GEE|GPEARI

The Internationalization of the Portuguese Economy?

Paulo Julio? e Ricardo Pinheiro Alves®

1. Defining internationalization

Internationalization is the process whereby national firms get involved in international markets, either by
investing abroad, exporting, importing, or engaging in international technical cooperation and
subcontracting (European Commission, 2009).

From these four forms of internationalization, two must be highlighted, due to their role in the economic
competitiveness of Portugal: exporting and outward Foreign Direct Investment (FDI). Exports have several
macroeconomic benefits: they contribute to the external balance, foster economic growth, and boost
Research and Development (R&D) activities. Furthermore, a dynamic export sector means that domestic
firms are able to compete in international markets, signaling a high level of competitiveness. From a
microeconomic perspective, exporting allows firms to expand and increase their size. Moreover, a firm that
competes with others in international markets is usually more efficient and more innovative, and as a
result, achieves lower production costs and manufactures higher quality goods or sells higher quality
services. Outward FDI may improve the efficiency of domestic firms — they may gain international expertize
and learn new business practices — and boost national exports — firms may gain access to new markets
and costumers. However, in some cases outward FDI may substitute exports, leading to lower
employment and production. Thus, some carefulness is warranted when analyzing the benefits from
outward FDI, and when identifying which FDI investments should be supported by policy measures.

This article aims at providing a rational behind public policies for internationalization, in the areas of
exports and outward FDI. This is done in Section 2. In Section 3 we present several policy measures that
have been recently adopted in Portugal in these areas. In Section 4 we access the Portuguese export
performance and describe the recent trends in outward FDI. Section 5 concludes.

2. Why to support public policies for internationalization?
2.1. The benefits of international trade

The most influent trade theory dates back to David Ricardo (1817), who has proposed the well-known law
of comparative advantages to explain how two countries can benefit from trade. According to this theory,
each country should direct its production towards the goods with lower relative costs. In this way, each
economy could exploit the gains from trade, and attain a higher level of consumption relative to the
autarkic outcome. Another well-known theory in international trade is due to Heckscher and Ohlin
(Heckscher, 1919; Ohlin, 1933). These authors stressed the relevance of factor endowments in the
patterns of international trade, arguing that countries should produce and export goods which require
abundant resources, and import goods which require scarce resources. The theory is usually applied to
explain inter-industry trade between countries with different characteristics and levels of development.

The New Trade theory (see, for instance, Krugman, 1979 and Helpman and Krugman, 1985) relaxed the
perfect competition setting and the constant returns to scale technology that characterized previous
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models, and was applied to explain intra-industry trade among developed economies. Krugman (1991)
further developed this approach to new economic geography models in an attempt to explain the spatial
distribution of economic activity. Moreover, this theory formally showed for the first time an idea that dates
back at least to the 19" century: protectionist measures increase the size of “infant industries” with
increasing returns to scale, allowing them to gain scale to compete in world markets with significant cost
advantages relative to international competitors.l This is probably the only theory which provides a clear
argument in favor of protectionist measures in international trade.

All'in all, except for the case of infant industries with significant increasing returns to scale, these theories
suggest that international trade benefits all the trading partners, and improves welfare upon the autarkic
outcome. Per se, they rationalize the idea that imposing tariffs or quotas, or other restrictive measures on
trade, decreases welfare. Hence, governments should seek to eliminate all restrictions on trade, and
reduce the bureaucracy associated with cross-border trade, in order to diminish the costs firms incur when
trading across borders. However, the overall benefit is more evident with transfers to investors and
workers in importing sectors, which are more likely to be negatively affected by trade liberalization.

2.2. Rationalizing public policies aimed at supporting national exports

A firm engages in exporting to enter new markets and to enlarge the set of clients. This international
expansion leads to an increase in the firm’s turnover and size, possibly allowing it to exploit economies of
scale. Consequently, the firm should attain higher levels of efficiency, and lower production costs.
Meanwhile, international competition may also increase the pressure to innovate, since only the most
innovative firms will be able to gain new customers and to fight back innovative products from other
international corporations. Hence, any process of internationalization may be advantageous not only for
the firm and the citizens of the destination country, but also for the home country.

Besides these advantages, a dynamic export sector brings several macroeconomic benefits. First, exports
may contribute to economic growth — a possibility known as the export-led growth hypothesis. The
association between exports and growth has been studied, inter alia, by Esfahani (1991) and Kavoussi,
(1984). Lewer and Van den Berg (2003) survey the literature, and conclude that, in most of empirical
studies, an increase in exports by 1 percentage point has a 20 basis points impact on economic growth.

However, some of these studies can be questioned on the grounds of causality: is there a causality effect
between exports and growth, or is it growth that boosts exports? In this respect, evidence is mixed, and
depends on the countries being scrutinized. Oxley (1993) examines the export-led growth hypothesis for
Portugal, for the 1895-1985 period, and rejects it in favor of reverse causality. Ahmad (2001) employs
several causality tests and also finds week evidence in favor for the export-led growth hypothesis. Shan
and Sun (1998a) find bidirectional causality between exports and real industrial output in China in the
1987-1996 period, but in another study (Shan and Sun, 1998b), the same authors find that causality runs
from manufacturing growth to exports growth in Australia. Using a panel of countries, Chao and
Buongiorno (2002), estimate that the averages multipliers from exports to production (around 1.2-1.4) are
much larger than the average multipliers from production to exports (around 0.20-0.25).2

Second, a dynamic export sector may reduce external imbalances and improve the current account deficit,
as the amount a country borrows from abroad is equivalent to the symmetric of the current and capital
account. Intuitively, when a country incurs in a trade deficit, an increase in net exports narrows the gap
between GDP and internal demand, consequently reducing the need to finance domestic expenditures

! Recall that, when a technology exhibits increasing returns to scale, the average cost is decreasing in the quantity
roduced.
Further support for the export-led growth hypothesis can be found in Salvatore and Hatcher (1991), Fosu (1990) and
Chow (1987), for instance. Further evidence against the export-led growth hypothesis holds in the articles of Ahmad and
Harnhirum (1995), Yaghmaian (1994) and Ahmad and Kwan (1991).
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with foreign resources. In other words, net borrowing from abroad decreases. This has a side effect,
however: if there is no increase in national savings, the gap between GDP and internal demand will be
reduced via a decrease in investment, which may compromise economic growth. This is a well-known
consequence of the savings-investment identity.

Third, exports may further efficiency and productivity, as only the most efficient firms are able to compete
in international markets. Kimura and Kiyota (2006), for instance, argue that the most efficient firms tend to
export more, and Girma et al. (2004), using a panel of manufacturing firms in the United Kingdom, find that
exporting firms are in fact more productive.

Fourth, higher exports may be associated with higher R&D investments. The link between exports and
R&D is well explained in Golovko and Valentini (2011), who argue that innovation and exports positively
reinforce each other in a dynamic virtuous circle. According to these authors, firms participating in export
markets benefit from a learning process (contacts with different cultures, tastes, products, business
practices, among others), which can enhance innovation. Furthermore, through innovation, firms can enter
in new geographical markets with novel and better products. This complementarity between exports and
innovation is confirmed empirically in the same article, for Spanish manufacturing firms over the 1990-
1999 period. Ito and Pucik (1993) find a positive association at the micro level between export sales and
both individual and average industry R&D intensity, for Japanese manufacturing firms.

Aw et al. (2007) link exports, R&D investments and future productivity by establishing a positive and
significant interaction between these three concepts for the Taiwanese electronics industry.1 These
interactions have obvious repercussions at the macro level: they establish an indirect link between exports
and economic growth, working through R&D;? they associate exports to the development of novel and
better products that may improve households’ welfare, since the same products that are exported are also
sold domestically; and they link exports to higher production efficiency and lower production costs.

These four classes of macroeconomic benefits induced by exports, viz. increase in economic growth,
decrease in net borrowing from abroad, increase in efficiency and productivity, and increase in R&D, may
in part justify some national programs aimed at exports promotion. For instance, if too litle R&D occurs in
equilibrium, integrating R&D promotion measures with export promotion measures may be an efficient way
to boost innovation and economic growth.3 Export promotion measures may also attempt to correct for
potential spillover effects that the increase in productivity and efficiency associated to a firm’'s exports may
have over other domestic firms. This occurs if other domestic firms also benefit from the export experience
of a given firm in the same cluster, for instance, by observing how that firm performs in international
markets and the type of products it sells in those markets, and learning from that process. However there
are other reasons — of microeconomic nature — that justify a more complete set of export promotion
measures. We turn to these now.

A Small and Medium Enterprise (SME) may not have the necessary resources spend in the
internationalization process, even if the prospects are promising. Selling the products abroad for the first

! Further evidence of this relationship is provided by Sterlacchini (1999) and Barrios et al. (2003). The former author
finds that innovative activities, especially those related to design, engineering and pre-production developments, exerted
a positive and significant impact on the share of exports on sales for Italian manufacturing firms. The latter article finds
that own R&D activity is an important determinant of export activity, using a firm level panel data for Spain for the 1990-
1998 period.

2 According to the literature, R&D is in fact the main source of economic growth. Highly influential articles in this subject
include Young (1998), Jones (1995), Aghion and Howitt (1992), and Romer (1990). Barro and Sala-i-Martin (2004) and
Aghion and Howitt (1998) are two classical textbooks where the role of R&D on economic growth is well explained and
modeled. Nunes and Pinheiro-Alves (2010a) provide an analysis of the role of innovation on Portuguese
competitiveness.

® There is an extensive literature on the inadequacy of the equilibrium level of R&D. Several earlier papers argued that a
decentralized economy undertakes too little R&D (e.g. Jones and Williams, 1998), but more recent studies also consider
the hypothesis of excessive R&D in equilibrium. According to Jones and Williams (2000), two distortions may promote
underinvestment in R&D in equilibrium — the surplus appropriability problem and knowledge spillovers — whereas two
other distortions — the well-known creative destruction and the duplication of externalities — may lead to overinvestment
in R&D. The final balance of these four effects is unclear.
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time requires an intensive research on the potential markets and clients to whom to sell, knowledge on
potential competitors, a large investment on product promotion (going to international fairs, for instance)
and an intensive search activity to find potential strategic partners and supply chains, among other
activities. Most of these activities constitute a large entry cost, which may deter SMEs from exporting to
other markets. As a potential solution for this problem, suppose that several competing SMEs belonging to
the same cluster want to sell their products abroad, and assume for a moment that cooperation among
them is possible. Since most of the activities that precede exporting, such as market prospecting, would
overlap across similar SMEs, it would only be necessary to perform these activities once. The costs could
then be divided across firms, which would reduce the individual costs of entering in international markets.
However, this type of cooperation may not be possible, as it could lead to the well-known prisoner’s
dilemma, in which each firm would agree to cooperate at first, but would later deviate, benefiting from the
common activities at a lower cost. Furthermore, there are also important positive externalities associated
with the gathering of foreign market information, such as consumer preferences, business opportunities
and potential competitors (Lederman et al., 2010). Often, exporters have to make considerable
investments in an attempt to open foreign markets, cultivate contracts and establish distribution chains,
which can thereafter be used by rivals at a lower cost (Hausmann and Rodrik, 2003). These positive
externalities lead to a lower level of internationalization than the socially optimal outcome.

These coordination and market failures have been put forward as the main justification for the creation of
export promotion agencies. These agencies aim at increasing a country’s exports, and have four main
objectives: to construct and improve the country’s image in external markets (through advertising or
promotional events, for instance); to support firms during the internationalization process (through training,
technical assistance, logistics, among others); to assist firms in marketing activities (such as trade fairs
and exporter missions); and to perform market research and publications (i.e. make market surveys,
collect information on export markets or build contact databases). In Portugal, this assistance is provided
by the AICEP (Agéncia para o Investimento e Comércio Externo de Portugal).

SMEs are highly dependent on borrowed capital to finance export activities. However, there are several
reasons why the relationship between lenders (banks) and borrowers (firms) may result in inefficient
outcomes. The most well-known is credit rationing, which can be justified on two different grounds. The
first is based on the bank’s difficulties to finance loans — an issue that is particularly relevant in Portugal
nowadays, due to the turmoil in sovereign debt markets that increased the cost of financing of the
Portuguese state, and consequently of Portuguese banks. A large fraction of a bank’s assets is composed
by sovereign debt, which is often used as collateral when a bank borrows money from other institutions in
the money market or from the European Central Bank through repurchase agreements or similar
instruments. Hence, as the value of sovereign debt diminishes, the access of banks to foreign funds
becomes more difficult. This sequence of events lead banks to lower the amount of credit granted to
private agents, and to increase the cost of that credit, through higher spreads and commissions. These
credit restrictions are expected to deteriorate even further in the near future, due to an expected negative
economic growth, which increases the overall risk of loans.

The second reason that justifies credit rationing is based on a theoretical argument due to Stiglitz and
Weiss (1981). These authors argue that, under some circumstances, it may not be profitable for banks to
raise the interest rate or collateral requirements to the market clearing level, as this could lead to either an
adverse selection problem, in which only the riskiest projects are financed, or to a moral hazard problem,
in which the borrowers do not act in the best interest of the lenders. As a result, banks may deny loans to
borrowers who are observationally indistinguishable from those who received loans.

Another instance where one can find similar market failures is in the insurance market. When a firm
exports to a new destination where the political risk is high, or engages in a transaction with a new
international client whose reliability is unknown, it may want to insure against the risk of non-payment.
However, under some circumstances, the amount of risk incurred cannot be completely assessed by the
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insurance companies, since it is private information. This could also lead to an adverse selection problem.
Furthermore, some firms may have incentives to incur in higher risks after buying insurance, since they do
that bear the full cost of their action if the bad state of the world occurs. For instance, once a firm is fully
insured, it may want to sell its products to riskier clients, who might pay a higher price. In the good state of
the world (i.e. if the client pays), the firm’s revenue is higher, but in the bad state of the world (i.e. if the
client does not pay), the loss is covered by insurance.

The restrictions to credit and insurance are two key factors that may prevent SMEs from exporting,1 or at
least affect their internationalization decisions. However, the government cannot solve the adverse
selection and moral hazard problems that lie behind these restrictions, since it has, at most, the same
information that is available to banks and insurance companies, and so it cannot promote a better
allocation. What governments usually do to minimize the effects caused by these restrictions is to share
the risk with banks and insurance companies. This transfers the economic effects of adverse selection and
moral hazard to the government, therefore eliminating the sources of credit and insurance restrictions. The
government may also finance a fraction of the interest paid by firms, so that these can assess credit at
lower interest rates.

These measures can be questioned on the grounds of economic efficiency, as they do not solve any
market failure; instead, they transfer the risks associated to those failures from banks and insurance
companies to the government, thus eliminating the sources of credit or insurance restrictions. Furthermore,
the guarantees provided by the government have to be financed by taxes, and it is not clear whether the
benefit from the increase in exports resulting from the reduction in credit and insurance restrictions
overcomes the overall tax burden, and the associated deadweight loss. For instance, those measures
might pay back themselves if the increase in exports leads to higher profits, and consequently to a higher
corporate tax income, or if exports are associated to more innovation and better products, positively
affecting the welfare of domestic households. However, to our knowledge, there are not many studies that
attempt to assess the efficiency of export promotion measures. One exception is Lederman et al. (2010),
who estimate that each 1% increase in the budget of export promotion agencies leads to a 9-10% increase
in the country’s exports.

Finally, the government may also promote exports by decreasing the bureaucracy associated to cross
border trade. This may consist, for instance, in swifter value added tax deductions, or in simpler
procedures to obtain export certificates. These types of measures decrease the costs of exporting,
therefore contributing to their increase.” There seems to be also a positive association between exports
and inward FDI, as FDI inflows may have an important impact on the efficiency of the export sector, as well
as technology diffusion (e.g. Barrell and Pain, 1997). Hence, an overall sound business environment,
which reduces the costs associated with bureaucracy and the administrative burden, and which promotes
labor market flexibility and fosters the efficiency of the judicial system, is also an important factor to boost
national exports — it affects exports not only directly, by increasing the competitiveness of domestic firms,
but also indirectly, through an increase in foreign investment originating from multinational corporations.®

It should be noted however that, while direct government intervention may correct, or at least attenuate,
the aforementioned market failures, it does not occur without creating its own failures. From the traditional
government failures that are pointed out in the literature, three should be highlighted here. First, there is
not a direct link between performance and the government officials’ payoff (or, in this case, the payoff of
the employees of export promotion agencies), and so these officials may not have the incentives to exert
the necessary amount of effort in their tasks. Second, since the government finances these measures
through taxes, it may not have the correct incentives to implement a rigorous cost-benefit analysis to

! Credit restrictions also affect investment decisions, and hence they have a much larger scope.

% The economic benefits of a favorable business environment and a description of related policy measures recently
adopted in Portugal can be found in Nunes and Pinheiro-Alves (2010b).

® The link between inward FDI and exports is explored in Julio and Nunes (2010), and for that reason it is not addressed
in more detail herein.
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evaluate their effectiveness and efficiency. Finally, the government may not have more information than
the private sector, and hence it does not necessarily achieve a better outcome.

2.3. Rationalizing public policies aimed at supporting outward FDI

There are several reasons for a firm to invest abroad. FDI may allow a multinational firm to access new
costumers and new markets, cheap and qualified labor, natural resources and strategic assets, and better
regulations and business practices (e.g. Dunning, 2008). The locational advantages brought in by the host
country, such as market size, trade costs, or differences in input prices, play a key role here. FDI also
allows a firm to expand its activities abroad without giving a foreign company a license, so that it retains its
intellectual property. However, firms also have to incur in several costs when investing abroad, viz.
communication costs, training costs for personal, costs created by language barriers and by unfamiliarity
with local business and government practices (for example, regulations, tax laws, property rights and
cultural differences). A third reason, very relevant for multinationals, concerns the internalization of
corporate functions, where the transaction costs are deemed to be lower within an economic group than
through market agents (Williamson, 1975; Dunning, 1979). Obviously, a rational corporation engages in
FDI if and only if the associated benefits outweigh the costs.

Outward FDI and exports are sometimes seen as substitutes. For example, the well-known model of
Helpman et al. (2004) considers that firms rationally decide whether to serve foreign customers, and
whether they should do so through exports or through outward FDI. They conclude that only the efficient
firms choose to serve foreign customers, and only the most efficient ones do so through outward FDI.
However, several empirical studies have shown that outward FDI and exports can also be complements
rather than substitutes (e.g. Marchant et al., 2002; Pfaffermayr, 1994). FDI and exports will be substitutes
if firms substitute domestic for foreign production, and will be complements if firms use outward FDI to
support national exports (for instance by investing in a supply chain to distribute the domestically produced
goods more efficiently or by establishing local offices to find new customers and to provide after-sales
support). This complementarity may also arise when a firm vertically expands its productive activities
abroad, and exports of the home country are used as intermediate goods by foreign affiliates.
Consequently, outward FDI may reduce the trade deficit.

Some studies also suggest that FDI may affect economic growth in the source country. One example is
Stevens and Lipsey (1992), who confirm empirically that outward FDI reduces the likelihood of concurrent
investment at home, leading to the substitution of foreign for domestic output. On the opposite direction,
Herzer (2008, 2010) finds that outward FDI may substitute domestic for foreign output. The argument goes
as follows. Outward FDI allows firms to enter new markets, to import intermediate goods at lower prices
and to access foreign technology and expertise, which can be transferred back to the home country.
Multinationals may also be exposed to better business practices and are usually more productive than
firms focused primarily on the domestic market, since, by combining domestic production with foreign
production, they can produce at lower costs. Besides the direct impact on the source firm, these effects
may have beneficial spillovers on other firms consequently boosting competitiveness and stimulating
domestic output in the source country (e.g. Desai et al., 2005).l Outward FDI may also contribute directly
to the current account balance, through an increase in inward earnings.

From the above, we can identify two main reasons that justify the existence of public support measures for
outward FDI. First, the private level of outward FDI tends to be inferior to the optimum level, as it may have
spillover effects over other domestic firms, thus boosting economic growth. This calls for the support of
foreign investment projects which present an important effect on the development of the national economy.

' Herzer (2008) also finds that the long-run relationship between outward FDI and domestic output is bidirectional,
suggesting that increased outward FDI is both a cause and a consequence of increased domestic output.
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And second, foreign investments may be limited by credit restrictions or inefficiencies in the insurance
market, along the same lines as in the previous subsection. In fact, although firms are not subject to credit
risks when investing abroad, they might face large political risks, especially when investing with autocratic
regimes or week and unstable democracies.

3. Main policy measures to support internationalization

In recent years, Portugal has implemented a rich set of public policies, aimed at improving efficiency and
attenuating the effects of the aforementioned market failures. Recall that credit restrictions may prevent
SMEs from accessing credit at competitive rates, or even from accessing credit at all. Additionally,
asymmetries of information and moral hazard issues may undermine the access to insurance at
competitive rates. These are crucial problems, not only from a microeconomic perspective, but also from a
macroeconomic viewpoint, since they may prevent SMEs from internationalizing, consequently affecting
economic growth, the level of R&D, and the external balance. With the purpose of lessening these
hindrances, the Portuguese government created the export invest program, which is simultaneously a
credit line and an insurance line, specifically directed to exporting firms with long production and invoicing
timeframes. Exporting firms have also available several insurance lines (Linhas de apoio ao crédito
comercial das PME através de seguros de crédito) that cover credit risks and political risks in exporting
activities.

The link between R&D and exports is explored in several policy measures — e.g. Sistema de Incentivos a
Investigac@o e Desenvolvimento Tecnoldgico nas Empresas, Sistema de Incentivos a Inovagéo, Sistema
de Incentivos a Qualificacéo e Internacionalizagdo de PME. Through these measures, the government can
promote external competitiveness, by encouraging and supporting innovative projects that lower the
production costs or enable the firms to develop new and better products or improve the existing ones.
Simultaneously, by fostering the access to foreign markets, these measures may facilitate the exploitation
of scale economies, which are particularly relevant in intensive R&D industries. Finally, domestic
households may also benefit from those R&D activities.

The government also supports venture capital, in order support investment projects and to promote
exports from early-stage, high-potential and high-risk companies with a huge growth potential. These
companies may have large difficulties in accessing private capital, but their growth potential and the
positive externalities they might have over other domestic companies in particular and the national
economy in general (for instance, through the development of new and better products) are clear
indicators that any private allocation is inefficient. The support mechanism for funding access and for risk
sharing in innovation (SAFPRI), the support fund for innovation (Finova), the AICEP Capital Global and the
InovCapital are some examples of venture capital measures. To aid the tourism sector — the most
important service exported in Portugal — there is the Turismo Capital, which allows the government to take
part in the capital of tourism-related businesses.

The high costs of entry in international markets, jointly with the externalities associated with the gathering
of information that precedes the internationalization process, are addressed through local export agencies
(Lojas de exportacdo). These agencies aid firms throughout the internationalization process, collecting and
sharing information on destination markets and potential business partners, and providing technical
assistance and information on public support measures directed for internationalization.

In order to ease the bureaucratic burden of exporting companies, the Portuguese government created
recently the program Simplex exporta¢des, which allows firms to access more services, in a quicker and
simpler fashion. The most important services provided include swifter VAT deductions, removal of trade
barriers, and easier exports of products subject to excise taxes. The promotion of foreign investments in
projects with recognized beneficial effects on the domestic economy is achieved through tax benefits, such
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as corporate tax deductions. There are also insurance lines that to cover the political risks associated to
foreign investments.

4. Assessing Portuguese internationalization: main economic indicators
4.1. Export performance

Between 2000 and 2010, Portuguese exports grew at a yearly rate of 3.9%. This value is, to a great
extent, explained by the performance of the export sector in the second half of the decade: in this period,
Portuguese exports grew at a yearly rate around 4.6%, against 3.2% in the first half. Services had a key
role in this recent trend: in 2010, they accounted for 32.3% of total exports, against 26.5% in 2000 (Table
1).

Table 1: Weight and yearly growth rate of the exports of goods and services, 2000-2010.

Weight in total exports (%) Yearly growth rate (%)

2000 2005 2010 2000-2005 2005-2010 2000-2010
Goods 73.46 71.80 67.66 2.73 3.38 3.05
Services 26.54 28.20 32.34 4.46 7.53 5.98
Total 100 100 100 3.20 4.62 3.91

Source: INE, Banco de Portugal, and own calculations

This performance led to an increase in the ratio of total exports to GDP in the second half of the decade.

Between 2005 and 2008, exports increased from around 28% to 33% of GDP. The worldwide economic

and financial crisis led to an abrupt decrease of exports in 2009, but in 2010 they recovered to 2006 levels

(Figure 1).

Figure 1: Total exports as a percentage of GDP  Figure 2: Decomposition of the relative change in
the Portuguese world market share in the trade

of goods, 2001-2005 and 2005-2009 yearly
averages

M2001-2005 ™ 2005-2009

Percentage of GDP

Relative change in C it i Product ializati ion effect

‘world market share effect specialization effect effect

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
Source: INE and Banco de Portugal Source: International Trade Centre (ITC) and own calculations

Between 2005 and 2009, the Portuguese market share (in the trade of goods) fell at a yearly average rate
of 1.1%, which compares with 1.8% between 2001 and 2005 (Figure 2). This can be partially explained by
the large growth rate of some developing countries, mainly the BRICs, which have been gaining market
share to most developed countries; in fact, between 2005 and 2009, all EU15 except the Netherlands lost
market shares. The change in the Portuguese market share in this period is to a great extent explained by
the concentration of Portuguese exports in slow growing markets (geographic specialization effect), which
clearly overcame the gains resulting from the increase in the competitiveness of Portuguese exports
(competitiveness effect) and from the dynamism in the world demand of exported products (product
specialization effect). The adaptation effect, which measures a country’s ability to adjust its exports to
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changes in the world demand, has also contributed negatively to the relative change in market share in
this period.

During the second half of 2000s, the service sector reinforced its position as the main driving force of
Portuguese exports. Services explained almost 50% (2.2 percentage points) of the yearly average growth
rate of 4.6% in the 2005-2010 periods, which compares with 37.5% (1.2 percentage points) of the yearly
average growth rate of 3.2% in the 2000-2005 period. In the whole decade, the contribution of services to
the exports growth rate was around 43.5%. The remaining change in Portuguese exports in the decade is
mostly explained by food products, chemicals and mineral and metal products — each contributing around
0.5 percentage points to the exports growth rate between 2000 and 2010 (Figure 3). As a result, the
weight of these sectors on total exports increased in this period (Figure 4). On the opposite direction are
closing and footwear, and textiles and leather, which presented negative contributions, and machinery,
which presented a null contribution. Consequently, the weight of these sectors on total exports decreased
between 2000 and 2010 (Figures 3 and 4).

Figure 3: Sectorial contributions to the change in Figure 4: Sectorial weight in total exports.

Portuguese exports, 2000-2005, 2005-2010 and 2000-2010

Minerals and metal products

yearly averages.
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Source: INE, Banco de Portugal, and own calculations

urce: INE, Banco de Portugal, and own calculations

With the exception of 2009, the share of extra-EU15 exports of goods has been consistently increasing
since 2000, going from about 20% to 28% in 2010 (Figure 5). The main contributors to this diversification
were African countries, mainly Angola, whose share in the total exports of goods went from 1.4% in 2000
to 5.2% in 2010, and Maghreb countries. Exports to America and Oceania remained stable through the
decade, whereas exports to Asia registered an increase between 2000 and 2005, and a decrease in the
second half of the decade. Within Europe, exports to Spain and Eastern countries increased between
2000 and 2010, but this change was more than offset by the fall in exports to other countries, such as
Germany and the United Kingdom (Table 2).

Figure 6 scatters the diversification index for sectors and markets.? The trend indicates an increase in
diversification along both dimensions, but much more significant for destination markets. This formally
captures the idea, presented in Figure 5 and in Table 2, that Portuguese exports have become
geographically less concentrated. The increase in the sectors diversification index is related to the
substitution of the exports of several products with a lower weight in total exports for textiles and leather,
and clothing and footwear.

! A detailed explanation of these effects is provided in Jilio and Pinheiro-Alves (2011).

2 The diversification index is defined as the complement of the Herfindahl index, multiplied by 100. It ranges from O to
100, where higher values mean more diversification. In the sectors diversification index, only goods were considered.
Details can be found in Julio and Le&o (2011).
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Figure 5: Extra-EU15 exports of goods (as a % total
exports of goods).

Table 2: Decomposition of goods exports by the most
relevant markets and regions (as a % of total exports of

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

Source: INE
Figure 6: Exports diversification index
By sectors/markets (index ranae 0-100)
2008 2010

.
2007 2009

.
a5 2006
.

2005

Diversification index (markets)

2004

2003

30
845 85.0 85.5 86.0 86.5 87.0 87.5 88.0 885 89.0

Diversification index (sectors)
Source: INE and own calculations

1 goods. Weight in goods exports (%)
2000 2005 2010
Europe 84.83 80.51 76.02
Spain 20.09 27.41 26.57|
France 12.71 13.33 11.74
Germany 17.81 12.00 12.80
United Kingdom 10.80 8.11 5.44
Other EU15 countries 19.44 15.65 13.77,
Enlargement countries 1.28 1.74 2.97|
Other countries 2.71 2.26 2.73
Africa 3.71 491 9.63
Angola 1.36 2.58 5.19
Cape Verde 0.62 0.48 0.72
Mozambique 0.25 0.21 0.41
Maghreb 0.61 0.75 1.78
Other countries 0.86 0.89 1.54
America 7.71 7.04 7.47
us 5.60 5.30 3.56
Mexico 0.16 0.27 1.09
Brazil 0.72 0.57 1.18
Other countries 1.22 0.90 1.63]
Asia 2.62 3.98 3.14]
ASEM 1.31 2.60 1.58
Other countries 1.31 1.39 1.56
Oceania 0.45 0.31 0.22]
Other 0.68 3.25 3.53]

The Revealed Comparative Advantage Index (RCAI) shows a reduction in Portugal's comparative
advantages around 1.5 points for clothing and footwear, 0.9 points for wood, paper and cork, 0.3 points for
textiles and leather, and 0.2 points for transport equipment, between 2000 and 2007. These sectors
registered a low or even negative exports growth rate during this period. Nevertheless, the Portuguese
comparative advantages in these sectors were still positive in 2007, as the RCAI was still greater than one.
On the opposite direction were food products, minerals and metal products, chemicals, machinery and
energy, all of which registered an increase in the RCAI between 2000 and 2007. However, only food
products were able to convert a comparative disadvantage into a comparative advantage in this period
(Figure 7).

Figure 8 shows a negative correlation between the 2005’s RCAI and the exports yearly growth rate for the
2005-2010 periods, for the same sectors. This evidence suggests that Portuguese exports grew more in
the second half of the decade in sectors where comparative advantages were small or non-existent — such
as food products, energy, chemicals and minerals and metal products — and less in the traditional sectors
where comparative advantages were initially higher. Therefore, the Portuguese export sector seems to be
undertaking a structural change, exploring new export opportunities in non-traditional areas. Figure 9
suggests that this structural adaptation of the Portuguese export sector might have begun earlier, since the
share of low technology manufacturing exports decreased consistently between 2001 and 2006. However,
this indicator has not changed substantially since 2006.
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Figure 7: Change in the Relative Comparative Advantage
Index (RCAI) by sector between 2000 and 2007.
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Figure 8: Scatter plot between the 2005’s RCAI and the

yearly growth rate for the 2005-2010 period.
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Figure 9: Manufacturing exports by technological intensity (% total manufacturing exports).
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From an international perspective, Portuguese exports registered the 3" highest growth rate among EU15
countries in the 2005-2010 periods, behind Luxembourg and the Netherlands. This contrasts with the
2000-2005 period, in which Portuguese exports grew well below average (Figure 10). The share of
Portuguese exports on GDP is still well below the EU average, although some progress has been made in
the 2005-2010 period (Figure 11). Notice that it is more important for Portugal to have a larger share of
exports on GDP than for Spain, Italy, or France, since the Portuguese domestic market is smaller. Figure
12 shows that Portugal has made a great progress in the exports of services, whose share in total exports
went from values below the EU15 average to values above the EU15 average between 2000 and 2010.

Despite the recent increase in geographic diversification, Portuguese exports are still excessively
concentrated in the EU15. In fact, the share of Portuguese exports of goods to extra-EU15 countries was
slightly below 30% in 2010, which contrasts with 43.7% for the EU15 average (Figure 13).
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Figure 10: Exports growth rates, 2000-2005 and Figure 11: Total exports as a percentage
2005-2010 yearly averages. of GDP.
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Portugal displayed the 5™ highest change in the relative market share among EU15 countries, in the period
between 2005 and 2009, despite the -1.1% yearly change in this indicator (Figure 14). This relative
performance is, to a great extent, explained by the increase in the competitiveness of Portuguese exports,
which registered the 3™ highest value among EU15 countries (Figure 15). Portugal also performed well
relative to the EU15 countries (3rd position) in the indicator which measures the ability of exports to adapt
to changes in the world demand — adaptation effect. However, the product specialization effect (7th
position), and above all the geographic specialization effect (14" position) did not allow Portuguese
exports to achieve a better outcome.

The global enabling trade index, which assesses the role of institutions, policies and services in facilitating
the free flow of goods across borders, shows that Portugal is ranked in 36" place among the 125 countries
that were scrutinized. The sub-indexes show a good performance in terms of market access and business
environment relative to other EU15 countries, but a below average performance in border administration
and communication and infrastructure relative to the same countries.
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Figure 15: Extra-EU15 exports of goods (as a % of
total exports of goods).
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Outward FDI stocks have increased to almost 28% of GDP in 2010 from 17% in 2000. This upward trend
was more expressive in the first half of 2000s, stabilizing since 2007 (Figure 16). A similar conclusion is
provided in Figure 17, which shows that FDI outflows were positive throughout the decade, albeit
decreasing. The exception is 2010, whose negative value can be at least partially explained by the sale of
Portugal Telecom’s stake in the Brazilian company VIVO to Telefonica.

Figure 16: Outward FDI (% GDP), 2000-2010.
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Figure 17: FDI outflows (% GDP), 2000-2010.
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3 shows that Portuguese outward FDI is s

till well below that of EU27 countries, despite the

recent positive trend. In 2010, Portuguese outward FDI stock set at 28%, whereas the E27 displayed a

value around 55%.

Table 3: Outward FDI as a percentage of GDP.

Unite
E27 Germany Spain France Greece Ireland Italy Portugal Kingdom United States ~ Japan
Fow Stock Fow Stock Fow Stock Fow Stock Fow Stock Fow Stock How Stock Fow Stock Fow Stock How Stock Fow  Stock
2000 96 412 30 285 100 222 133 696 17 48 48 289 11 164 69 169 158 608 14 270 07 60
2006 44 421 27 333 37 270 53 85 06 56 71 516 24 165 11 220 35 526 01 287 10 85
2010 25 549 32 429 15 469 33 48 04 125 87 1711 10 232 -38 281 05 753 22 328 10 151
Source: United Nations, UNCTAD STAT database
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5. Concluding remarks

In this article, we concluded that exports and outward FDI are important sources of economic
competitiveness. Exports tend to be associated with higher economic growth, higher levels of R&D, and
higher levels of productivity and production efficiency. Additionally, they are also a key determinant of a
country’s external deficit, and in the current macroeconomic scenario, they are expected to be the only
source of growth of the Portuguese aggregate demand in the forthcoming years. Outward FDI may also
lead to higher economic growth in the source country, especially if foreign investments allow the firm to
access new markets and customers, and to import new technology and business practices that have
spillover effects over other firms.

However, the private decisions may not be compatible with the social optimal allocation, as there are
several market failures associated to exports and outward FDI. Small and Medium enterprises — the main
driving of national exports — may not have sufficient dimension to support the costs of entering in foreign
markets. And, even if they can support the entry costs, they may be reluctant in doing so, since the
gathering of foreign market information may directly benefit their competitors. Credit restrictions may
prevent firms from accessing the financial market, and adverse selection issues in insurance markets may
hamper the access to insurance at a reasonable cost. Outward FDI may bring to the home country new
and better business practices, foreign technology and expertise, which may have spillover effects over
other domestic firms, enhancing their competitiveness and consequently boosting economic growth.

Therefore, several measures have been put into place to correct these market failures — measures that
ease the access to credit and insurance from exporting firms and that aid them throughout the process of
internationalization, and measures that are designed to promote a high-quality business environment,
which fosters the competitiveness of domestic firms, both internally and abroad. Since R&D activities may
have positive spillovers on other firms in particular and the economy in general, some measures also
explore the link between R&D and exports. Some selected investments abroad that contribute to the
development of the national economy and foster economic growth are also supported by policy measures.
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