economy, in addition to
being subject to negative secular pressure due to the higher share of stagnant sectors, did not
experience the positive effects of large productivity gains in recent decades. The second is the
existence of high unemployment for several years, which favors the negative effects of hysteresis,
with negative consequences for long-run growth. This is different from the American case, where
the transfer of workers between sectors was much smoother most of the time.

The structuralist view also invites us to consider the long-term implications of the Portuguese
growth model during the post-austerity recovery period. In this period, the combination of an
increase in national income with a balanced current account was only possible due to the stagna-
tion of wages, caused both by the negative effect of persistently high (even if decreasing)
unemployment rates on the bargaining power of workers and by the increase in the weight of
sectors with below-average wages. Even if the pandemic crisis had not occurred, it would be very
difficult to maintain this model, since growing labor shortages would create upward pressure on
wages, whose effect on imports would hardly be offset by exports.

Finally, the structuralist interpretation emphasizes the vulnerability of this growth model to
sudden shocks in the international economy. This has become evident with the emergence of
the pandemic crisis, in which countries with greater dependence on sectors that rely on the
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international mobility of people (such as the tourism sector) have exhibited more severe declines
in their output and are experiencing lower growth rates of economic activity.

In addition, compared to more balanced export-led strategies, a tourism-centered strategy has
the distinctive feature of increasing the costs for other economic activities through its effects on
renting and real estate prices, and absorbs a large share of the labor force. Both of these charac-
teristics increase the risk of excessive specialization, creating difficulties for the emergence of new
economic sectors and increasing the likelihood of sectoral bottlenecks.

Conclusions

Between the start of the euro in 1999 and the eve of the COVID-19 pandemic 20 years later, real
GDP per capita in Portugal grew at a dismal average rate of 0.8 per cent per year. The conven-
tional account of Portuguese economic stagnation over the last two decades attributes it to the
mismanagement of public finances and the lack of structural reforms in labor and product mar-
kets prior to the “adjustment program” agreed with the troika in the early 2010s. In the same
vein, the neoclassical-inspired interpretation of the Portuguese growth path explains the subse-
quent recovery based on supply-side and fiscal reforms implemented during the troika years. As
a corollary, the performance of the Portuguese economy in the post-pandemic world is seen as
depending on the country’s willingness to pursue these reforms and, possibly, on continued
investments in general education and R&D. Taken together, these policy measures should be suf-
ficient to ensure a growth path compatible with internal and external macroeconomic equilib-
rium, at least in the long run.

This conventional view ignores several developments that should be considered when explain-
ing the Portuguese growth performance in recent decades. In this article, we draw on structuralist
and post-Keynesian perspectives to emphasize the importance of capital flows, exchange rate
developments and contractionary fiscal policies, and how these interact with the prevailing spe-
cialization profile and external competitiveness pressures, leading to recurrent macroeconomic
imbalances and modest growth in the long run. According to this view, Portugal’s high current
account deficits until the early 2010s are mainly the consequence of a real exchange rate appreci-
ation induced by massive foreign capital inflows and the sharp nominal appreciation of the euro
in the previous decade. An overvalued real exchange rate, in a context marked by increased
exposure to competition from emerging economies, led to deindustrialization and low investment
in the tradable goods sector. This, in turn, undermines long-term growth both by slowing capital
accumulation and by reducing the aggregate impact of activities that are characterized by higher
productivity growth potential.

According to this view, the post-austerity recovery in Portugal can hardly be attributed to the
supply-side and fiscal reforms implemented in the Troika years. The demand stimulus associated
with expansionary monetary policy, the reversal of many austerity measures by the Portuguese
government and the international tourism boom of the 2010s played a decisive role, leading to
the expansion of employment and the reduction of budget deficits up to 2019. This recovery was
compatible with a balanced current account given the slow growth of real wages and historically
low levels of investment (both of which contributed to limiting import growth), as well as the
strong increase in tourism revenues. However, this growth path is not sustainable. During the
pre-pandemic years, the abundant supply of low-skilled labor was mostly absorbed by activities
with low and stagnant productivity. Together with a long period of underinvestment in product-
ive capacities, this translated into a nearly unchanged aggregate productivity.

The increased reliance on tourism-related services has left Portugal particularly vulnerable to
the COVID-19 pandemic. In 2020, Portuguese GDP fell by 8.4%, the seventh worst performance
in the EU in a list headed by other economies where tourism plays a central role (Spain, Italy,
Greece, Croatia, France, and Malta). In the post-COVID-19 period, Portugal may benefit from
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tourism returning to pre-pandemic levels and growth. This, however, will not guarantee the sus-
tainability of enduring high growth rates nor the absence of external imbalances, for two main
reasons. First, as we have seen, this growth pattern tends to be associated with low levels of prod-
uctivity growth. Second, as labor slack falls, average wages grow faster. These two trends would
soon translate into higher imports and lower price competitiveness, putting the external accounts
under strain.

To promote a balanced growth path, Portugal needs to upgrade its specialization profile
toward more sophisticated exports, reduce the sensitivity of imports to domestic demand growth,
limit the amount of undesirable capital flows and manage the allocation of capital away from less
productive, non-tradable activities. This is easier said than done in the context of the European
Economic and Monetary Union, in which most policy instruments are not available to national
governments and are not supplemented by the supranational policies that are needed to address
production asymmetries across the EU. Ignoring the relevance of these structural asymmetries or
the inability of conventional policy prescriptions to address them will not prevent future crises
within the Eurozone, nor will it improve the long-term prospects for balanced growth in coun-
tries like Portugal.

A detailed study of the policy reforms needed at the European level and their likelihood of
implementation given existing policy constraints is beyond the scope of this article. However, it is
worth briefly setting out the reasons why the current European response to the COVID-19 crisis
is not sufficient to address the problems of Portuguese macroeconomic integration.

A consequent macroeconomic reform would imply three necessary conditions. First, a solution
to the private and public macroeconomic imbalances: it is not feasible to design a development
strategy while maintaining the current size of Portuguese public and private debt; any change in
the monetary stance of the ECB and/or a future moment of turbulence in the international finan-
cial markets may trigger a spike in the cost of debt rollover or a sudden crisis that jeopardizes
the course of development. Second, a permanent mechanism to correct asymmetric shocks and
overvalued exchange rates: without an exchange rate policy, countries with weaker productive
structures are unable to use this instrument to deal with the asymmetric external shocks that
periodically hit these economies; an internal transfer mechanism is needed to avoid unnecessary
periods of deflation. Finally, a large-scale public investment program directed at the peripheral
countries: such a program should not only aim to compensate for the large divergence in public
investment between North and South in recent decades, but also directly promote technology
transfer between the two regions.

The NextGenerationEU, launched by the European Commission as part of the EU response to
the COVID crisis, does not meet any of the conditions listed above. First, the program is rather
limited in duration (2022–2026). Second, the size of the program is far from sufficient to offset
the negative effects of European integration and austerity over the past two decades.1 To give an
idea, the amount of the recovery and resilience plan covers only about 55% of the cumulative
loss of public investment over the period 2009–2019, if the 2009 level were to remain constant.
According to the projections of the Bank of Portugal, potential GDP will annually increase by no
more than 0.2% by 2026 as a result of the program. Finally, in addition to being short-lived and
underfunded, the European response has no mechanisms to deal with existing macroeconomic
imbalances or to respond to future asymmetric shocks, keeping the Portuguese economy vulner-
able in the near future.

It should not be concluded from this that the European response is undesirable or totally inef-
fective. A European response that includes an investment program financed by European social
bonds is certainly better for the European periphery than an additional period of austerity.

1The most important component of the program is the recovery and resilience plan financed through the issuance of social
bonds issued by the European Commission. For Portugal, it amounts to e13.9 billion in grants and e2.7 billion in loans.
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Although not large, the positive effects of the program will be felt in the Portuguese economy,
especially after several years of shrinking public investment.

However, viewing the Next Generation EU as a turning point in European integration and as
a sufficient condition for the weaknesses of the Portuguese economy is misleading. The condi-
tions necessary for the success of Portuguese macroeconomic integration lie beyond the current
European response.
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