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Rating Action
EthiFinance Ratings affirms the Republic of Portugal’s unsolicited rating at BBB+, but changes the outlook from
Stable to Positive.

Rationale 
The unsolicited rating of the Republic of Portugal (hereafter Portugal) reflects the dynamism shown by its economy in
recent years, which has translated into significant improvements in the labor market, leading to a notable fall in
unemployment levels. Although the rate of progress has slowed, we expect economic growth to remain above the
country’s long-term potential rate (considered to be 2%) over the medium term. Additionally, the rating factors in the
correction of external imbalances and improvements in the stability of the financial system, plus the strong fiscal
position, marked by budget surpluses, leading to a sharp downward trend in public debt. However, high debt levels
remain one of the primary constraints on the rating. Furthermore, other risk factors persist, including social challenges
(such as an aging population) and governance issues, with a fragmented political landscape following the 2024
elections, which could hinder the implementation of structural reforms. Despite these challenges, Portugal's outlook
is set as Positive, with strong economic fundamentals and fiscal prudence supporting the potential for a rating upgrade
in the next 12 months.

Executive Summary
Portugal’s rating benefits from the diversified structure of its economy and the dynamism shown in recent years,
although it is constrained by the size of the economy. After two years of strong economic growth following the Covid-
19 downturn, the Portuguese economy slowed in 2023, with a growth rate of 2.3%. This slowdown is attributed to the
cumulative effects of high inflation, tighter financing conditions, and weakness in the economies of main trading
partners. These negative factors will also carry over to 2024, although to a lesser extent than previously estimated, in
addition the economy will benefit from more moderate inflation and the good performance of tourism, hence we
include in our macroeconomic scenario the Banco de Portugal's upward revision, with growth of 2.0% for 2024 and
2.3% in 2025 (1.2% and 2.2% previously).

Portugal’s social situation represents one of the main constraints for the sovereign rating due to the aging population,
with high dependency ratios and low population growth, along with low levels of GDP per capita compared to the
European Union (EU) (see Figure 3). Portugal currently has a dependency rate of 58.4%, which is further compounded
by sluggish population growth (0.1% in 2023), presenting a challenge to future growth potential and public finances.
Nonetheless, we highlight the resilience observed in the labor market, with a sustained underlying reduction in the
unemployment rate from 16.4% in 2013 to 6.5% in 2023. Additionally, although there was a slight increase in
unemployment in 2023 (6.1% in 2022), it is expected to remain stable in the coming years around 6.5% (Banco de
Portugal), while the employment rate continues to increase (expecting to reach 58% in 2024 compared to 57.8% in
2023 and 57.1% in 2022).

Portugal has also over recent years improved its external imbalances – which represented one of the country’s main
areas of vulnerability -  although they remain elevated. Current account surpluses in recent years have allowed it to
reduce debt. Additionally, although the country experienced current account deficits due to the effects of the
pandemic - especially reduced tourism income - and the increase in energy prices, these have reversed (1.6% of GDP in
2023) and are expected to be stable in the coming years (1.1% in 2024 and 0.8% according to the European
Commission). Therefore, along with the trend of deleveraging in both the public and private sectors, and the growth of
nominal GDP, external imbalances have been reduced (but also remain high), with a net international investment
position (NIIP) of -76% of GDP in 2023 (-106% in 2019) and external debt of 150% of GDP (196% in 2020).
Furthermore, the country benefits from inclusion in the euro zone, considering the importance and stability of its
currency.

Inflation has been declining, from a peak of 8.1% yoy in 2022, reflecting base effects, energy price normalization, and
certain government measures such as the exemption of VAT on food items. The overall rate closed 2023 lower than
initially expected (4.4% compared to the initially estimated 5.3%), and now stands at 2.2% (April 2024), with some
early-year volatility due to the cessation of certain measures and base effects. We anticipate inflation to stabilize
throughout the year, nearing the European Central Bank (ECB) target at 2.2%, and reaching it by 2025 (Banco de
Portugal’s estimates). However, there are risks, not least potential external pressures such as an escalation of conflict
in the Middle East, which could raise once again transportation costs and energy prices.

Principio del formulario

The decline in inflation has also been assisted by the tightening of financing conditions. In mid-2022, the ECB
announced the start of a period of tightening monetary policy, which continued until September 2023 when the
marginal lending facility rate was raised to 4.5%. ECB rates have been unchanged since then and, due to the economic
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cooling in the euro zone and lower inflation, we expect a first rates cut in mid-2024 and further easing in the second
half of the year. Nonetheless, Portugal has carried out a remarkable restructuring of its financial system in recent
years, mitigating the risks of higher interest rates for its banking system. The NPL ratio has decreased significantly,
from 17.2% in 2015 to 2.7% in 2023. Likewise, liquidity levels are adequate (loan-to-deposit ratio at 78% in 2023), and
banks' profitability has been lifted by higher interest rates (ROA of 1.3% in 2023 versus 0.7% in 2022).

On the public finances front, we highlight the rapid correction after pandemic-related strains, with a budget surplus
already in 2023 (0.8% of GDP). Portuguese public finances have benefited from the gradual phasing out of pandemic-
related public subsidies and rising revenues driven by inflation and economic growth. For this year and next, a surplus
is expected to be maintained, albeit at lower levels (0.2% for 2024 and 2025 according to the IMF), due to the
moderation in the pace of revenue growth coupled with lower inflation and economic activity, as well as the
implementation of new spending measures. This improvement in the balance has been reflected in other indicators
such as gross financial needs (1.9% of GDP in 2024 versus 13.9% in 2019).

In addition, the fiscal surplus is facilitating debt reduction, both in terms of the debt-to-GDP ratio – also driven by
nominal GDP growth - and in absolute terms. Portuguese debt fell below 100% of GDP in 2023 (98.7%), a downward
trend that we expect to continue in the medium term (see Figure 4). In spite of this decline, it remains one of the main
constraints in our credit rating assessment, as it is still at an elevated level. Moreover, despite high interest rates, debt
costs remained contained at 4.8% of current revenues in 2023, supported by the increase in the average debt maturity
to 7 years in recent years.

Our methodology incorporates ESG (Environmental, Social, and Governance) principles into the rating process, and on
this front we have observed improvement in recent years. Regarding the Environmental aspect, it is constrained by
Portugal’s high energy dependence, which, although it had been declining, was exacerbated in 2022 by the definitive
closure of coal plants and tensions in energy markets due to sanctions on Russia. However, we highlight the increase in
renewable energy consumption in recent years, reaching 34.6% of total consumption in 2022, a trend expected to
continue, especially considering the country's investments in this area, which will enhance its energy independence in
the future. As for the Social aspect, there has also been improvement in wealth and well-being levels in recent years.
The country is converging towards European GDP per capita levels, although it remains below the average (68% in
2023). This trend is also reflected in well-being levels, with an increase in the happiness index to 6 points from 5 points
a decade ago, although the country still ranks 55th globally.

Regarding Governance, we have corrected the impact of the deterioration in corruption highlighted in our previous
review in November 2023, due to the positive resolution of the corruption scandal in the Portuguese government's
upper echelons, leading to the resignation of Prime Minister António Costa. This demonstrates the country's
commitment to fighting corruption and the accountability of its leaders. However, the 2024 elections led to increased
parliamentary fragmentation, resulting in a minority government. The current center-right government of the
Democratic Alliance party led by Luís Montenegro holds 80 seats out of 230. While EthiFinance Ratings expects the
current government to maintain fiscal prudence, there is increased uncertainty regarding decision-making, which
could impact the rating if it hinders the implementation of structural measures, especially those required for receiving
EU funds.
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Main Figures

Fundamentals
Strengths

Economic dynamism despite the European macroeconomic environment, expected to persist in the coming
years, reflecting the economy's resilience against challenges such as the pandemic or price escalation.
Presence of fiscal surplus in 2023 and the expectation of its continuation, which will contribute to reducing the
public debt-to-GDP ratio.
Maintenance of a declining unemployment trend and gradual convergence in terms of GDP per capita with its
European counterparts.
Remarkable financial cleanup resulting in a significant reduction in the non-performing loan ratio, enhancing
the financial system's resilience to more restrictive financing conditions and changes in the economic
environment.

Weaknesses

High stock of public debt, although on a pronounced downward trend stemming not only from cyclical factors
but also from fiscal consolidation efforts.
Elevated volume of external debt and dependence on external financial flows, representing a vulnerability
factor in the event of future exogenous shocks, albeit showing an improving trend.
Presence of high dependency rates exacerbated by population aging, posing a future risk to public finances.
Increase in parliamentary fragmentation following the 2024 elections, leading to a minority government
currently in power, which hampers decision implementation and political predictability.
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Outlook
The outlook change from Stable to Positive is based on the expectation of an improvement in the credit rating over the
next 12 months. We expect the fundamentals of the rating to remain favorable, supported by the strong performance
of the economy. Although GDP growth may decelerate, it is expected to stay above the long-term potential growth rate
(put at 2%). This is coupled with fiscal consolidation efforts, maintaining fiscal surpluses and a trend of debt reduction,
with the high debt levels being one of the main constraints on the rating. However, the change to a minority
government introduces some uncertainty to the outlook regarding future policy implementation, although the current
government is committed to maintaining fiscal prudence.Principio del formulario

Sensitivity Analysis
Detailed below are the factors that individually or collectively would impact Portugal’s rating:

Positive factors (↑).

The credit rating and/or outlook could be upgraded if sustained economic growth above potential (2.0%) is achieved in
the medium term, facilitating further convergence of per capita GDP towards the EU average. Additionally,
maintaining surpluses in the current account, further addressing external imbalances, would have a positive effect.
Moreover, greater fiscal consolidation could also enhance the rating, steering public debt towards levels more in line
with the Maastricht Treaty benchmark (60% of GDP).

Negative factors (↓).

The credit rating and/or outlook could be downgraded if inflationary pressures persist and financing conditions
tighten, potentially weighing on the economy and reversing the favorable trend observed in the financial system,
leading to a non-performing loan ratio exceeding 10%. Furthermore, a reversal of the observed fiscal consolidation,
with deficits surpassing 3% of GDP and debt rising above 100%, could trigger a downgrade. Additionally, a
deterioration in governance due to increased parliamentary fragmentation, hindering the implementation of structural
measures and political predictability, would also pose a risk.

Rating Committee
The rating committee agreed to maintain the rating with a revised outlook from stable to positive. The main topics
discussed by the committee were the economic performance and forecasts for 2024 and 2025, the situation of the
external sector, the situation of public finances and the evolution of public debt. The rating committee also discussed
the country's current political situation.
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Annexes 
Scorecard

Main Figures: International Comparison
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Sources of informationSources of information

The credit rating issued in this report is unsolicited. The main sources of information used are the following:

1. Public information from public access sources, mainly official statistics institutes, central banks, and other
government sources, in addition to the OECD, Eurostat, World Bank, European Central Bank and International
Monetary Fund, among others.

2. Own information of EthiFinance Ratings.

The information was thoroughly reviewed to ensure that it is valid and consistent, and is considered satisfactory.
Nevertheless, EthiFinance Ratings assumes no responsibility for the accuracy of the information and the conclusions
drawn from it.

Level of the rated entity participation in the rating process

Additional informationAdditional information

The rating was carried out in accordance with Regulation (EC) N°1060/2009 of the European Parliament and
the Council of 16 September 2009, on credit rating agencies. Principal methodology used in this research are :

Sovereign Rating Methodology : https://files.qivalio.net/documents/methodologies/CRA 157
V1.Sovereign Rating Methodology.pdf

The rating scale used in this report is available at https://www.ethifinance.com/en/ratings/ratingScale.
EthiFinance Ratings publishes data on the historical default rates of the rating categories, which are located in
the central statistics repository CEREP, of the European Securities and Markets Authority (ESMA).
In accordance with Article 6 (2), in conjunction with Annex I, section B (4) of the Regulation (EC) No 1060/2009
of the European Parliament and of the Council of 16 September 2009, it is reported that during the last 12
months EthiFinance Ratings has not provided ancillary services to the rated entity or its related third parties.
The issued credit rating has been notified to the rated entity, and has not been modified since.

Conditions of Use for this document and its content:Conditions of Use for this document and its content:

For all types of Ratings that ETHIFINANCE RATINGS, S.L. (the "AGENCY") issues, the User may not, either by themselves or via third parties,
transfer, sublease, sublicense, sell, extract, reuse, or dispose of in any other way the content of this Document to a third party, either for
free or for consideration.

For the purpose of these Conditions of Use, any client who might have subscribed for a product and/or a service that allows him to be
provided with the content of this Document as well as any privileged person who might access the content of this Document via
www.ethifinance.com shall be considered as a User.

Nor may they alter, transform or distort the information provided in any way. In addition, the User will also not be permitted to copy and/or
duplicate the information, nor create files which contain the information of the Document, either in its entirety or partially. The Document
and its source code, regardless of the type, will be considered as the elaboration, creation, or work of the AGENCY and subject to the
protection of intellectual property right regulation. For those uses of this Document which are permitted, the User is obliged to not allow
the removal of the copyright of the AGENCY, the date of the Document's issuance, the business name as established by the AGENCY, as well
as the logo, brands and any other distinctive symbol which is representative of the AGENCY and its rights over the Document. The User
agrees to the conditions of Use of this Document and is subject to these provisions since the first time they are provided with this Document
no matter how they are provided with the document. The Document and its content may not be used for any illicit purpose or any purpose
other than those authorised by the AGENCY. The User will inform the AGENCY about any unauthorised use of the Document and/or its
content that may become apparent. The User will be answerable to the AGENCY for itself and its employees and/or any other third party
which has been given or has had access to the Document and/or its content in the case of damages which arise from the breach of
obligations which the User declared to have read, accepted and understood upon receiving the Document, without prejudice to any other
legal actions that the AGENCY may exercise in defence of its lawful rights and interests. The Document is provided on the acceptance that
the AGENCY is not responsible for the interpretation that the User may make of the information contained. Credit analyses included in the
Document, as well as the ratings and statements, are to be deemed as opinions valid on the date of issuance of the reports and not as
statements of fact or recommendations to purchase, hold or sell any securities or to make any investment decision. The credit ratings and
credit rating prospects issued by the AGENCY are consider to be its own opinion, so it is recommended that the User take it as a limited basis
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for any purpose that it intends to use the information for. The analyses do not address the suitability of any value. The AGENCY does not act
as a fiduciary or an investment advisor, so the content of the Document should not be used as a substitute for knowledge, criteria,
judgement or experience of the User, its Management, employees, advisors and/or clients in order to make investment decisions. The
AGENCY will devote every effort to ensure that the information delivered is both accurate and reliable. Nonetheless, as the information is
elaborated based on data supplied by sources which may be beyond the control of the AGENCY, and whose verification and comparison is
not always possible, the AGENCY, its subsidiaries, and its directors, shareholders, employees, analysts and agents will not bare any
responsibility whatsoever (including, without any limitations, loss of revenue or income and opportunity costs, loss of business or
reputational damage or any other costs) for any inaccuracies, mistakes, noncorresponding information, incompleteness or omission of data
and information used in the elaboration of the Document or in relation to any use of its content even should it have been warned of potential
damages. The AGENCY does not make audits nor assume the obligation of verifying independent sources of information upon which the
ratings are elaborated. Information on natural persons that may appear in this document is solely and exclusively relevant to their business
or business activities without reference to the sphere of their private life and should thus be considered. We would like to inform that the
personal data that may appear in this document is treated in accordance with Regulation (EU) 679/2016, on the protection of natural
persons with regard to the processing of personal data and the free movement of such data and other applicable legislation. Those
interested parties who wish to exercise the rights that assist them can find more information in the link: https://www.ethifinance.com/ in the
Privacy Policy page or contact our Data Protection Officer in the mail dpo@ethifinance.com. Therefore the User agrees that information
provided by the AGENCY may be another element to consider when making business decisions, but decisions will not be made based solely
on it; that being the case the AGENCY will not be held responsible for the lack of suitability. In addition, the use of the information before
courts and/or tribunals, public administrations, or any other public body or private third party for any reason shall be solely the User's
responsibility and the AGENCY shall not be held responsible for any liabilities on the grounds of inappropriateness of the information's
contents. Copyright © 2023 ETHIFINANCE RATINGS, S.L. All Rights Reserved. C/ Benjamín Franklin S/N, Edificio Camt, 1° Izquierda, 18100,
Granada, España C/ Velázquez n°18, 3° derecha, 28001 - Madrid
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