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1. Editorial

Growth forecasts for 2014 have been revised upwards, as some of the uncertainties
regarding economic performance that we had three months ago have now been resolved.
At the same time, we maintain our expectation that the recovery will gain traction,
reaching an average of 2% in 2015. In particular, the available information appears to
indicate that the deceleration in the export of goods in the second half of 2013 was a
temporary phenomenon and that Spanish exports will continue to gain market share, in spite
of euro appreciation and weaker internal demand in some emerging countries. Likewise, and
contrary to expectations, the government practically met its deficit target, and the contraction
in public consumption did not prevent the economy from continuing to expand in the latter
part of 2013 (by slightly less than we expected in the last edition of this publication). On the
other hand, and in spite of the moderate recovery in fundamentals, private consumption
continues to expand in a sustained way. Overall, the favourable performance of final demand
yielded a 0.4% QoQ increase in GDP during the first quarter of 2014.

These trends appear to be continuing during the second quarter of the year, such that we
estimate that growth will continue at a similar pace. In particular, BBVA's Economic Activity
Survey, which aggregates the results of the regional surveys that BBVA Research has been
carrying out for the past few years (see Box 1), indicates that the rate of Spain's economic
growth will be sustained in April-June. Altogether, the second quarter data suggest QoQ GDP
growth of 0.4%.

Going forward, we continue to believe that global growth will be robust and reliant on
ever-increasing contributions from the developed economies, even though it has not
accelerated as much as it was expected. In particular, both the indicators related to the real
economy and those that reveal the degree of financial market stress have continued to show a
moderate recovery, consistent with the scenarios for the US and Europe introduced three
months ago. This has not been the case for the Emerging Markets, and particularly not for
China, where we have revised our expectations downwards, even though we believe GDP will
still expand by around 7%. Thus, even though in recent weeks we have started to see a
recovery in the flows towards emerging markets, the amounts are a long way from offsetting
the outflows seen since the middle of last year. In any case, the above remains consistent with
the confirmation of a scenario for global growth of around 3.5% in 2074 and 4.0% in 2015.

Together with global growth, the favourable performance of investment in machinery and
equipment indicates that the dynamism of Spanish exports will continue. In particular, for
more than a year now, the increase in productive capital in this sector has exceeded that
observed in the rest of Europe. Additionally, as a proportion of internal demand, this
component is nearing an all-time high and will continue to increase for the next two years.
This suggests that the recovery will have three characteristic features. First, that changes in
the composition of growth are still taking place, and that they are happening in sectors where
companies spare capacity appears to be gradually disappearing, what will force them to
expand. Second, that these companies are not encountering restrictions to invest, either
because they have the necessary resources to do so because the capital markets are now
open to the larger companies, or because bank finance is now available to solvent demand, as
shown by the data for credit flows to small companies. Finally, the increase in productive
investment will be reflected in improved capacity for growth in the future, and that on this
occasion exiting the crisis could be accompanied by a sustained increase in labour
productivity, consistent with the recoveries seen in other Developed Economies.

Having met the public deficit target implies that fiscal policy will be less restrictive than we
previously expected. In particular, this should reduce the uncertainties regarding the impact
that the fiscal consolidation is having in Spain, either because of the differential performance of
exports compared to other European countries, the effect of some well-timed policies (for
example, the Supplier Payment Plan), or the implementation of slightly more aggressive
structural reforms, which have generated expectations of stronger growth in the medium
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term. In addition, the positive performance of public revenues, lower interest payments and
the cyclical improvement in some expenditure items could imply that, at the same time as
meeting its deficit target in 2014, the government could introduce some policies that reduce
the relative cost of labour. In particular, reducing employer Social Security contributions for
new full-time contracts could feed through into an additional 0.7% increase in employment
and a 0.3% increase in GDP growth (see Box 2).

Estimates for Spain’s 10-year sovereign bond yields have been reduced by 200bp since
last year. At the same time, the market is still anticipating positive inflation in Spain, as noted
in this report. In fact, rather than weak internal demand, what appears to be putting
downward pressure on Spanish inflation is the decline in inflation across the EMU as a whole,
where expectations of inflation are settling at dangerously low levels. Given the loss of
competitiveness that Spain recorded during the period before the crisis, Spanish inflation
should continue to post systematically smaller price rises than its principal trading partners,
such that this differential feeds through into a virtuous process of rising exports and import
substitution. Furthermore, the persistence of low inflation over the next two years, confirmed
by the ECB itself, should be sufficient reason for the implementation of preventive policies that
dissipate the risks of a deflationary process and foster improvements in competitiveness in
countries like Spain.

As noted in the past, this recovery scenario should not slow down the process of reforms
in order to improve the Spanish economy’s capacity for growth and foster a rapid
absorption of its imbalances. Spanish society will face very important reforms, such as the
introduction of a new tax system. The objective, as noted in previous issues of this
publication, should be to maintain the tax burden so as to facilitate the process of reducing
the public deficit, increase the efficiency of tax collection and foster growth and job-creation,
improving equality and fairness. Likewise, it is essential that firms' profit margins contribute to
the process of increasing competitiveness, such that the government should be just as
ambitious as it was in pursuing a better functioning of the labour market, encouraging
competition in sectors that act as bottlenecks in the above-mentioned process. In particular, in
this publication we show that the adoption of best regulatory practices in the services would
give a substantial boost to exports (see Box 3).
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2. The deceleration in China and the
Feds tighter monetary policy will
determine the global scenario’

The global economic cycle remains robust at the start of 2014. According to our estimates,
in the first quarter of 2014 global GDP hasaccelerated very slightly to around 0.8% QoQ and,
according to our global activity indicator (BBVA-GAIN), we expect this pace to be maintained
for the first part of the year (Figure 2.1). In the wake of this sustained global recovery is the
cyclical improvement in the Developed Economies, which has offset the deceleration in some
Emerging-Market Economies in Asia and Latin America. Likewise, in the last few months, the
financial markets have performed very differently in the two regions (Figure 2.2), and with
more heterogeneity among the Emerging Economies. Capital flows, asset prices, interest rates
and financial-stressn indicators have basically performed in line with the outlook for rate hikes
in the US, but have also been affected by geopolitical risk events in Eastern Europe.
Altogether, tightening financial conditions have differed in each economy as a function of their
degrees of external vulnerability and financial integration- i.e. their current account deficits, the
extent of dollar-denominated liabilities or their (flexible) exchange rates.

The global scenario is the result of a combination of the policies introduced domestically
but having cross-border implications, not only in terms of higher or lower demand for goods
and services (international trade), but also in the extent to which they help to alter global risk-
aversion, which is reflected in the volatility of capital flows and/or the prices of financial assets
and raw materials.

On the one hand, the cyclical recovery is spreading across the Developed Economiess on
the back of less restrictive fiscal consolidation, fewer concerns about the sustainability of
debt levels (thanks to contained financial costs) and progress on the implementation of
banking union in the EMU. However, the normalisation of US monetary policy, on-going in
terms of tapering and via expectations as far interest-rate cuts are concerned, is resulting
in a rebalancing of financial portfolios at a global level. The latter is affecting particularly
financing conditions and asset prices in the Emerging Economies. This contagion is
nothing new, but has raised its head in a new environment: a scenario of deeper financial
integration within Emerging Economiess and an extraordinarily lax monetary policy stance
in the US. Symmetrically, the exit from this exceptional period will also have an impact on
the financial variables.

Amongst Emerging Economies, we are also starting to see concerns about the economic
slowdown in China since the Chinese New Year given the increased emphasis that the
authorities are now placing on reducing vulnerabilities - via medium-term macro-prudential
policies - rather than in sustaining growth in the short term.

1 : For further details see Global Economic Outlook Second Quarter 2014 BBVA Research
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Figure 2.2
Figure 2.1 BBVA Research Financial Tensions Index in
Global growth (%, QoQ) based on BBVA-GAIN Developed Economies and Emerging Economiess
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To sum up, our evaluation of the global scenario has a downward bias compared with our
estimate three months ago, which is reflected in the adjustments to our forecasts. After
growing at 3.0% in 2013, global GDP will start to accelerate again in 2014 and 2015 at
around 3.4% and 3.8% respectively, reflecting both the variations in growth expectations in
diverse regions and the increased, although slight, contribution to global growth by the
Developed Economies. Although there have been no significant changes in either the US or
the Eurozone, downward pressures in our forecasts for 2014 and 2015 are above all visible in
the Emerging Economies ofboth Asia and Latin America. In this sense, there are still short-
and medium-term downside risks to our forecast. In the medium-term, some factors with a
global impact could make themselves felt more intensely than expected in the base scenario.
Amongst them, , a tighter-than-expected monetary policy on the part of the Fed, reduced
global demand stemming from economic slowdown in China or a larger macroeconomic
repercussion of the so-far contained geopolitical risks derived from Eastern Europe.
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3. Growth outlook of the Spanish
economy: the recovery takes shape

The Spanish economy started 2014 following on the recovery path initiated in the second
half of 2013. The improvement in activity continued in tandem with the progressive
normalisation of the international financial markets, in a context of historically low risk-free
interest rates. Although the degree of fragmentation of the European financial sector has
remained high, Spain has started to witness a recovery of credit flows in some segments.

With respect to the real economy, the activity of the country's main economic partners has
once again given mixed signals. Thus, while the reactivation of the developed economies is
consolidated, a slowdown in demand in some emerging countries has been observed. In turn,
the euro exchange rate recorded an appreciation which, together with the latter factor, would
entail downward pressure on foreign demand. However, Spanish export companies have
once again responded with flexibility in the face of renewed turmoil in the international
scenario, and have even managed to growtheir turnover. Thus, the slowdown in demand
from the emerging world was mainly covered by European demand, and the exchange rate
appreciation was offset with adjustments in the relative prices of exports.

On the domestic side, the evolution of demand, mainly private, has surprised positively in the
past months. The latter was supported by subdued financial stress, structural reforms, the
spillover effect of the foreign sector and the need to make less of a fiscal effort than in 2012. In
this respect, the Spanish government can be said to have practically met its budget commitment
in 2013, good news, given that a deviation of around a half point of GDP was expected.

In summary, the Spanish economy's fundamentals support a consolidation of the recovery
over the coming quarters. In the most probable scenario, activity will grow by around 1.1%
in 2014 and accelerate to 1.9% in 2015, figures that will be sufficient to create net jobs for
the first time since the onset of the crisis. While the growth figure considered in this report
does not significantly differ from that presented three months ago, it includes certain
innovations in its composition. The slowdown in part of the emerging world and the nominal
appreciation of the euro exchange rate lend a downward bias to the net contribution of
exports to growth of two tenths until 2015. Nevertheless, over the next two years, we expect
greater growth of the global economy than that observed in 2013, which together with
internal devaluation will support the growth of trade flows. In contrast, the soundness shown
by the determinants of private demand, and the lower fiscal consolidation requirements for
2014, entail an upward revision of the contribution of domestic demand to growth (three
tenths up to 2015).

In any case, it should be remembered that open fronts remain, the resolution of which is
fundamental to consolidate the recovery. In this regard, both Spain and Europe should
work on supply-side policies that increase their ability to grow and to absorb unemployed
labour. Additionally, it is essential that the European Central Bank gives priority to a monetary
policy that keeps inflation expectations anchored.

The Spanish economy continued to consolidate its recovery

With detailed results pending release, the preliminary GDP estimate published by the National
Statistics Institute (INE) indicated that the Spanish economy grew 0.4% QoQ in 1Q1 42,
slightly higher than expected three months ago (0.3%). A confirmation of this estimate
would mean that activity from January to March progressed somewhat more intensively than
at the end of 2013 (0.2% QoQ in 4Q13), and would represent the first year-over-year growth
figure (+0.6% YoY) since mid-2011. With respect to the growth composition, short-term

2: The itemised Quarterly National Accounting (CNTR) for 1Q14 will be released next May 29, which may lead to a revision of the
preliminary estimate.
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indicators point to domestic demand having positively contributed to the pickup in activity
(+0.5pp QoQ). On the other hand, net foreign demand shaved one-tenth of a point off
growth, given the rise in imports which, on this occasion, offset the recovery of foreign sales
(see Figure 3.1).

Looking towards the second quarter of 2014, the public information as of the closing date
of this publication suggests that the Spanish economy continues to consolidate its recovery,
and may reach a pace of growth above that of the first quarter of the year (MICA-BBVA:
0.4% QoQ) (see Figure 3.2)°. This scenario of a gradual recovery of activity is in line with the
results of BBVA's Economic Activity Survey (see Box 1).

Figure 3.2
Figure 3.1 Spain: Observed GDP Growth and MICA-BBVA
Spain: Contributions to Quarterly GDP Growth Model Forecasts (% QoQ)
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Private domestic demand started the year at positive

Consumption indicators, mainly those related to durable goods4, suggest that household
spending grew once again over the first quarter of 2014. Improvements in both households'
disposable income, and their perception of the economic situation”, together with the increase in
their net financial wealth® and the coming into effect of the Efficient Vehicle Incentives
Programme (PIVE)” offset the deterioration of their real-estate wealth, consequently stimulating
private consumption between January and March (see Figure 3.3). Thus, both BBVA's Synthetic
Consumption Indicator (ISC-BBVA) and BBVA's Coincident Consumption Indicators Model (MICC-
BBVA) point to a growth in household spending of around three tenths in 1Q14 (1.5% YoY),
roughly at the level of the previous quarter's figure (see Figure 3.4).

3: For further details on the MICA-BBVA model, see Camacho, M. and R. Doménech (2010): "MICA-BBVA: A Factor Model of
Economic  and Financial Indicators ~ for  Short-term GDP Forecasting,” BBVA WP 10/21, available  at:
http://www .bbvaresearch.com/KETD/fbin/mult/WP_1021 tcm348-231736.pdf?ts=2542012

4: For a detailed analysis of the course of consumption expenditure by type of good or service, see Section 3 of the 2013 H2 issue of
Situacion Consumo magazine. http://www .bbvaresearch.com/KETD/fbin/mult/1312_Situacionconsumo_tcm346-
416135.pdf?ts=2012014.

5: Households' perception of their future economic position has improved continuously since August 2012, which has had significant
effects on their tendency to consume. For a detailed analysis of how the course of households expectations conditions their
consumption expenditure, see Box 4 of 2009 H2 issue of Situacion Consumo magazine.
http://www .bbvaresearch.com/KETD/fbin/mult/091 2_situacionconsumoespana_tcm346-207180.pdf?ts=2012014.

6: It is estimated that a 1% quarterly rise in real net financial wealth will cause an aggregate increase in private consumption of 0.2%
over the coming four quarters.

7: The goal of the PIVE is to replace private cars and light commercial vehicles over 10 and seven years old, respectively, with more
energy-efficient models. According to BBVA Research estimates, the PIVE has contributed around nine tenths to private consumption
since its initial announcement in October of 2012. Given the import content of automobile sales, the contribution of PIVE to economic
growth would have been insignificant.
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Figure 3.3 Figure 3.4

Spain: Gross Disposable Income and Propensity Spain: Actual and Real-Time Forecasts for real
to Consume (swda data) household consumption
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Source: BBVA Research based on INE (National Statistics Institute)
The positive mood on which gross fixed capital formation closed last year continued over
the first months of 2014, thanks to the resilience of exports and the progressive recovery of
domestic demand. At least, this is what is reflected by short-term indicators of investment in
machinery and equipment, industrial production, eguipment-goods orders, industrial
confidence and capital-goods imports. Thus, for 1Q14, the Synthetic Investment Indicator (ISI-

BBVA) estimates a growth in machinery and equipment investment of 2.8% QoQ (11.5%
YoY) (see Figure 3.5).

For its part, the deterioration of investment in housing continued to moderate. Housing
building permits barely changed over the last months, remaining anchored at lows. Similarly,
home sales dropped at a slower pace than that previously observed, due, in part, to the
gradual recovery of demand fundamentals and to investors' and foreigners’ demand remaining
in good shape. Consequently, the Synthetic Housing Investment Indicator (ISCV-BBVA)
suggests a slowdown in the fall to -1.0% QoQ (-7.1% YoY) (see Figure 3.6).

Figure 3.5

Figure 3.6
Spain: Equipment and Machinery Investment Spain: Housing Investment Observed Data and
Observed Data and Real-Time Forecasts Real-Time Forecasts
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Public demand moderates its negative contribution to growth

After the major adjustment observed in the fourth quarter of 2013, domestic demand is
expected to have temporarily corrected to the upside over the first quarter of the year.
Thus, the state's latest budget performance data as of March 2014 reveal that the central
government's expenditure on final consumption rose slightly once again (see Figure 3.7), to
remain at around 2.4% of GDP on a 12-month aggregate basis. Also, according to the Labour
Force Survey (LFS), the number of public-sector employees rose by 11,100, interrupting the
downward trend that had started in 4Q11 (-397,200 employees up to 4Q13) (see Figure
3.8). In light of these data, public consumption is estimated to have closed the quarter with
an increase of around 1.3% versus the last quarter (-3.2% YoY).

For their part, the available budget data reveal that the adjustment in public investment is
declining. The rise in public works tenders in 2013 (17.2%) augurs a slower fall in non-
residential construction, which would come in at around 1.8% QoQ in 1Q14 (-6.8% YoY).

Figure 3.7 Figure 3.8

Spain: Nominal Public Consumption Spain: Employees by Sector
(% QoQ, swda data) (1Q08 = 100)
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The foreign sector starts the year on an expansionary note

Over the fourth quarter of last year, Spanish exports performed in a context of slowing
demand from non-EU countries and euro appreciation. Notwithstanding these adverse
factors, the upturn in exports of non-tourism services and the resistance of goods exports
made up for the contraction in exports of tourism services, which enabled the quarter to close
with a healthy pace of exports (0.8% QoQ; 3.7% YoY).

The start of 2014 was characterised by a similar environment, to which Spanish exporting
firms responded with flexibility. In particular, slowing emerging world demand was offset
mainly by European demand, and adjustments in relative export prices continued to make up
for the exchange rate appreciation (see Figures 3.9 and 3.10). The available short-term
indicators thus reveal positive signs for 1Q14. Specifically, once seasonal and calendar
effects (swda) are corrected, both the real export of goods from the balance of trade and the
indicator of large companies’ goods and services exports grew in January and February.
Furthermore, industrial exporting companiesclosed the quarter with the best order-books’
numbers since the onset of the crisis. On the other hand, foreign-tourism demand indicators
reveal a certain restraint after a record year.

Therefore, the short-term information available at the closing of this report suggests that, over
the first quarter of 2014, foreign sales of goods accelerated (2.4% QoQ; 12.1% YoY), and
that the recovery of non-tourism services exports continued (2.6% QoQ; 9.5% YoY).
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However, Spain's non-resident consumption figure practically stagnated (0.1% QoQ; 6.3%
YoY), a fact that, in any event, implies the stabilisation of foreign tourism flows at historical
highs. Overall, the preliminary estimate of total exports for 1Q14 comes in at 2.1% QoQ
(10.9% YoY).

On another note, over the past year, imports made a comeback to the growth path after
two consecutive years of contraction (0.4% annual average). Regarding the start of the year ,
the published short-term data confirm that this recovery intensified in the first quarter of
2014 (2.8% QoQ; 10.7% YoY), in line with the favourable progress of final demand.

As a result of the mentioned factors, the first part of 2014 begins with a contribution of net
foreign demand to growth close to zero (-0.1pp), and the stabilisation of the current-account
balance surplus (@around 0.8% of GDP on an annual aggregate basis).

Figure 3.10
Figure 3.9 Spain: REER Composition Based on the Export
Spain: Goods Exports Growth and Composition Deflator (versus 37 industrialised countries,
by Geographic Area, 1Q14 vs. 4Q13 1Q04=100)
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Mixed signals in the labour market

The figures for the year's first quarter suggested that the recovery of the labour market
had consolidated. Growth in the average number of Social Security affiliates accelerated to
0.6% QoQ swda in 1Q14 (0.5% QoQ when discounting the loss of non-professional
caregivers), representing the second consecutive non-seasonal increase in affiliation since
1Q08 (see Figure 3.11). For its part, the recorded drop in registered unemployment
deepened to -2.1% QoQ swda in 1Q14 from -1.6% for the last quarter, while hiring, both
temporary (3.1% QoQ) and, above all, permanent (5.2% QoQ), grew once again from
January to March (3.2% QoQ swda). Nevertheless, the percentage of temporary contracts
barely dropped one tenth to 92.4% swda.

However, the Labour Force Survey (LFS) for 1Q14 was a letdown®. The marked fall in
active population (-187,000 people, -157,000 swda) did not make up for the greater-than-
expected seasonal drop in employment (-184,600 people; -15,400 swda). The
unemployment rate consequently rose two tenths to 25.9% (25.3% swda). The drop in
employment in 1Q14 was entirely due to a fall in the number of private sector workers, both
salaried (-175,100) and self-employed (-20,600). The proportion of employees on temporary

8: Note that the EPA for 1Q14 was adapted to the 20171 Population and Housing Census. The change in the population base
consisted in replacing the series of populations and homes that had hitherto been used, which were based on the 20071 census, with
those for 2011. This entailed the revision of the series from the first quarter of 2002. The result is that the preceding EPA
underestimated the population by almost 500,000 people in 2013. The change in the (mainly active) adult population explains around
90% of the population increase. As most of the active members surfaced are employed, the unemployment rate was revised
downward by almost three tenths for 2013 overall.
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contracts dropped in 1Q14, as it also did in the fourth quarter of last year. The unfavourable
seasonality caused a marked drop in the number of workers on temporary contracts (-
112,400), with the temporary employment rate thus dropping five tenths to 23.1% (see

Figure 3.12).
Figure 3.11
Spain: Average Social Security Affiliation and
Registered Unemployment (monthly change in Figure 3.12
thousands, swda data) Spain: Labour Market Indicators
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The containment of prices and costs continues

Both headline and core inflation continued to slow down in the first quarter of the year,
reaching quarterly averages9 of 0.0% YoY and 0.1% YoY, respectively. This behaviour falls
within a context of moderate European inflation rates and the need to recover price
competitiveness in Spain. Until March, inflation distribution shows that Spain recorded
negative month-over-month swda rates for 10.6% of the CPI items over the entire last year,
while in the case of Europe this figure came in at 2.4% (see Figure 3.13).

In line with the latter, the inflation differential with respect to the Eurozone remained
favourable to Spain. Thus, the Harmonised Indices of Consumer Prices (HICP) records
indicate that, in terms of headline inflation, said differential for March came in at -0.7 pp, and -
1.0 pp in terms of the core component, versus an unfavourable historical average of +0.8 pp
in both cases. For their part, BBVA Research estimates indicate that the differential in terms
of trend inflation'® remains close to -0.8 pp (see Figure 3.14).

9:  The preliminary CPlI indicator suggests that headline inflation for Aprii came in at 0.4% YoY:
http://www .bbvaresearch.com/KETD/fbin/mult/IPCA abr14_maq tcm346-447920.pdf?ts=3042014

10: For more details on the calculation of trend inflation with the trimmed mean method, see Box 1 of the 2014 Q1 issue of Situacion
Espana magazine, available at http://www .bbvaresearch.com/KETD/fbin/mult/1402_Spain_Economic_Outlook_tcm348-
426396.pdf?ts=652014.
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Figure 3.13
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Figure 3.14
Spain and EMU: Trend Inflation
(trimmed mean method, % YoY)
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The low inflation has continued to favour the containment of wage demands in the first
quarter. In this regard, the average wage growth agreed to in collective bargaining rose
around 0.6% YoY from January to March (0.5% in the case of agreements signed over the
current year, which only bind 173,000 workers), in line with the figure set forth as the upper
limit for all of 2014 in the Il Agreement on Employment and Collective BargainingM (see
Figure 3.15). This moderation in wages, witnessed after the labour reform's entry into force in
1Q12, has represented a gain in competitiveness versus the EMU (see Figure 3.16).

Figure 3.15
Spain: Average Wage Growth Agreed to by
Collective Bargaining (%)

Figure 3.16
EMU: Labour Cost per Effective Hour of Work in
the Market Economy (1Q12=100)
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Source: BBVA Research based on ME&SS

Source: BBVA Research based on Eurostat

11: Note that the Il AENC 2012-14 set forth that if 2013 GDP were to rise less than 1%, the wage increase would not exceed 0.6%.
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Small and Medium Enterprises’ credit (SMEs) drove new loan
transactions

Over the last months, the statistics for new credit transactions have once again confirmed, at
least partially, the recovery expectations expressed in the previous issue of this publication.
While the total number of new transactions did not progress as expected, due to the relapse in
credit to large companies (loans over EUR1TmMN), the remaining components associated with the
retail sector, households and SMEs have evolved favourably (see Figure 3.17).

In particular, credit to large companies recorded an average annual drop of close to -25%
over the first months of 2014 (see Figure 3.1). Masked behind this behaviour are reasons
such as the much-needed deleveraging process of highly indebted sectors and, quite
probably, the use of other financing instruments (loans from the rest of the world, corporate
debt issuance, retained earnings, sales of non-strategic assets, etc.). Meanwhile, credit
associated with SMEs (loans below EURTmMN), remains on the growth trend it started in
October of last year, and so far this year has risen above 5.0% YoY. With respect to
households, worth highlighting is the strength of home loans, which grew over 25.0% YoY
over the first months of 2014, to stabilise around the monthly EUR2bn mark, after a 2013
fourth quarter with variation rates of close to -40.0% on average. In this case, consideration
must be given to the negative effect caused in the first months of 2013 by transactions
brought forward as a result of the expiry of tax deductions at the end of 2012. The consumer
loan portfolio continued the positive trend that started in the spring of 2013, and so far over
the course of 2014 has grown over 28% YoY. Finally, the “households-other” portfolio
recorded a remarkable improvement in its progress since last December, though it still
presents a slightly negative average growth in 20714. Ultimately, bank financing to solvent
retail sectors has experienced a clear improvement over the last months, growing almost
9% over the first two months of 2014, in contrast with the drop in the large firms sector.

Figure 3.17
Spain: Credit to SMEs - New Transactions (% YoY)
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Table 3.1
Spain: New Credit Transaction Flows
Companies Households
Total < >

in EURmn Amounts Total EURTmn EUR1Tmn Total Home Consumer Other
Monthly

Sep-13 34,700 31,288 10,517 20,771 3,412 1,418 1,047 947
Oct-13 36,164 31,837 12,273 19,564 4,327 1,907 1,246 1,174
Nov-13 36,069 31,855 11,576 20,279 4,214 1,818 1,158 1,238
Dec-13 48,990 43,847 12,775 31,072 5,143 2,237 1511 1,395
Jan-14 33,205 28,815 10,973 17,842 4,390 2,016 1,146 1,228
Feb-14 29,963 25,418 10,694 14,724 4,545 2,021 1,244 1,280
% Variation YoY

Sep-13 -1.8% -1.0% -1.4% -0.8% 8.7% -18.5% 16.1% -13.6%
Oct-13 -15.9% -16.4% 0.1% -24.2% -12.6%  -20.4% 19.2% -22.1%
Nov-13 -7.8% -5.0% 4.7% 9.8% 242% -37.5% 7.0% -21.2%
Dec-13 0.2% 7.1% 9.6% 6.1% -355% -57.7% 32.4% 9.6%
Jan-14 -6.8% 9.7% 50% -16.9% 18.4% 27.2% 23.6% 2.6%
Feb-14 -16.0% -20.0% 6.0% -32.1% 17.2%  25.8% 32.5% -3.8%

Source: BBVA Research based on Bank of Spain

Scenario for 2014-15: the recovery is strong, but
not unshakeable

As noted in the introduction to this Section, the improvement in the Spanish economy's
fundamentals hints at the continuity of the recovery over the next two years. Activity will grow
by 1.1% in 2014 and accelerate to 1.9% in 2015, enough for the recovery to be
accompanied by employment (see Figure 3.2). Still-robust growth is expected for exports,
although somewhat less than that expected three months ago, as a result of lower emerging
countries demand, notwithstanding the continuation of the internal devaluation process.
Furthermore, the generalised improvement of export determinants will support the recovery of
domestic demand, at higher levels than previously estimated, although an acceleration of
growth in private consumption, which has got ahead of its fundamentals, is not to be expected.
On another note, the heterogeneity of regional growth forecasts will continue, given the
differences in each Autonomous Community's exposure to foreign demand, the pace of
correction of structural imbalances and the adjustment of public finances (see Section 5).

Although some upward biases have materialised for the first time since the beginning of
the crisis, there is no room for complacency. The continuity shown by the recovery makes it
increasingly strong, but it remains contingent upon progress in different areas of economic
policy. First is the process of structural reforms, the fiscal adjustment in both Europe and
Spain, and the monetary policy of the European Central Bank. Second is the pace of
expansion of the emerging economies, which have gradually become more important among
the Spanish economy's export markets.
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Table 3.2
Spain: Macroeconomic Forecasts
(% YoY unless otherwise indicated) 1013 2Q13 3Q13 4Q131Q14 (e) 2012 2013 2014 () 2015 ()
Domestic Final Consumption Expenditure 3.7 -3.1 -1.2 0.3 0.3 -3.3 2.1 0.7 1.3
Private FCE 4.2 -3.0 1.7 0.7 1.5 2.8 2.1 1.4 1.3
Household FCE 4.2 -3.0 -1.8 0.7 1.5 2.8 2.1 1.4 1.3
NPISH FCE -1.0 0.4 0.1 0.9 2.2 0.2 0.1 1.2 1.3
General Government FCE 2.3 3.4 0.2 -3.5 -3.2 -4.8 2.3 -1.6 1.4
Gross Capital Formation 7.1 -6.0 5.6 -1.8 -0.3 6.9 5.2 1.0 4.5
Gross Fixed Capital Formation 7.2 5.8 5.3 1.7 -0.2 -7.0 5.1 1.0 4.7
Tangible Fixed Assets -7.9 -6.1 5.6 2.5 -0.4 -7.8 5.5 0.6 4.4
Equipment, Machinery and Cultivated Assets 4.1 1.7 2.2 9.5 11.5 -3.9 2.2 7.9 6.9
Equipment and Machinery 4.1 1.8 2.2 9.6 11.5 -3.9 2.2 7.9 6.9
Transportation Materials 4.7 10.9 10.1 19.5 13.4 -85 8.5 10.6 6.9
Other Machinery and Capital Goods 4.0 -1.6 0.6 5.8 10.8 2.1 0.1 6.8 6.9
Construction 9.8 -10.1 9.8 -8.6 -6.9 9.7 9.6 -3.8 2.8
Housing -8.8 -8.1 -7.8 -7.2 7.1 -8.7 -8.0 -3.4 4.9
Other Buildings and Other Construction -10.6 -11.9 -11.4 9.8 -6.8 -10.6 -10.9 -4.0 1.1
Changes in Inventory (*) 0.0 0.1 0.1 0.0 0.0 0.0 0.0 0.0 0.0
Domestic Demand (*) -4.3 -3.6 2.1 -0.6 0.2 -4.1 2.7 0.7 1.9
Exports 2.9 9.5 35 3.7 10.9 2.1 4.9 6.0 5.1
Imports -4.9 3.2 0.6 2.7 10.7 5.7 0.4 5.4 5.4
Foreign Balance (*) 2.4 2.0 1.0 0.4 0.3 25 1.5 0.4 0.0
Real GDP at MP -1.9 -1.6 -1.1 -0.2 0.5 -1.6 -1.2 1.1 1.9
Nominal GDP at MP -0.8 -0.9 -0.7 0.0 0.0 -1.6 -0.6 1.4 3.2
Pro-memory
GDP w/o Housing Investment 1.5 -1.2 -0.8 0.2 0.9 1.2 0.9 1.3 1.8
GDP w/o Construction 0.9 -0.5 0.0 0.9 1.4 0.4 0.1 1.6 1.8
Total Employment (EPA) -4.6 -3.6 2.9 -1.2 -0.5 -4.5 -3.1 0.3 1.4
Unemployment Rate (% Act. Pop.) 27.2 26.3 26.0 26.0 25.9 25.0 26.4 25.1 24.2
Total Employment (FTE) 4.7 -4.0 -3.3 -1.6 -0.6 4.8 3.4 0.2 1.1

(*) Contributions to growth.
(e): estimate; (N: forecast.
Source: BBVA Research based on INE (National Statistics Institute)

A more balanced composition of growth

In the domestic area, fiscal policy is expected to maintain its contractive stance in 2014,
albeit not as intensively as in prior years. On the expenditure side, real public consumption is
expected to shrink by -1.6% in 2014 overall, 0.6 pp higher than the estimate provided in
the prior issue of this publication. Likewise, a deterioration is expected in non-residential
construction investment (-4.0%), although less than the figure recorded over the last two
years (-10.8% on average). When preparing BBVA Research forecasts, economic policy
announcements made up to the closing of this publication are included. Therefore, given that
the details of the economic measures required to meet the 2015 public deficit target have not
been announced, the 2015 growth forecast assumes that fiscal policy will cease to contribute
negatively to domestic demand, leading to a real growth forecast for both public demand
components of around 1.4% for this year and 1.1% for the next. To meet the 4.2% deficit
target in 2015, BBVA Research estimates that the government would have to announce
additional measures equivalent to 1.0% of GDP, which would entail negative repercussions on
the contribution of fiscal policy to economic growth (see Section 4). Having said that, there is
evidence that the fiscal multiplier could be falling, given the increased liquidity in the capital
markets, the reduction of interest rates and the recovery of credit flows.
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The expected improvement of its fundamentals will translate into a rise in private
consumption over the course of the 2014-15 period. Thus, the expected jobs recovery will
contribute to an increase in household disposable income both this year and, above all, the
next. The growth in net financial wealth, the absence of inflationary demand pressures and the
expectation that official interest rates will remain at historically low levels will compensate for
the deterioration of real estate wealth (ower than forecasted three months ago), the
uncertainty associated with the termination of the PIVE plan and the slight upturn in the
savings rate toward the end of the forecasting horizon. Nevertheless, it is worth noting that
Spanish households continue to spend above the levels warranted by consumption
fundamentals, which helps to explain the persistent fall in their savings rate and suggests a
slowdown in private spending for the medium term (see Figure 3.18). Consumption is thus
revised to the upside to 1.4% in 2014 and is expected to rise by 1.3% in 2015.

Figure 3.18

Spain: Consumption Gap Figure 3.19

(% of spending explained by fundamentals) Spain: Investment in Machinery and Equipment
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After a 2013 that opened the doors to growth, 2014 stands as the year of consolidation of
the recovery in machinery and equipment investment. This is a recovery that, from this
point forward, will see itself supported not only by the positive performance of the foreign
sector, but also by the reactivation of domestic demand (see Figure 3.19). Following this
progress in the real economy, the improvement of financial conditions will consolidate, making
access to financing cheaper and easier, which will foster the execution of new investment
projects. Consequently, the growth of this demand component will rise to 7.9% in 2014,
2.1 pp higher than the estimate of three months ago, and way above the 2.3% level of last
year. A slowdown in growth to 6.9% is expected for 2015, 1.0 pp below the February
forecast, as a result of the expected lower growth of exports.

In contrast, housing investment will continue to contract over the course of 2014, but at a
more moderate pace than in the past. On the aggregate supply side, the downward course
of construction activity is already highly limited, the entire adjustment having been practically
completed'. In fact, even though the unsold new homes inventory remains sizeable,
construction activity in some areas could begin to awaken over the coming quarters13.

Additionally, the recovery of the economy over the next two years will translate into an
improvement of domestic housing demand fundamentals such as jobs, wealth, financial
conditions and expectations which, little by little, will become noticeable in housing sales. On
the side of demand from foreigners, the growth forecasts for the main countries of origin

12: Somewhat less than 34,000 new housing permits were approved in 2013, barely 4% of those signed in 2006.

13: We may begin to witness this in those markets where demand is displaying more activity, such as in the big cities (construction
activity in Madrid rose noticeably in the last quarter of 2013) and some coastal areas where foreign demand is behaving particularly
well. An example of the latter is Alicante, one of the markets with the highest growth in home sales to foreigners and where the
number of permits reveals a reactivation of housing starts.
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warrant the thought that, notwithstanding the potential negative impact of the current
geopolitical crisis between Russia and Ukraine'®, this segment of residential demand will
continue to display strength over the next two years. All in all, housing sales are expected to
stabilise in 2014 and to begin climbing in 2015.

The current year is thus seen as a prelude to the stabilisation of the real estate sector.
Consequently, housing investment is expected to cap the year with a 3.4% drop, giving
way to a recovery in 2015 (4.9%). Nevertheless, the market will remain characterised by
high heterogeneity, which is revealed by the behaviour of housing prices: while there are
markets in which prices continue to fall, in others they are contained and even on the rise'”.

On the part of the foreign sector, the growth of the world economy within the forecasting
horizon suggests strong demand for Spanish exports which, thanks to a business
diversification strategy, are equipped with a greater number of tools to respond to demand
slowdowns in specific geographic areas.'® Thus, we expect the downward pressure derived
from the lower growth expected in some emerging economies, mainly China and Latin
America, to be progressively mitigated by demand from other regions (mainly Europe).
Furthermore, the evolution of relative prices is expected to offset the nominal appreciation
of the euro, which would lead to improvements in the real effective exchange rate for Spanish
goods and services. These factors, together with competitiveness gains arising from a more
favourable regulatory framework for competition (see Box 3), allow a preliminary estimate of
an average growth in exports of close to 5.6% for the 2014-15 period, 1.0pp below the
estimate in the prior issue of this publication.

As a conseguence of the drive from final demand, due to the recovery of domestic demand
and the growing weight of exports, imports of goods and services would display robust
growth (annual average for 2014-15: 5.4%), albeit contained by the substitution effect
arising from the gains in price competitiveness of Spanish products in the domestic market. "’
Thus, the contribution of net foreign demand to economic growth would remain positive
(0.4pp) in 2014 and reach zero in 2015, at which time domestic demand would assume a
greater role in the new expansionary cycle. At the end of the forecasting horizon, the Spanish
economy would complete the structural deficit adjustment of the current account bala nce'®.

Net employment will be created, but the situation of the labour
market leaves no room for complacency

Economic growth and the improvement of labour market efficiency will contribute to an
increase in private sector jobs and a reduction of the Spanish economy's unemployment
rate. Thus, for 2014 we expect job growth of 0.3% and a one-point drop in the
unemployment rate to 25.1%. In 2015, the growth in the number of people employed will
accelerate to 1.4%, but the drop in the unemployment rate will be similar to that forecasted
for 2014, given the less favourable behaviour of the economically active population (24.2%).
If the actions taken at the end of 2013 to increase the appeal of part-time jobs are
successful'®, the progress of full-time equivalent employment will be more modest. BBVA

14 In 2013, Russia became the third most important country of origin among home buyers in Spain, accounting for 9% of total sales
to foreigners, close to 3000 homes.

15: These are markets, such as the Balearic and Canary Islands (highly influenced by the drive of foreign demand) and Madrid, where
demand is displaying a differentially better behaviour.

16: For more information on the growing diversification of Spanish exports, see Box 3 of the 2014 Q1 issue of Situacion Espana
magazine, available at: http://www.bbvaresearch.com/KETD/fbin/mult/1402_Situacion_Espana_tcm346-423173.pdf?ts=1142014.

17: Those interested in the relative role of the income and substitution effects which underlie the behaviour of Spanish imports may
refer to Box 2 of the 2013 Q4 issue of Situacion Espana magazine, available at:
http://www .bbvaresearch.com/KETD/fbin/mult/1311_Situacionespana_tcm346-410394 .pdf?ts=2112014

18: For more information on the recent evolution of and perspectives for Spain's current account balance, see the Economic
Observatory entitled “Un andlisis de la evolucion y los determinantes del saldo por cuenta corriente en Espafa” (Analysis of the
Evolution and Determinants of Spain's Current Account Balance) available at:
http://www.bbvaresearch.com/KETD/fbin/mult/131028_Observatorio_Cuenta_Corriente_Espa_a_Esp_tcm346-407130.pdf?ts=2112014
19: For purposes of reducing the segmentation of the labour market and fostering the use of part-time contracts, the government
advocated an administrative simplification of labour contracts and passed Royal Decree - Law 16/2013 on Measures to Favour Stable
Hiring and Improve the Employability of Workers in December of last year. Said law authorises employers to expand the workday
through supplementary hours (in those contracts stipulating a minimum of 10 weekly hours on average calculated annually), makes
irregular working time distribution easier by regulating workday surpluses or deficits in pools of hours that extend beyond the current
year, and allows the execution of permanent, part-time contracts to support entrepreneurs. See
https://www.boe.es/boe/dias/2013/12/21/pdfs/BOE-A-2013-13426 .pdf.
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Research forecasts indicate that the ratio of full-time equivalent jobs to total jobs will continue
to drop from the current 87.5% to 87.1% toward the end of 2015 (see Figure 3.20).

Given the economic growth forecasts described above, the expected progress of full-time
equivalent employment suggests a performance of apparent productivity of labour (APL)
similar to that recorded during the previous recovery (see Figure 3.21). To begin with, the
labour market reform passed in 2012 introduced structural changes that lead to greater
labour flexibility and efficiency gains of a permanent nature. Furthermore, the Spanish
economy's production model is changing, and jobs will not be created in the same sectors as
in the past. For example, the drop in APL in the construction sector during the previous
recovery contributed to the poor performance of aggregate APL, which will not happen this
time (see Figure 3.22). However, the absorption of a significant number of unemployed
people with lower productivity levels than those of employed could cause a drop in average
APL. Given that this compositional effect plays against the previous ones, the uncertainty over
the expected progress of APL over the coming quarters is high (see Figure 3.23).

Previously mentioned improvements notwithstanding, the situation of the Spanish labour
market leaves no room for complacency. Therefore, all measures that facilitate a faster
recovery of activity and jobs are welcome. In this regard, the temporary reduction of
employers share of Social Security contributions for new permanent contracts, recently
passed by the government, receives a positive assessment. Additionally, it would be
advisable to take advantage of the next tax-system reform to move forward toward a
permanent and progressive reduction of the tax burden on labour, to be offset with an
increase of indirect taxes (see Figure 2).

Figure 3.21

Spain: Apparent Productivity of Labour and FTE
Figure 3.20 Employment (Minimum of each employment
Spain: FTE Jobs / Total Jobs (%) cycle = 100)
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Figure 3.22
Spain: Apparent Productivity of Labour during Figure 3.23
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Expectations of low, but positive, inflation

In spite of the gradual recovery expected in activity and jobs, the unemployment rate will
remain high, which will limit the emergence of inflationary demand pressures. On the
supply side, upward pressures on domestic prices are not envisaged either, given that the
recovery process of the Spanish economy's competitiveness is fundamentally based on
production model changes and structural reforms.

Furthermore, the forecasts presented in this report include a downward revision to oil prices
(resulting from lower demand by emerging countries), and a rise in the euro exchange rate,
both entailing a greater burden on imported inflation (see Figure 3.24%. Consequently,
short-term inflation is marginally revised to the downside, but expectations remain for
positive and gradual price growth over the mid-term (see Figure 3.25). Thus, average
inflation is expected to come in at around 0.3% in 2014 and 0.9% in 2015, which will lead
the average inflation differential versus the Eurozone to remain favourable to Spain (around -
0.5pp on average).

20: BBVA Research estimates indicate that a drop in the price of oil of around 5%, caused by a global demand shock, has an impact of
one to two tenths on CPI. For more information on the effects of oil prices on the activity and prices of the Spanish economy, see Box
1 of the 2011 Q2 issue of Situacion Espana magazine, available at:
http://www.bbvaresearch.com/KETD/fbin/mult/1105_Situacionespana_tcm346-256519.pdf?ts=2842014.
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Figure 3.24 Figure 3.25
Price of Oil and Euro Exchange Rate (% YoY) Spain: Inflation (% YoY)
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Box 1. BBVA Economic Activity Surveys . An early monitoring tool for taking the economy’s

temperature

BBVA Research has been carrying out surveys using
BBVA'’s office network on a regional basis for some
time now. Their outcomes are regularly published and
used in this Research department as a result of the
high correlation found between economic activity and
the survey’s replies, and given that their outcomes are
available before the principal official bodies publish
their statistics.

In some regions such as Catalonia, the usefulness of
the indicators provided is more apparent, since the
survey has been carried out consistently for over 20
years. However, for the last six guarters the survey has
covered the entire country, meaning that the results
can start being published for the whole economy on a
regular basis. In particular, the 1Q14 survey,
conducted between 1 and 15 April, shows that the
economy has continued to accelerate in the first
quarter of 2014, and that this improvement may
carry through into the second quarter.

The history of Economic Activity Surveys and
what they offer

The first business survey took place at the beginning of
European reconstruction, after World War I; it was
conducted by Germany's IFO Institute in 1949 and
based on interviews conducted with businessmen the
previous year. Shortly afterwards, the German model
was extended to INSEE, the French statistics body, and
its Italian counterpart, the ISCO?'. The Japanese
Tankan index was developed in 1951 with the same
methodology as were, subsequently, the PMlIs. In
Spain, this methodology was first used in 19671 with
the Industrial Situation Survey.

Over the last few years, business climate surveys and
collecting expert opinions have become established as a
means of gauging the economy's health. The
combination of relatively simple surveys, with
information capture systems enabling them to be
processed quickly, together with a selection of
interviewees whose knowledge permits them to give
instant answers, with a low cost in time yet high added
value, mean that these statistics provide important
benefits, although they do not replace others
quantifying the state of the economy. First, their results
are obtained quickly and can generally be interpreted
directly. Second, if the sample is big enough, the data
can be aggregated or disaggregated relatively easily,
without losing comparability. Third, provided the experts

consulted and the way of aggregating replies are well
chosen, the results of the surveys tends to have a high
correlation with the underlying economic variable being
analysed. Finally, if there are no quantified and reliable
statistics available on the economy’s performance (of a
region, for example) or if they are published late, a
survey allows one to take the economic pulse quickly
and reliably, and especially to detect its tipping points,
providing much added value in taking business and
economic policy decisions.

BBVA’s Economic activity survey: over 20 years
of analysis

The origin of this type of analysis in BBVA lies in
Banca Catalana, in the mid-eighties, with a survey on
the economic situation in Catalonia, published guarterly,
for which findings have been recorded as far back as
the third quarter of 19971. In 2008 it was extended to
Andalusia and Extremadura, and it has subsequently
been rolled out to all the regions. Starting in the second
quarter of 2012, the survey has covered the whole
country every quarter. The fieldwork for each wave is
carried out over a two-week period, which begins at the
end of the quarter to which it refers.

The universe of those surveyed consists of client-
facing staff in the office network, who are asked
guestions about the behaviour of the economy in the
branch’s catchment area. To this end, the survey uses
a relatively similar approach to that of surveys such as
the conducted by the IFO, the Tankan and the
Industrial Situation Survey by the Spanish Ministry of
Industry’s. That is, questions are asked, not about the
general situation, but about the more specific
surroundings in which the respondent has greater
knowledge. In the case of the other surveys
mentioned, this environment is the company itself,
whereas in the case of BBVA, the area of influence is
the office in which the person surveyed works. This is
from the outset an important difference from other
surveys, given that employees are being asked about
something on which, although they are bound to have
a high degree of knowledge, they do not have direct
information. In any event, as is explained in this box,
this limitation appears to be more theoretical than
practical, when one considers the breadth of
information contained in BBVA's Economic Activity
Survey. In addition, the methodology used is exactly
the same in all regions, which ensures that the data

27: On this, see the methodology used for the Industrial Situation Survey, available here:
https://sede.minetur.gob.es/en-us/procedimientoselectronicos/paginas/eci_cuestionarios.aspx
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is directly comparable ?>. The volume of responses,
around 1,700 in the last few waves, means that the
survey is guaranteed to be representative, not only
at a national level, with the information also
susceptible to analysis at a regional level and even,
in some cases, in smaller areas.

Figure B.1.7. shows the number of surveys collected
on average over time, increasing as more regions have
been introduced. Until 2008, the survey was only
carried out in Catalonia; in the first quarter of 2008 it
was extended to Andalusia and Extremadura; Aragon,
Cantabria, Castille La Mancha, Madrid, Navarre, La
Rioja and the Basque Country were added in the
second quarter of 2010; in the third quarter of 2011,
Asturias, Castille Leon, Galicia and the Canary Islands
joined; and finally, in the second quarter of 2012 the
offices in the Balearic Islands, the Valencian
Community and the region of Murcia started taking
part. The results for the Spanish economy as a whole
are available since then.

Figure B.1.1
Number of total responses: Economic Activity Survey
(average per quarter)
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One guestion of particular importance arises from the
criteria used for weighting replies. On this issue, there
are surveys which do not use any weighting criteria,
such as the Japanese Tankan index (which lends its
name to the methodology which assigns each
respondent a value of 1, whatever the size) or surveys
in which different sorts of weighting criteria are used.
In Spain, for example, the national statistics body, the
INE, does not use weighting criteria when putting
together the responses for the Business Confidence
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Index?* (although the regions do so when they
generate their corresponding regional indexes). On
the other hand, surveys such as the Industrial Climate
use a double weighting to calculate the indexes 24

In the case of the BBVA s Survey the weighting used
is double: first, accounting for the volume of business
in the surveyed professional's office (equivalent to
using a weighting by company size in other surveys)
so that those offices with greater business volumes
have more weight in the aggregated results. The
second weighting used takes into account the
province’s structure in terms of economic sectors,
which involves allocating greater importance when
aggregating the replies corresponding to a particular
sector to those offices whose business focuses on that
sector.

The information is analysed and treated with
diffusion indexes, i.e. with balances of extreme
replies expressed as a percentage. For example, in
the question related to the current economic activity
performance  “In your understanding, in the area
where vyour office is located, is economic activity
compared to last quarter: greater, the same or lower?”
the percentage of “lower” “replies (or their weighted
percentage) is subtracted from the percentage of
“‘greater” answers.The results available for Spain as a
whole appear to be in clear agreement. Figure B.1.2
shows the results of the assessment of the quarter
covered by the survey, and expectations for the next
quarter. The Spanish economy has shown a noticeable
improvement over the past year and a half, according
to those surveyed. Specifically, in the second quarter
of 2013 the balance of extreme replies as to
forecasts for the third quarter was already signalling
an increase in activity. This view was confirmed in
the next wave, and in the third quarter the replies
indicating more economic activity were more
numerous than those indicating a fall.

Figure B.1.3 shows the relationship between the
replies given by the people surveyed as to activity
performance over the quarter and GDP growth,
according to the National Statistics Institute’s Quarterly
National Accounts. The majority view of positive
behaviour on the part of the economy coincides with
the GDP’s return to positive growth; furthermore, the
improvement in the survey’s results is coupled with the
acceleration in quarterly GDP growth.

22: On this subject see Segovia Rueda, M., January 2009) Esparia PMI® (Purchasing Managers' Index®). Guia del comportamiento de la economia, Revista Indice,

available in Spanish here http://www.revistaindice.com/numero32/p9. pdf

23: The methodology for this index can be downloaded here: http://www.ine.es/metodologia/t37/t3730199.pdf
24:in any event, as is the case with the Business Confidence Survey, analyses carried out on past survey performance show that there are no important trending
differences between weighted and non-weighted survey results, so the conclusion will not be misleading.
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Figure B.1.2
Spain: activity and forecasts
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Figure B.1.3
Spain: EAS and GDP activity
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With a still low number of survey waves covering the
whole country, it is difficult to draw conclusions as to
the survey’s capacity to reflect economic performance,
or to forecast its behaviour in the short term, on the
basis of outlooks expected by BBVA employees for the
next quarter. Nevertheless, the archive information
from the surveys in Catalonia does shed some light on
the reliability of the BBVA Economic Activity Survey as
an analytical instrument.
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In the case of Catalonia, the existence of historic
series from the third quarter of 1991 means that a
longer-term analysis can be made to test more
robustly how close the surveys come to reality. Thus,
figure B.3.4 shows Catalonia’s quarterly GDP from
3Q91 (calculated by BBVA using its MICA-BBVA CAT*
model) and its relationship with the information
provided by the survey (with standardised and
seasonally adjusted data).

Once again, there are three important findings. First,
there is a high correlation (0.89) between seasonally-
adjusted data for the next quarter’s outlook in wave t
and the change in activity actually detected in wave
t+7. In addition, there is also a high correlation
between both expectations in 7 and economics
activity observed in t and quarterly GDP (0.78 in both
cases). The most discordant note is sounded in 2001,
but this is true of most confidence surveys, which
underwent a much greater correction than that
experienced by GDP.

Finally, the survey shows a high level of reliability in
indicating the economy’s phase in terms of expansion
or contraction: if the survey data are standardised from
3091, the economic trend has coincided with that
shown by GDP in 76% of cases. If only the information
from 2001 onwards is used, the proportion of times
that the survey gets the direction of economic activity
right is 90%.

In summary, the BBVA Economic Activity Survey
presented in this box is an additional instrument for
short-term economic predictions, which enables us
to discover the Spanish economy’s position and
perspectives. It is put together in a similar manner to
other types of surveys which have proven their
usefulness for these effects; and indeed in those
regions where there is a bigger sample, there is a high
correlation between activity indicators and the survey
responses. On this occasion, the results confirm that
activity has accelerated in the first quarter of this
year over the last quarter of 2013 and that the
forecasts are for this growth to continue into the
second quarter of 2014.

25: See Situacioé Catalunya, 1st half 2010, “Estimacions en temps real del PIB regional: resultats per a Catalunya”, available here (in Catalan):
http://www.bbvaresearch.com/KETD/fbin/mult/1011_situaciocatalunya_tcm346-238510.pdf?ts=2442014.

www.bbvaresearch.com

Page 24


http://www.bbvaresearch.com/KETD/fbin/mult/1011_situaciocatalunya_tcm346-238510.pdf?ts=2442014
http://www.bbvaresearch.com/KETD/fbin/mult/1011_situaciocatalunya_tcm346-238510.pdf?ts=2442014
http://www.bbvaresearch.com/KETD/fbin/mult/1011_situaciocatalunya_tcm346-238510.pdf?ts=2442014

Spain Economic Outlook
Second Quarter 2014

Figure B.1.4
Catalonia: BBVA Economic Activity Survey and GDP
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Box 2. Does the cut in employers’ Social Security contributions represent a first step

towards fiscal devaluation?

Introduction

This box explains the nature of the recent cut in
employers  Social Security contributions and assesses
the likely impact on economic activity. The results of our
simulations show that the measure will have a positive
impact on GDP (between two and three decimal points),
on employment (between six and seven points) and
permanent contracts , by reducing the cost of labour
and making temporary contracts relatively more
expensive. However, various issues could limit the
expected benefits. These include the temporary nature
of the measure, uncertainty over how it will be financed,
and the fact that savings for the employer increase
more than proportionally with the contribution base. It
would be desirable to use the forthcoming reform of the
tax system to move towards a permanent, progressive
reduction of taxes on labour, to be offset by an increase
in indirect taxation.

Description of the measure

At the end of February, the Spanish government
approved a significant cut in employers’ Social Security
contributions for new, permanent contracts signed
between 25 February and 31 December this year with
the objective of fostering stable job-creationZG. The
rebate consists of a flat-rate employers’ contribution of
EURT00 per month in respect of ordinary
contingencies for new employees under fulltime
permanent contracts, and a flat rate of EUR75 or
EURS0 for parttime permanent contracts depending
on the number of working hours concerned.
Employers will benefit from the rebate for 24 months?’
providing they meet the following conditions:

e The firm must be up-to-date with all tax and Social
Security obligations at the date of hiring and must
remain so while the contribution rebate is
applicable. Employers disqualified from benefits
under job-creation schemes as a result of
infractions will not be eligible for the rebate.

e The firms qualifying for the rebate may not be
preceded by the application of redundancy plans
within the last six months.

e The firms qualifying for the rebate may not be
preceded by any individual terminations on
disciplinary or objective grounds found by the

courts to constitute unfair dismissal within the last
six months?®.

e New permanent contracts must increase both the
number of permanent jobs and the firm's total
headcount compared to the previous month.

e The level of permanent jobs and the total headcount
resulting from the new contract must be maintained
for a period of at least 3 vyears. Objective and
disciplinary dismissals on fair grounds will not be taken
into account for these purposes.

Employers failing to meet any of the conditions for
application of the rebate will be required to redress the
benefits applied, either in whole or in part depending
on the infractions concerned.

Pros and cons: a qualitative assessment

The cut in employers’ contributions for new permanent
contracts is a welcome measure, which will lower firms’
labour costs and could, therefore, help foster job-
creation by encouraging firms to bring forward hiring
from 2015 to 2014 (anticipation effect) and speed up
the process of internal devaluation, thereby helping to
restore the country’s competitiveness. Furthermore,
the measure explicitly targets permanent contracts,
and it should therefore reduce the rate of temporary
employment. A further positive feature of the measure
is its simplicity. The reform is easy for employers to
understand and assess, which should ensure quick,
widespread uptake. Finally, there may be some
increase in labour market mobility between firms,
because the rebate in Social Security charges is not
restricted to contracts made with the unemployed or
economically inactive population.

However, certain objections to the measure might be
made. In the first place, the reform comes after labour
costs were raised still higher by the inclusion of
remuneration in kind in the Social Security contribution
base at the end of 2013%°. Second, by construction, the
rebate’s relative benefits for employers decrease as the
employee’s contribution base increases. Workers with
low contribution bases are, however, the ones more
likely to be jobless -and those for whom labour demand
is more sensitive to changes in labour costs®®. As it can
be seen in Figure R.2.7, the benefit ranges from 22%
for the minimum contribution base to 42% for the
maximum.

26: See Royal Decree Law 3/2014, of 28 February, concerning urgent measures to foster job-creation and permanent contracting, available at:

http://www.boe.es/boe/dias/2014/03/01/pdfs/BOE-A-2014-2220.pdf

27: Firms with less than ten employees will be entitled to a 50% cut in their ordinary contingencies contribution for a further 12 months for any new employees

taken on under permanent contracts.

28: Redundancies or dismissals prior to 25 February 2014 will not apply for these purposes.

29: See BBVA (2014).
30: See Orsin et al. 2014.
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Figure B.2.1

Spain: Maximum saving on employers’ Social Security
contributions per permanent employee contracted under
the new scheme (cumulative over 24 months)
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Third, the reform consists of a temporary measure,
and thus it will not provide a definitive solution to the
segmentation of the Spanish labour market as it fails to
address the perennial gap between the costs inherent
to permanent and temporary contracts  of
employment. Finally, it carries, like all such incentives,
a ‘deadweight cost” because it will benefit a certain
number of jobs at the margin which would have been
created in any event®'.

Quantification of macroeconomic effects

A cost-benefit analysis is needed to assess the reform
in terms both of direct costs and of the effects of the
resulting reduction in labour costs on jobs and the
economic activity, unemployment benefits paid, and
tax revenues.

Two simulations of the rebate’s short-term effects have
been run, with similar results in both cases. The first
consisted of inferring the effects on employment and
economic activity of a reduction in the cost of Social
Security contributions payable on new, full-time hirings.
Under prudent assumptions with regard to the
evolution of the Social Security contribution rate, the
rate of temporary employment and the behaviour of
employers (see Appendix), the measure will provide an
additional 0.6% cut in gross wage costs for the
Spanish economy as a whole in 2014. This reduction
in labour costs will give rise to a 13.3% increase in the
number of permanent contracts made in 2014

Spain Economic Outlook
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compared to the base scenario, translating into
additional full-time equivalent (FTE) job-creation of
0.7% in 2014 (@round 110,000 FTE jobs).

The second simulation was carried out using the REMS
model (Boscd et al., 2011)*, which allows examination
of the general equilibrium effects of the flat rate
established. In this case, the reduction in employers’
contributions would cause a 0.6% increase in FTE
employment compared to the base scenario over the
ten months in which the measure will be applied33.
The additional jobs created would in turn raise
consumer spending by around three decimal points in
2014 compared to a scenario with no rebates,
producing a 0.2% increase in GDP.

Taking into account both the direct and induced
effects, it is estimated that the measure will produce
savings in unemployment benefits and additional tax
revenues totalling around EUR1T.2bn. Overall, though,
the budgeted cost of the measure (EUR2.5bn) will
result in restrictions on other fiscal policy measures
designed to reduce the tax burden in the short run.

What if the cut was permanent?

Despite the temporary nature of the reform, we have
for the sake of argument simulated long-run effects
under the hypothesis of a permanent cut in employers’
Social Security contributions for all new permanent
contracts resulting in the accumulation of effects over
time so that all existing permanent contracts would
eventually be renewed.

Like the guantification of effects for 2014, reasonable
assumptions were made about the evolution of the
temporary employment rate, the labour careers of
permanent employees, the adoption of supplementary
measures to ameliorate the segmentation of the labour
market, and the adoption of policies to cut public
spending in order to achieve balanced budgets in the
long run (see Appendix). In this scenario, the rebate
would reduce wage costs by 2.4% if it were made
permanent. This figure is the outcome of comparing
the net present value of labour costs in respect of all
permanent contracts with and without the rebate for
the first two years of the contract (including the 50%
reduction in the contribution for ordinary contingencies
in the third vyear for firms with less than 10
employees).

In case of an optimum design of additional measures,
the reduction in wage costs would generate a long-
term increase in employment of 3.1% (around

31:1In 2013 a total of 94,600 permanent contracts were made per month even in the absence of the rebate.
32: REMS is an acronym of “Rational Expectations Model for the Spanish economy”. For further details of the model, see Bosca et al. (2011).
33: Job-creation is slightly lower than in the first simulation, because one of the measure's secondary effects is to raise the overall wages earned by employees

slightly.
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500,000 jobs).34 This outcome would be less
attractive if the budgetary cost of the measure were
offset by increasing taxes rather than cutting
government transfers. Even in the case of less
distorting (i.e. indirect) taxes, the fiscal adjustment
would have a negative impact on the economic activity
and on employment, as Bosca, Doménech and Ferri
(2013) found in the case of fiscal devaluation.

Fiscal devaluation: the optimum alternative

As mentioned at the beginning of this box, the
temporary reduction in employers  Social Security
contributions in respect of ordinary contingencies for
new permanent employees will intensify the process of
internal devaluation in the Spanish economy. Against
this proposal, in the long run it would be preferable to
move towards a permanent, across-the-board cut in
employers contributions for all employees, although
this might be more modest. The higher cost of such
an alternative could be offset by an increase in indirect
taxation. This redistribution of the tax burden would
result in a fiscal devaluation that would have significant
effects for economic activity and employment.

As the economic literature shows, a reduction in
employers Social Security contributions would lower
labour costs and moderate the prices of domestically
produced goods and services, while an increase in
indirect taxes, and especially VAT, would raise the
relative prices of imported goods (given that exports
are VAT exempt). This policy would, then, improve
competitiveness-prices of the economy. As reflected in
Figure B.2.2, Spain has significant room for
improvement.

A necessary condition for the success of fiscal
devaluation is the degree to which changes in the tax
system are passed through to the final prices of goods
and services. The greater the competition in product
markets and the lower the level of wage pressures, the
larger will be the effect of any cut in Social Security
taxes on the prices of exported goods. Likewise, the
prices of imported goods would rise considerably if
importers passed on any increase in VAT in order to
maintain their profit margins.

Therefore, the method used to assess the potential
Macroeconomic repercussions of fiscal devaluation needs
to account for the dynamic responses of the agents
interacting in the economy to changes in taxation, given
the rigidities which may exist in price- and wage-setting
mechanisms. Using the REMS model, BBVA (2009) and
Bosca, Doménech and Ferri (2013) calculated the effects
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of a 3.5 point cut in the effective rate of employers Social
Security contributions financed by a 2 point increase in
indirect taxes. The consequences of this fiscal devaluation
would be positive in terms of both jobs and economic
growth. As shown in Figure B.2.3, creation of equivalent
fulltime jobs would be on average 1.3% higher than in
the scenario without reform in the first two years (over
200,000 FTE jobs), and GDP would increase by an
additional 0.7 percentage points. In the long run, wage
pressures would moderate job-creation figures to an
additional 0.6% compared to the base scenario.

Figure B.2.2
EU 15: relationship between the current account balance
and implicit Social Security contribution rates
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Figure B.2.3

Spain: estimated effects of fiscal devaluation: -3.5 pp cut
in employers’ contribution, +2 pp increase in indirect taxes
(% change compared to base scenario)
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Ferri (2013)

34: We did not consider other recently approved measures like the extension of the contribution base to all formerly exempt remuneration items, which would

partially offset the gains described in this box.

35: See European Commission (1993), BBVA (2009), Boscd, Doménech and Ferri (2013), and Orsini et al. (2014), among others.
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In short, the temporary cut in employers Social
Security contributions  will help moderate the
temporary employment rate in the Spanish economy
and will provide a boost for the creation of permanent
jobs and economic growth in the current year. Despite
the measure’s weaknesses (i.e., its temporary nature,
problems of fairness and a significant deadweight
cost), we estimate that it will increase employment by
0.7% and GDP by 0.2% in 2014 compared to a
scenario with no reform. Taking both direct and
induced effects into account, we believe the measure
will allow the recovery of half of the budgeted cost
(EUR1.2bn), which will result in short-term restrictions
on other fiscal policies.

Although the flat rate will temporarily intensify the
process of internal devaluation in the economy, it
would be desirable to move towards a redistribution
of the tax burden that would permanently reduce
the taxation on labour while raising indirect taxes.
This fiscal devaluation would have significant short-
and long-run effects for jobs and the economic
activity in Spain.

Appendix

Assumptions applied to estimate the effects of
reducing employers Social Security contributions for
new permanent contracts:

e |n our base scenario, net job-creation (45.000
employees, 35.000 full-time equivalent jobs)
implies between 1.1 and 1.2 million permanent
contracts made in 2014.

e |n the short term, it is assumed that this job-
creation will hardly affect the percentage of
employees on temporary contracts. Accordingly,
81% of people in work will be wage earners on
permanent contracts and self-employed workers.

e The flat rate represents on average 55% cut in the
effective contribution rate. This assumption reflects
the average reduction in the contribution rate paid
by Spanish firms.

e The following assumptions were applied in the
calculation of the measure’s effects in 2014:

-  Firms with more than 10 employees will
internalize the reduction in Social Security
contributions for 2015 applying a 9.5%
discount rate (interest rate at 4% and
probability of 4.5% that the new indefinite will
have terminated one year later).

- Firms with less than 10 employees (around
40% of total jobs) will also internalize the 50%
cut in Social Security contributions during
2016.
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e The following assumptions were made to estimate
long-run effects on employment:

- The maximum survival horizon for permanent
contracts is 38 vyears and the temporary
employment rate converges with the EU
average as a result of additional measures
designed to mitigate the duality between
permanent and temporary contracts.

- Non-distorting measures will be adopted to
lower public spending and rebalance the
budget in the long run (e.g. cuts in
government transfers).

e The real wage elasticity of employment is assumed
to be 1.5 based on the estimation of structural
VAR for the Spanish economy36 and the results
obtained from the REMS model.
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Box 3. The effect of anti-competitive regulation on the real exports of firms in Spain

This box quantifies the consequences associated with
lowering service sector barriers to competition on the
export segment of Spain's manufacturing industry. The
results of the analysis reveal that easing competition
restrictions on the provision of key services for
manufacturers has a positive and significant effect
on export volumes at the firm level. Estimates suggest
that the largest firms substantially increased their
exports as a result of the deregulation of the 1990s
and 2000s. On the other hand, SMEs received less of
a boost in exports, possibly ending up at a relative
disadvantage in terms of getting the best contractual
conditions arising from deregulation in the provision of
services. Had the Spanish economy adopted the best
regulatory practices for services in the 1992-2008
period, the export volume of large manufacturing firms
would have been, on average, 18% higher.

Motivation

Within a coordinated effort to foster competition in
European countries, in the 1990s Spain began to
deregulate a significant part of its service sector, which
had hitherto been dominated by state monopolies. The
change of the regulatory framework entailed an
easing of effective barriers to entry for new firms,
favouring market structures that were capable of
generating more competitive results in suitable
service markets (such as energy, transportation,
communications, retail sales and professional services).
Within this context, Spain made a considerable
deregulation effort, which led to an improvement of
the country's position on the OECD's Product Market
Regulation (PMR) aggregate ranking, from 7th of 20
economies in 1990 to 16th at the dawn of the
financial crisis (see Figure B.3.1)*’.

The quantification of the economic impact of this set
of reforms in OECD countries is now being
addressed in the literature®, with a particular focus
on its effect on the industrial sector. Barone and
Cingano (2011), for example, found that countries
with a more competitive regulatory framework for
services boasted higher added value, productivity and
export growth rates in the manufacturing sectors that
most intensively use services as production process
inputs. From this result, we can infer that regulation of
the service sector influences the specialisation and
international trade patterns of advanced economies.

In this context, and in light of their exposure to the
competitive pressure of international markets, we
can expect inadequate service sector regulation to
be particularly detrimental to goods-exporting firms.
The theoretical mechanism that links regulation with
export volumes at the firm level operates through
intermediate input prices or, in more general terms,
through the contractual conditions of exchange
between service providers and goods-producing
companies. In a context of deregulation, in which the
number of competitors in the service market rises or
the contractual bargaining power of service providers
falls, exporting firms would rely on the pro-competitive
effects derived from the lower costs of input services.

For purposes of quantifying the economic benefit of
eliminating competition barriers in the service sector,
the following sections present an estimate of the
effect of deregulation on the export volumes of
Spanish firms. The Spanish case stands out not only
due to the deregulation drive of the 1990s and 2000s,
but also because Spain's economy kept a relatively
stable share of exports in GDP, even though a
considerable proportion of economic resources was
channeled into meeting the growing domestic
expenditure needs during the pre-crisis expansionary
period (see Figure B.3.2).

Figure B.3.1
OECD: Product Market Regulation Indicator, statistics for
Spain and 20 OECD countries

6 -

5 4

4

3

2

1
O - N M ST W WOWIMNOWDONDO = NMTT LD O N
DD DDA DNDO OO O O O O O
OO OO OO O OO O O O O O
- T T T T e T e e NN AN AN NN NN
---- Maximum sample value —— Spain

Minimum sample value

Note: The PMR takes values from O to 6, such that a lower value of the
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Source: BBVA Research based on OECD

37: The PMR is an aggregate indicator that measures regulatory conditions in product markets (see Conway and Nicoletti, 2006). The indicator takes values from

0 to 6, such that a lower indicator value captures a more efficient product market.

38: See, for example, Barone and Cingano ( 2011) and Bourlés et al. (2013).
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Figure B.3.2
Spain: Share of goods and services exports in GDP TepleB.3.1 o o )
Spain: Descriptive statistics of exporting firms in
40 - manufacturing, 1991-2008
35 | Large Export Export
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Goods  mServices Size (in logs) 6.31 075  3.77 0.81
Source: BBVA Research based on INE (National Statistics Institute) Market Share in
Main Market (%) 19.99 22.39 10.94 19.67
: 39 Long-Term Debt-to-
Data and econometric strategy Own Funds Ratio 0.35 554  0.51 2.57
Based on data from the Business Strategies Survey
(ESEE), conducted by the SEPI Foundation, an annual Age (in logs) 3.32 0.83 2.83 0.91
sampling of 1752 export companies from 10
manufacturing sectors was analysed for the 1991- Foreign Interest (%) 46.45 4759 1315 3208

2008 period4°. In turn, the sample was divided into
two sub-samples in accordance with firm size: 647
large firms (over 200 employees) and 848 SMEs (10
to 200 employees), to assess if there is a differential
effect of anti-competitive regulation in services
according to firm size*'. The panel data is unbalanced,
with an average number of observations per firm of
eight years.

As shown in Table B.3.1, large exporting firms have a
higher volume of foreign sales, are more efficient,
older, make more intensive use of capital per
employee, and present a better financial position
when compared with SMEs. Furthermore, they have a
greater market share in their main market and a higher
presence of foreign capital in their ownership structure.

Note: firm size is measured by number of employees.
Source: Correa-Lopez and Doménech (2014)

The variable that measures anti-competitive service
sector regulation (REG) is built from two different
data sources, which are combined as follows:

REG; = z; o Zst (1)

where Z,, captures the time evolution of the regulation
indicators of four service sector activities (specifically:
energy, transportation, communications and
professional  services), and wj; estimates the
dependence of the manufacturing industry j on the
inputs produced by the activity of services s. The set of
indicators included in Zs quantifies information on
the existence of restrictions to competition in market
s, classified into three areas: barriers to entry,
vertical integration and market conduct®. The
measurement of manufacturers' direct dependence wj;
is obtained from the technical coefficients of the
harmonised Input-Output Tables published by the
OECD. The baseline used by the basic model is the
regulation variable built from the US Input-Output Table
for the year 2000, although results based on the UK's
Input-Output Table for that year are also presented“‘

39: The analysis presented below is based on Correa-Lépez and Doménech (2014).

40: All companies that exported in all of the years in which they appear in the sampling were considered exporting firms.
41 Companies that changed size tiers during the sampling period were thus excluded. Worth noting is that the business size definition is in accordance with ESEE

representativeness criteria.

42: A detailed description of the indicators is available at the OECD Product Market Regulation Database, www.oecd.org/economy/pmr.
43: The literature often uses the Input-Output coefficients of the country which shows, on average, the lowest level of anti-competitive regulation of the available
sample (in this case, the US for the 1975-2007 period and the UK for the 1990-2007 period), in order capture, as close as possible, the technological dependence

of each manufacturing industry for each service sector activity.
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Figure B.3.3 displays the evolution of the
regulation indicator for the ten manufacturing
sectors included in the sample. The variability
observed among sectors over time reflects
differences in each manufacturing industry's level of
dependence on the service sector, in the composition
of service sector activities included as inputs and in
the deregulation level and trend of each service.

Figure B.3.3
Spain: Indicator of anti-competitive service sector
regulation by manufacturing Industry
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Source: Correa-Lépez and Doménech (2014)

Subseqguently, a specification in which real exports (in
logarithms) - Inx - are determined by a set of
explanatory variables is estimated, as follows:

/nX/f: at B/nX/’[,7 + Vn/f + 6REG/'{,7 + CDC/er + f]j + A[
Ut & (2)

where the lag of the dependent variable captures
export persistence. 1; is a vector of variables which
include firm attributes such as Total Factor Productivity
(TFP), capital intensity, size, market share, long-term
debt-to-own funds ratio, company age and dummies
for foreign multinational status and recessionary
market. Given that deregulation can affect exports with
a certain lag, the regulation variable enters lagged by
one period. Furthermore, a dummy variable which
captures nominal devaluations of the peseta is
included, as well as year and industry effects. Lastly,
the error term includes two orthogonal components:
fixed effects and an idiosyncratic part. The model is
estimated by System Generalised Method of
Moments (Arellano and Bover, 1995; Blundelly Bond,
1998), which allows addressing endogeneity
problems“.
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Results
Large Firms

Columns 1 and 2 on Table B.3.2 show the models
estimate for the sample of large firms. The results point
to the existence of a negative and significant effect of
anti-competitive regulation in the provision of services
on the export volumes of large manufacturing firms.
The magnitude of the effect is not trivial: a point estimate
of -1.189, as noted in column 1, entails an elasticity of
exports to services regulation of -0.43%. In addition to
the importance of persistence mechanisms, the results
indicate that capital intensity, firm size and, particularly,
TFP have a positive and significant effect on the foreign
sales of large manufacturing firms. Specifically, in
accordance with the results presented in column 1, a 1%
increase in TFP is associated with a 1.3% increase in
exports, and a 1% increase in company size correlates
with a 0.7% growth in exports. Furthermore, being
owned by a foreign multinational entails greater export
activity. Lastly, the results reveal that the devaluations of
the first half of the 1990s had a positive and significant
effect on export volumes at the company level, while age
presents a negative correlation with export activity. In
contrast, company market share and the ratio of its long-
term debt with financial institutions are not significant
determinants of export volumes. With respect to this last
point, the long-term debt ratio may capture the channel
through which large firms finance longterm investment
projects or entry into export markets, instead of using it
to cover the variable and less substantial costs of selling
abroad.

To examine the relative role of the regulatory
framework of each of the four service sector
activities, disaggregated regulation indicators for each
service were constructed. Subsequently, these
indicators  were included, alternatively, in the
econometric specification that explains export volumes
at the firm level. Columns 3 and 4 on Table B.3.2
present the models estimates for those regulation
indicators that are significant when the US Input-Output
Table is used as baseline. The point estimates of energy
and transportation regulation have the expected signs,
with exports having an average elasticity to regulation of
-0.1% and -0.23% respectively, while the results for the
rest of the variables remain robust. This evidence
suggests that the deregulation of the transportation
and energy sectors which began in the early 1990s in
Spain had particularly large effects for the volume of
foreign sales of large manufacturing  firms.

44 The recommendations of Roodman (2009) were followed with respect to restricting the number of lags that are used as instruments for each endogenous
variable and collapsing the instrument matrix. Furthermore, the validity of the instruments (Hansen and Difference-in-Hansen tests) and of the specification
(Arellano-Bond test) were systematically tested. For further details, see Correa-Lopez and Doménech (2014).
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Table B.3.2
Spain: Determinants of real exports, large firms, 1992-2008
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Dependent variable: logarithm of real exports

(1) US 2000 (2) UK 2000 (3) US 2000 (4) US 2000

Regressors Aggregate Aggregate Energy Transportation
Log exports (t-1) 0.360*** 0.357*** 0.360*** 0.357***
TFP (in logs) 1.332%** 1.355*** 1.345*+* 1.344*+*
Real K Stock per Employee (in logs) 0.369* 0.369* 0.368* 0.361*
Size (in logs) 0.682** 0.687** 0.681** 0.669**
Market Share (%) 0.000 0.000 0.000 0.000
Long-term Debt Ratio -0.001 -0.001 -0.001 -0.001

Age (in logs) -0.094*** -0.096*** -0.095*** -0.094***
REG (t-1) -1.189** -1.582*** -2.831* -1.621*
Devaluation 0.533** 0.650*** 0.408** 0.402**
Multinational 0.142* 0.142* 0.143* 0.144*
Recession 0.419 0.418 0.426 0.438

Notes: all specifications include a constant and industry and year dummies; *** denotes statistical significance at 1%, ** at 5% and * at 10%; GMM estimation;
standard errors corrected (Windmeijer). The devaluation dummy takes a value of 1 in 1992, 1993 and 1995. The estimates across columns differ in the Input-
Output Table used as baseline, as well as in the level of aggregation of services regulation.

Source: Correa-Lopez and Doménech (2014)

sized companies. Columns (1) and (2) of Table B.3.3
illustrate this result. When the relationship is significant,
the magnitude of the effect of regulation on exports is
relevant, roughly -0.14% in terms of elasticity. Table
B.3.3 also reveals the importance of TFP and company
size as determinants of SME export volumes, with
elasticities of 1.9% and 1%, respectively. Moreover, the
estimates suggest that, in the case of SMEs, a
recessionary domestic market and the number of
industrial establishments are negatively correlated with
exports. Among other factors, this last result might reflect
the presence of a growth strategy which favours reaching
the domestic market over accessing foreign markets by

Small and medium-sized enterprises

Given their lower bargaining power, theoretical
mechanisms suggest that the relationship between
regulation and SMEs' export volumes could be less
significant than the one quantified in the case of large
firms. Indeed, after estimating the baseline
specification for SMEs using the aggregate regulation
indicator, no evidence was found to support this
study's hypothesis. However, if the regulatory
framework of each service is considered separately,
evidence is obtained of a negative relationship
between anti-competitive regulation in energy-
related services and the export volume of smaller-

increasing scale or improving location.

Table B.3.3
Spain: Determinants of real exports, SMEs, 1992-2008
Dependent variable: logarithm of real exports

(1) US 2000 (2) UK 2000
Regressors
Log exports (t-1) 0.363*** 0.364***
TFP (in logs) 1.904*** 1.908***
Real K Stock per Employee (in logs) 0.246 0.244
Size (in logs) 0.999*** 1.004***
Long-term Debt Ratio 0.007 0.006
Age (in logs) -0.111* -0.110*
ENERGY REG(t-1) -2.414 -2.596*
Devaluation 1.567** 1.656***
Multinational -0.180 -0.183
Recession 0.9071*** 0.910***
Industrial Establishments (units) -0.460*** -0.461***
Financial Depth 0.063 0.060

Notes: see notes to Table B.3.2; the level of financial depth is measured by the product of the country's financial development (estimated by the private sector
credit to GDP ratio) and the short-term liquidity needs of the manufacturing sector (estimated by the inventory to sales ratio of US industries for the 1980-1999
period), see Kroszneret al. (2007)).

Source: Correa-Lopez and Doménech (2014)
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Simulations

Using the model estimation for large firms reported in
column (1) of Table B.3.2, two simulation exercises
were conducted for the purposes of illustrating the
impact on exports of adopting a more efficient
service sector regulatory framework. The first
exercise compares the total volume of exports at the
industry level simulated by the model with its
counterpart under the assumption that, all other things
being equal, the regulation of each service would have
remained constant at the 1990 level throughout the
entire sample period. Figure B.3.4 shows that the
effect of lower service sector regulation on exports
had significant effects: from the lower gains recorded
in electrical and optical equipment (13.4%) and
transportation materials (27.7%), to the greater gains
obtained by the chemical (64.2%), food (69.4%) and
non-metallic mineral product industries (82.9%).0n
average, large firms exports rose by 49% between
1992 and 2008 as a result of reducing competition
restrictions in the service sector. Furthermore, Figure
B.3.5 quantifies the impact on real exports of adopting
the “best regulatory framework™ over the sample
period, the latter defined as the average of the
regulation indicators of the three OECD countries with
the most favourable regulation for competition in
2007. Once again, the simulation exercise confirms
that the adoption of the best regulatory practices in
services would have increased real exports of goods
by 18% on average.

Figure B.3.4

Simulation |: Effect on exports of deregulation vs. non-
deregulation from 1990 onward, large firms, total
variation by industry in %
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Source: Correa-Lopez and Doménech (2014)
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Figure B.3.5

Simulation Il: Effect on exports of adopting the best
regulatory practices, large firms, total variation by industry
in %
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Conclusion

The economic literature has established the positive
effects that competition exerts on employment,
productivity, inflation and growth45. This recent effort
notwithstanding, many of the externalities associated
with the development of an efficient regulatory
framework have yet to be assessed. This box has
made progress in quantifying the consequences on
manufacturing exports of lowering barriers to
competition in the service sector. The analysis has
shown that the effects of deregulation are positive,
of considerable magnitude, and that differ with firm
size. Thus, large firms significantly increased their real
exports as a result of the deregulation of the 1990s
and 2000s. On the other hand, SMEs received less of
a boost to exports, possibly ending up at a relative
disadvantage with respect to getting the best
contractual conditions arising from the deregulation of
the provision of services.

Given that the regulatory context in which the markets
for goods operate in Spain is still far from being
efficient (OECD, 2014), we can expect the
convergence with the most advanced countries in
matters of competition to once again increase the
volume of exports of manufacturing companies. The
new export drive would be accompanied by a more
intensive use of those service sector segments in
which less progress in matters of competition has been
achieved, specifically, in professional services for
businesses.

45: See Arnold et al. (2011), Barone and Cingano (2011) and Fiori et al. (2012), among others.
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4. The improvement in activity will lead
to a further reduction in the deficit

At the close of 2013, the deficit for general government bodies came in at 6.6% of GDP*®,
meaning that the stability target was practically met (see Figure 4.1). As explained in more
detail below, a significant effort has been made in 2013, which increases the probability of
Spain meeting the 2014 target. This is, thus, an important step in ensuring the sustainability
of public accounts, bolstering the credibility of the government's deficit reduction process.

Although barely two tenths lower than the deficit recorded at the end of 2012, the 2013
deficit figure denotes a continuation of the fiscal effort made in prior fiscal years, given the
adverse context faced by public revenues and expenditures, which were exposed to the
economic cycle, financial market stress and demographic trends. According to our estimates,
all these factors increased the deficit in 2013 by around 1.8 percentaje points (pp) of GDP.
Consequently, if they were to offset the cyclical and structural deterioration, Spanish
governments overall had to implement an adjustment of roughly 2.0 pp of GDP, to thus
be capable of reducing the deficit to 6.6% of GDP. While the adjustment was less intense
than that seen over 2012 (around 5.3pp), it was nevertheless considerable.

At a government level, the adjustment was once again centered on the Autonomous
Communities which, although failing to meet their target (-1.3% of GDP), closed 2013 with a
deficit of 1.5% of GDP, 0.3pp less than in 2012. For their part, local corporations (city and
provincial councils) improved their 2012 performance by two tenths and recorded a surplus
of 0.4% of GDP, thus exceeding their balanced-budget target. Lastly, the numbers for both
the central government and, especially, the Social Security came in worse than those they
recorded for 2012. The central government increased its deficit to 4.3% of GDP, above the -
3.8% target. The Social Security recorded a deficit of 1.2% of GDP, 0.2pp higher than that of
2012 (see Figure 4.2).

As in past years, the figures reveal that the greatest contribution to the consolidation once
again came from public revenues. Public revenues rose by 0.6 pp of GDP over the course of
2013, offsetting the 0.4pp increase in expenditures. Revenues, thus, climbed to 37.8% of
GDP (similar to the level of the early 2000s), recouping half of the fall witnessed since the
onset of the crisis. For its part, public expenditure at the end of 2013 came in at 44.8% of
GDP, 0.4 pp higher than in 2012, at levels that are still much higher than those recorded at
the beginning of the crisis.

46: A more detailed analysis of the 2013 close is available(in Spanish) at
http://www.bbvaresearch.com/KETD/fbin/mult/140404_Flash_Espana_CierreAAPP13_tcm346-442781 .pdf?ts=2142014.
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Figure 4.1 Figure 4.2
General government : net lending (+) / net General government: net lending (+) / net
borrowing (-)(*) (Yearly aggregate. % GDP) borrowing (-) by subsector(*) (% GDP)
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To perform an assessment of the size of the fiscal consolidation which has been underway
since 2010, revenues and expenditures can be broken down into two factors: one cyclical,
associated with the cyclical variations of activity; the other structural, arising from discretionary
decisions on economic policy or from the constant deterioration of the economy's ability to
grow. Analysing the evolution of revenues over the consolidation period (2010-13), Figure
4.3 reveals how the tax increases in force since the onset of the crisis have practically
offset the fall in revenues caused by the deterioration of activity. Said measures raised
governments' cyclically-adjusted revenues by around 4.3pp of potential GDP with resources
from income and production taxes”’. Cyclically-adjusted public resources thus amounted to
around 39.3% of potential GDP in 2013, a level unseen since the mid-1990s.

The rise in tax resources took place even though the taxable bases with respect to
potential GDP dropped over the course of the four years of consolidation (see Figure 4.4).
Thus, between 2009 and 2013, VAT revenues dropped by 8.2pp of potential GDP, of which
roughly 4.8pp are attributed to the evolution of the economic cycle, and 3.4 pp to a
structural drop in final consumption expenditure subject to VAT. Likewise, the economic
contraction of the last years led to a drop in gross household income equivalent to 6.8pp of
potential GDP, somewhat less than half of which can be attributed to the cycle. In contrast,
the regulatory changes approved for the corporate income tax have raised the structural
component of the tax base by almost 2 pp of potential GDP, offsetting a portion of the more
than 3 pp of cyclical contraction in said taxable income. As a result, total taxable corporate
income dropped by 1.4pp of potential GDP between 2009 and 2013.

Given their fundamentally discretionary nature, the automatic stabilisers had less of an
impact on public expenditure. According to our estimates, the deterioration of activity
caused expenditures to rise by somewhat over two tenths of potential GDP, thus leading to an
estimate of a structural fall in public expenditures of more than 5 pp between 2010 and
2013. The adjustment of the structural component was observed in line items such as
compensation of employees, unemployment benefits and, above all, investment.
Consequently, said adjustment was more than enough to offset the rise in interest payments
(1.4 pp of potential GDP) and social benefits (0.7 pp).

47: The personal income tax increase and the regulatory changes of corporate income tax entailed a structural increase of close to
two percentage points of potential GDP, while the increase in production taxes contributed three points.
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Figure 4.3 Figure 4.4
General government: breakdown of fiscal General government: variations in tax bases
adjustment 2010-2013 (pp of potential GDP) 2010-13 (pp of potential GDP)
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Looking towards 2014 and 2015, our forecasts anticipate that public expenditure control
policies will remain in line with those submitted in the 2014 Budgetary Plan*®, given that
as of this publication's closing date the details of the 2013-16 Stability Programme Update
were not known. Adjustment of total public expenditure is expected to continue at a slightly
higher pace of 0.6pp of GDP per vyear, favoured by an improvement in the economic
environment and lower financial market stresses. The adjustment of discretionary spending
will centre on the compensation of employees (due to the maintenance of measures such as
the freezing of public salaries and the curtailment of public job offers), and on investment
expenditures, which will fall at a more moderate pace than previous years. Consequently,
public expenditures at the end of 2015 will come in at around 43.2% of GDP, still higher than
the levels observed in the early 2000s.

On the revenue side, our forecasts suggest that the economic cycle will drive tax revenues
somewhat over half a percentage point of GDP each year, affecting both production and
income taxes. A portion of this revenue improvement will be offset by, among other items,
the discount in welfare contributions to encourage permanent employment contracts, and by
the 2015 expiry of the supplementary levy included in the personal income tax. Thus, 2014
public revenues will rise to 38.1% of GDP, two tenths higher than the 20713 close (see Table
4.1), and remain practically stable in 2015.

48: Our forecasts do not consider measures of uncertain quantification, such as revenues derived from the crackdown on fraud or the
impact of local government reform.
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Eglr?e4f;I government: net borrowing, excluding aid to the financial sector

% of GDP 2012 2013 (A) 2014 (f) 2015 (f)
Compensation of employees 11.2 11.3 11.2 111
Intermediate Consumption 5.7 55 5.4 5.3
Interest 3.0 3.4 3.5 3.3
Unemployment Benefits 3.1 2.9 2.6 2.5
Social Benefits 13.2 13.7 13.8 13.7
Gross Capital Formation 1.7 1.5 1.4 1.4
Other Expenditures 6.0 6.0 6.0 59
Non-Financial Expenditures 44.0 44 .4 44.0 43.2
Taxes on production 10.5 11.0 111 11.3
Taxes on income, wealth, etc. 10.3 10.3 10.5 10.3
Social Contributions 13.0 12.8 12.7 12.8
Capital Taxes 0.4 0.5 0.5 0.5
Other Revenues 3.1 3.2 3.2 3.3
Non-Financial Revenues 37.2 37.8 38.1 38.2
Net borrowing -6.8 -6.6 -5.8 -5.1
Stability Target 6.3 6.5 5.8 4.2

Source: BBVA Research based on MINHAP and INE

Within this context and for 2014, we expect the positive effects of the economic recovery to
offset the expected structural increase of expenditure on social benefits and debt interest,
which will reduce the deficit by around five tenths of GDP. In conjunction with the latter, and
according to our forecasts, the impact of the fiscal adjustment measures taken over these
years will contain the public deficit by somewhat more than 0.3pp of GDP. As a result, the
2014 deficit will come in at around 5.8% of GDP, in line with the budgetary stability target
(see Figure 4.5). For 2015, the economic cycle is expected to continue correcting the fiscal
deterioration, due to both the effect of automatic stabilisers and less stress from the interest
burden and social benefits. In a scenario without changes to fiscal policy49, the 2015 deficit
would remain at around 5.1% of GDP, higher than the -4.2% target agreed for said year.
Therefore, were our GDP growth forecasts (and their impact on public accounts) to be met,
the government would still have to determine measures for roughly one GDP point to
continue with the fiscal consolidation process.

An important item to highlight, once again based on our calculations, is that the cyclically-
adjusted public balance would come in at around 1.5% of GDP in 2014 and 2015. If we
were to discount interest payment amounts, Spain would have started recording primary
structural surpluses from the end of 2013 onwards (see Figure 4.6). The latter implies that if
the measures taken to date were of a permanent nature, the economic recovery expected
over the next years should considerably improve public accounts, leading them to a deficit of
1.5% of GDP on average. While this is very good news, the high level of public debt and the
commitments acquired under the Budgetary Stability Law?® and the European Fiscal Compact
mandate a continuation of the process of improving imbalances in the sector. In this regard, it
would be advisable that any measure adopted be targeted toward improving the composition
of the adjustment, promoting a tax structure that encourages economic growth and
guarantees the provision of the services that society demands, and focusing fiscal imbalance
corrections on eliminating the inefficiencies in public expenditures. In this respect, the next

49: That is, they are prepared without taking into account the effects of the announced fiscal reform, any other measures related to
government reform, or those that may be included in the 2013-16 Stability Programme.
50: Structural balance and debt below 60% of GDP.
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fiscal reform should design a simple and efficient tax system, with measures that reduce the
taxation of income while increasing the burden of consumption taxes, in line with the
indications of the Committee of Experts' Report and in accordance with European Commission

and IMF guidelines.

Likewise, the reform of local governments,

passed into law last

December, should clarify the regime of competencies between government levels and
improve the efficiency of local corporations (city and provincial councils). Nevertheless, the
lengthy time frames set forth by the law for its enforcement, as well as the difficulties of its
implementation, lead to the expectation that savings will not be seen until well into 2015.

Figure 4.5
General government: expected fiscal

Figure 4.6
General government: net lending (+) / net
borrowing (-)(*)
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5. The regions: tourism, exports and
fiscal non-compliance determine
heterogeneity across regions

Throughout the first quarter of 2014, available information has confirmed our regional
scenario from last report: the recovery is slowly spreading throughout Spanish regions. Even
so, there are some deviations from BBVA Research forecasts. The deviations are to the upside
in the Valencian Community and, to a lesser degree, in Catalonia, Castile-La Mancha and
Aragon, supported by the non-compliance with the deficit target and improved performance
in foreign sales, both in goods and tourism. They are, however, to the downside in Asturias,
Castile Leon, Cantabria, La Rioja, Basque Country and Murcia, where those factors were not
such strong (see Figure 5.1).

Throughout this guarter, three issues have affected regional forecasts. First, the regional
public administrations published their 2013 °s end-of-year figures, which demonstrate,
again, a fiscal effort related to the deficit, but also that some regions, once again, failed to
meet the target agreed. Second, the National Statistics Institute published its initial estimates
of the 2013 Regional Accounts (CRE in Spanish). Furthermore, short-term data is available
for an additional quarter.

As is analysed in Section 4 of this report, Spanish regions, as a whole, missed the deficit
target by 2pp of GDP in 2013. However this was not the case everywhere. Murcia, Castile La
Mancha, the Valencian Community, Catalonia and Navarre were the regions which did not
meet the target. At the other extreme, the Balearics, Castile Leon and the Canary Islands met
it comfortably, actually bettering it in each case by 2pp. In the light of how this adjustment
played out through the whole year, in our last quarterly report we predicted that some regions
would relax their fiscal adjustment somewhat in 2013; this prediction included all the regions
which ended up not meeting their targets and, in addition, the Madrid region and the Basgue
Country. The scenario at that time assumed that the regions would apply a similar adjustment
in 4Q13 to the one in 4Q12, even though we knew that this would mean that some would
meet the targets comfortably (for example, by around 8pp in the Canary lIslands and
Extremadura). This would have meant a lower fiscal effort for 2014, and even a certain
margin for meeting this year’s target in the mentioned cases.

20713 deficit data reflect that although the regions continued applying fiscal consolidation to
a certain extent , the effort was lower than the one assumed in the BBVA Research’s
scenario. Furthermore, among those which were at risk of non-compliance in the last quarter,
only Madrid and the Basque Country have made further adjustments to meet the target (see
Figure 5.2).

Together with the lack of budgetary discipline, the foreign sector also sustained growth in
some regions. Real exports of goods grew in the Valencian Community, Castile La Mancha,
Galicia and Castile Leon. Andalusia, which started the year well, experienced a slight
deceleration in goods exports, but is still in the black, while in other regions such as the
Balearic Islands, Cantabria and Extremadura, foreign sales fell. In some regions where the
foreign sector is vital, such as in the Basque Country, exports remained slack, not
contributing, thus, significantly to economic growth.

In addition to the positive contribution of goods exports, the islands and Mediterranean
regions also benefited from the positive effect of tourism, which in 2013 grew again, with
domestic visitors joining foreign demand.
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Figure 5.1 Figure 5.2
Regions: GDP growth (%) in 2013 Regional deficit in 2013 and forecast error
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In the first quarter of 2014 the indicators performed as expected. Labour market and
domestic demand indicators went up across the board. Employment performance reflected,
as other indicators did, that recovery would be arriving earlier to the Mediterranean regions,
the Balearic and Canary archipelagos and Madrid, to the detriment of the Northwest, Basque
Country and La Rioja (see Figure 5.3), where it seems to be lagged. This behaviour is
explained by three factors. First is the relaxation in 2013 of fiscal tightening, which will
probably continue into 2014 given that there are no additional measures to offset the
deviation. Second, tourism is still contributing positively to growth. Finally, exports continue to
behave similarly to previous quarters, with the Basque Country not yet in recovery.

The performance signs in terms of past fiscal-consolidation efforts , and in particular, the
repeated non-compliance with the deficit target on the part of certain regions, have
inclined BBVA Research to revise fiscal-policy criterion. Specifically, for 2014, we assume
that those regions which met their target of 1% of GDP in their 2013 deficit will not need to
make additional efforts in 2014. When it comes to the rest, we assume that they will make
the adjustment considered in their budgets, which started off in all cases on the assumption
that the deficit target would be met, and as such, provided for a moderate degree of
tightening. This assumption also includes the non-compliant regions, at least until the
measures which must be introduced in their economic and financial programmes as a result of
the deviation are announced. In the absence of such measures, we assume that those regions
which did not meet their deficit targets in 2013 will again fail to do so in 2014, until specific
policies to correct this deviation are implemented. In short, the updated estimate of the fiscal
adjustments to be carried out by the regions leads us to expect a lower level of
adjustment in 2014.
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Figure 5.3
Growth in affiliates to Social Security in 1Q14 (swda, %)
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Goods trading is being sustained by the recovery in European demand, which ought to
continue over the next few quarters. If, during the toughest phase of the crisis, exports
recovered thanks to improved sales to Emerging Markets, in the last few quarters this
behaviour has shifted to Europe, and should continue throughout this year and the next. The
European recovery is making the solid acceleration in exports on the part of Galicia, Castile
Leon and Cantabria possible; in the case of the first two, with an improvement in the
automotive sector, which we are also seeing in the Valencian Community. The importance of
foreign trade for the regions of the Northeast is thus underpinning their recovery, while
Cantabria’s lower weight of foreign trade on GDP means that the former contributes to a lower
degreeto its economic growth. At the other end of the scale, goods exports would be again
decreasing their contribution to growth in Madrid and the Basque Country, due to their
greater orientation towards markets outside the EU.

Foreign tourism ought still to have a differential effect in 2014 on those regions
particularly oriented to this sector, although less so than in previous years, as the results
from the first quarter in Catalonia and the Balearics seem to be indicating. On the other hand,
the progressive recovery of Spanish domestic demand may translate into an improvement
in tourism by residents, which may have a particularly positive impact in the Valencian
Community, Murcia and Andalusia, three regions in which tourism by residents has more
weight than the international variety and which were already performing better in 2013.

Only in the Canaries are the short-term data accelerating faster than forecast, putting
pressure for an upside review of forecast for this region thanks to tourism’s strong performance.
Furthermore, these results are coming out at a moment when a certain deceleration in the
sector might have been expected, after the record number of visitors reached in the last two
years, although subject to performance data from the Easter period. in other regions with a lot
of foreign tourism (Balearics, Catalonia) there are some initial signs of a degree of exhaustion in
the arrival of visitors at hotels. In any event, high levels of uncertainty looming both in
competing destination markets (North Africa, Turkey) and some source markets (Russia and
Eastern Europe) introduce a dash of volatility to these market's performance in the regions most
oriented towards foreign tourism.

Table 5.1 summarises the effects impacting on BBVA Research’s regional forecasts. Compared
with January s forecasts, the fiscal bias may be smaller than formerly predicted in the Canary
Islands, Castile-La Mancha, Extremadura and Galicia. Short-term data known (including the
Regional Accounts’ initial estimate of 2013 GDP) implies a more negative bias in the Basque
Country, La Rioja, Extremadura, Cantabria and the Balearics. On the other hand, it would lend
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a bias to the upside in the case of the Canary Islands, Andalusia, Catalonia, the Valencian
Community and, to a lesser degree, in Galicia.

In the medium term, the correction of less severe structural imbalances to which regional
economies were subject will mean that these will reduce its negative impact on future
growth. Differences in the leveraging levels in the private sector and in regional deficits are
being reduced, which will lead to other more structural factors gaining importance in the
recovery. In any event, these factors will not be evident until the end of 2015.

In the short term, although the regional public sector could be less of a burden on growth
than in the past vyears, its effects may still affect those regions with higher levels of borrowing
(Catalonia, Valencian Community). Furthermore, improvement in activity is not occurring
uniformly around all the regions. In Eastern and Southern regions there is higher growth in
employment, which may be related to tourism, while in the Northern regions there is higher
productivity growth (as occurred in former recoveries) (see Figure 5.4). This heterogeneity in
employment may result in differences between regions in terms of household income
behaviour in the short term and, as such, in aggregate consumption, which may come in
addition to tourism demand from residents in the rest of Spain. Recovery in domestic
demand, therefore, could have a relatively differentiated impact by regions.

Meanwhile, the regions’ foreign-demand recovery could be helped insofar as it is linked to the
recovery of consumption in Europe (because of recovery in demand) to a higher extent than a
recovery in investment (in view of lower impetus in European exports). This is sustaining the
automotive production specialists in particular (Galicia, Castile Leon, Aragon, Navarre) and to a
lesser degree to those specialising in equipment goods (Basque Country, Asturias).

In summary, the recovery which started gradually in 2013, will continue in 2014 and will
accelerate in 2015. Lower fiscal consolidation and improved internal demand, given that the
imbalances are being corrected, together with growth in goods and services exports in which
the geographic composition is reoriented towards Europe, are the factors making up this
recovery.

Figure 5.3
GDP growth by worker (2013)
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Table 5.1
Justification for the revision in the forecasts for 2014

Forecast made in Bias because of new

January information Fiscal bias Forecast in May
Andalusia 1.0 1.5
Aragon 0.9 11
Asturias 0.4 0.6
Balearic Islands 1.1 1.2
Canary Islands 1.5 2.0
Cantabria 0.7 0.7
Castile Leon 1.2 1.3
Castile-La Mancha 1.1 0.9
Catalonia 0.6 0.9
Extremadura 1.2 1.1
Galicia 1.5 1.4
Madrid 1.4 1.5
Murcia 0.1 0.5
Navarre 1.1 1.6
Basque Country 0.8 0.9
Rioja (La) 1.2 1.2
Valencian Commun. 0.4 0.8
Spain 0.9 1.1
= Negative bias over earlier growth forecast. m Positive bias over earlier growth forecast.
Date: 30" April 2014.
Source: BBVA Research
Table 5.2
GDP growth by region
Region 2011 2012 2013 2014/ 2015(H)
Andalusia 0.2 2.1 -1.5 1.5 1.7
Aragon 0.2 -1.9 1.2 1.1 2.0
Asturias 0.4 2.1 2.1 0.6 1.3
Balearic Islands 1.0 -0.8 0.4 1.2 1.6
Canary Islands 0.4 1.4 0.4 2.0 2.2
Cantabria 0.8 -0.9 -1.9 0.7 1.6
Castile Leon 1.1 -2.0 2.1 1.3 1.9
Castile-La Mancha 0.1 -3.1 1.1 0.9 2.3
Catalonia 0.4 -1.3 -0.8 0.9 1.5
Extremadura 0.9 2.8 1.4 1.1 1.9
Galicia -0.5 -0.9 -1.0 1.4 2.4
Madrid 0.7 -1.6 1.2 1.5 2.4
Murcia -1.0 -2.0 1.7 0.5 2.0
Navarre 1.4 -1.6 -1.5 1.6 2.1
Basque Country 0.2 -1.3 -1.9 0.9 1.7
Rioja (La) 0.9 -2.0 -1.8 1.2 2.3
Valencian Community 1.1 -1.6 -0.8 0.8 1.5
Spain 0.1 -1.6 -1.2 1.1 1.9

Date: 30th April 2014.
Source: INE (National Statistics Institute) and BBVA Research
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Table 6.1

Macroeconomic Forecasts: Gross Domestic Product

(YoY growth rate, %) 2011 2012 2013 2014 2015
United States 1.8 2.8 1.9 25 25
Eurozone 1.6 0.6 0.4 1.1 1.9

Germany 3.4 0.9 0.5 1.8 2.0
France 2.0 0.0 0.3 0.9 1.5
Italy 0.6 2.4 -1.8 0.7 1.4
Spain 0.1 -1.6 -1.2 1.1 1.9
UK 1.1 0.3 1.7 2.8 2.4
Latin America * 4.1 2.6 2.3 2.3 2.5
Mexico 4.0 3.7 1.1 3.4 3.0
Brazil 2.7 1.0 2.3 2.0 1.6
EAGLES ** 6.7 5.0 5.3 5.3 5.6
Turkey 8.5 2.4 4.0 1.5 5.1
Asia Pacific 6.1 5.2 52 5.0 52
Japan 0.5 1.5 1.5 1.1 1.3
China 9.3 7.7 7.7 7.2 7.0
Asia (exc. China) 3.8 3.5 3.3 3.5 3.9
World 4.0 3.2 3.0 3.4 3.8

* Argentina, Brazil, Chile, Colombia, Mexico, Peru, Venezuela

** Brazil, China, India, Indonesia, Mexico, Russia, Turkey

Forecast closing date: 30 April 2014

Source: BBVA Research

Table 6.2

Macroeconomic forecasts: 10Y interest rates (average)

2011 2012 2013 2014 2015
us 2.8 1.8 2.3 3.0 3.7
EMU 2.6 1.6 1.6 1.7 2.4

Forecast closing date: 30 April 2014

Source: BBVA Research

Table 6.3

Macroeconomic forecasts: exchange rates (average)

US dollars ($) per national currency 2011 2012 2013 2014 2015
US (EUR/USD) 0.72 0.78 0.75 0.74 0.75
EMU 1.39 1.29 1.33 1.35 1.33
UK 1.60 1.59 1.56 1.65 1.69
Japan 79.7 79.81 97.56 108.02 117.08
China 6.46 6.31 6.20 6.11 5.91

Forecast closing date: 30 April 2014
Source: BBVA Research
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Table 6.4
Macroeconomic forecasts: official interest rates (end of period)
2011 2012 2013 2014 2015
us 0.25 0.25 0.25 0.25 0.50
EMU 1.00 0.75 0.25 0.25 0.25
China 6.56 5.75 6.00 6.00 6.00
Forecast closing date: 30 April 2014
Source: BBVA Research
Table 6.5
EMU: macroeconomic forecasts (YoY change, %, unless otherwise indicated)
2011 2012 2013 2014 2015
Real GDP 1.6 -0.6 0.4 1.1 1.9
Household consumption: 0.3 1.4 0.7 0.8 1.3
Public consumption 0.1 0.6 0.1 0.3 0.7
Gross fixed capital formation 1.8 -3.8 2.9 3.1 5.1
Equipment, machinery and cultivated assets 4.9 4.3 -1.9 5.1 6.9
Equipment and machinery 50 4.3 -1.9 52 7.0
Construction 0.2 -4.0 -4.0 0.8 3.6
Housing 0.3 3.3 3.6 1.1 3.9
Other buildings and other constructions 0.2 4.7 4.3 0.5 3.2
Change in inventories (contribution to growth) 0.2 -0.5 -0.1 0.0 0.0
Domestic demand (contribution to growth) 0.7 2.1 -1.0 1.0 1.8
Exports 6.7 2.7 1.4 3.1 4.2
Imports 4.7 -0.8 0.0 3.1 4.6
Net exports (contribution to growth) 0.9 1.5 0.6 0.1 0.0
Pro-memoria
GDP w/out housing investment 1.7 0.4 0.2 1.1 1.7
GDP w/out construction 1.8 0.2 0.0 1.2 1.7
Employment (LFS) 0.3 0.7 -0.9 0.1 0.7
Unemployment rate (% active pop.) 10.1 11.3 12.0 11.9 11.4
Current account balance (% GDP) 0.1 1.2 2.3 2.2 2.1
Public sector balance (% GDP) 4.1 -3.7 -3.0 2.6 2.1
CPI annual average 2.7 2.5 1.4 0.9 1.3
CPI end-of-period 2.7 2.3 0.8 1.1 1.4

Forecast closing date: 30 April 2014
Source: BBVA Research
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Table 6.6
Spain: macroeconomic forecasts (YoY change, %, unless otherwise indicated)
2011 2012 2013 2014 2015
Activity
Real GDP 0.1 -1.6 -1.2 1.1 1.9
Private consumption -1.2 -2.8 2.1 1.4 1.3
Public consumption 0.5 -4.8 2.3 -1.6 1.4
Gross fixed capital formation 5.6 6.9 5.2 1.0 4.5
Capital goods 55 -3.9 2.2 7.9 6.9
Construction -10.8 9.7 9.6 -3.8 2.8
Housing 125 -8.7 -8.0 -3.4 4.9
Domestic demand (contribution to growth) 2.1 -4.1 2.7 0.7 1.9
Exports 7.6 2.1 4.9 6.0 5.1
Imports 0.1 5.7 0.4 5.4 5.4
Net exports (contribution to growth) 2.1 25 1.5 0.4 0.0
Nominal GDP 0.1 -1.6 0.6 1.4 3.2
(EUR bn) 1,046.3 1,029.3 1,023.0 1,037.3 1,070.8
GDP w/out housing investment 1.0 1.2 -0.9 1.3 1.8
GDP w/out construction 2.0 0.4 -0.1 1.6 1.8
Labour market
Employment (LFS) -1.6 4.3 -2.8 0.3 1.4
Unemployment rate (% active pop.) 21.4 24.8 26.1 251 24.2
Employment QNA (full-time equivalent) 2.2 -4.8 3.4 0.2 1.1
Productivity 2.3 3.1 2.2 0.8 0.8
Prices and costs
CPI (annual average) 3.2 2.4 1.4 0.3 0.9
CPI (end-of-period) 2.4 29 0.3 0.5 1.2
GDP deflator 0.0 0.0 0.6 0.3 1.3
Compensation per employee 1.3 0.2 0.7 -1.0 1.2
Unit labour cost (ULC) 0.9 2.9 1.5 -1.8 0.4
Foreign trade
Current account balance (% GDP) 3.7 1.2 0.8 1.3 1.5
Public sector
Debt (% GDP) 70.5 86.0 93.9 98.4 100.4
Budget balance (% of GDP) 9.1 6.8 6.6 5.8 5.1
Households
Nominal disposable income 0.0 2.8 0.7 0.6 1.7
Savings rate (% of nominal income) 12.7 10.5 10.6 8.6 8.1

(*): Excluding financial aid to Spanish banks.
Forecast closing date: 30 April 2014.
Source: Official bodies and BBVA Research
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DISCLAIMER

This document has been prepared by BBVA Research Department, it is provided for information purposes only and expresses data, opinions or
estimations regarding the date of issue of the report, prepared by BBVA or obtained from or based on sources we consider to be reliable, and have not
been independently verified by BBVA. Therefore, BBVA offers no warranty, either express or implicit, regarding its accuracy, integrity or correctness.

Estimations this document may contain have been undertaken according to generally accepted methodologies and should be considered as forecasts or
projections. Results obtained in the past, either positive or negative, are no guarantee of future performance.

This document and its contents are subject to changes without prior notice depending on variables such as the economic context or market fluctuations.
BBVA is not responsible for updating these contents or for giving notice of such changes.

BBVA accepts no liability for any loss, direct or indirect, that may result from the use of this document or its contents.

This document and its contents do not constitute an offer, invitation or solicitation to purchase, divest or enter into any interest in financial assets or
instruments. Neither shall this document nor its contents form the basis of any contract, commitment or decision of any kind.

In regard to investment in financial assets related to economic variables this document may cover, readers should be aware that under no circumstances
should they base their investment decisions in the information contained in this document. Those persons or entities offering investment products to
these potential investors are legally required to provide the information needed for them to take an appropriate investment decision.

The content of this document is protected by intellectual property laws. It is forbidden its reproduction, transformation, distribution, public
communication, making available, extraction, reuse, forwarding or use of any nature by any means or process, except in cases where it is legally
permitted or expressly authorized by BBVA.



BBVA

RESEARCH

This report has been produced by the Spain Unit:

Chief Economist for Developed Economies
Rafael Doménech

+34 91537 3672
r.domenech@bbva.com

Spain

Miguel Cardoso
+34 91 374 3961
miguel.cardoso@bbva.com

Anabel Arador
+ 3493 401 40 42
ana.arador@bbva.com

Joseba Barandiaran
+34 94 487 67 39
joseba.barandia@bbva.com

Ménica Correa
+34 91 374 64 01
monica.correa@bbva.com

With the contribution of:
Economic Scenarios
Julidn Cubero
juan.cubero@bbva.com

BBVA Research

Juan Ramén Garcia
+34 91374 3339
juanramon.gl@bbva.com

Laura Gonzdlez Trapaga
+34 91807 51 44
laura.gonzalez.trapaga@bbva.com

Félix Lores
+34 91 374 01 82
felix.lores@bbva.com

Antonio Marin
+34 648 600 596
antonio.marin.campos@bbva.com

Europe
Miguel Jiménez

mjimenezg@bbva.com

Myriam Montafez
+34 954 24 74 86
miriam.montanez@bbva.com

Virginia Pou
+34 91537 77 23
virginia.pou@bbva.com

Juan Ruiz
+34 646 825 405
juan.ruiz2@bbva.com

Pep Ruiz
+34 915375567
ruiz.aguirre@bbva.com

Financial Systems
José Félix Izquierdo
jfelix.izquierd@bbva.com

Amanda Tabanera Gonzdlez
+34 91 807 51 44
amanda.tabarena@bbva.com

Camilo Andrés Ulloa
+34 915378473
camiloandres.ulloa@bbva.com

Group Chief Economist
Jorge Sicilia

Emerging Markets:
Alicia Garcia-Herrero
alicia.garcia-herrero@bbva.com.hk

Cross-Country Emerging Markets Analysis
Alvaro Ortiz Vidal-Abarca
alvaro.ortiz@bbva.com

Asia
Xia Le
xia.le@bbva.com.hk

Mexico
Carlos Serrano
carlos.serranoh@bbva.com

Latam Coordination
Juan Ruiz
juan ruiz@bbva.com

Argentina
Gloria Sorensen
gsorensen@ bbva.com

Chile
Jorge Selaive
jselaive@bbva.com

Colombia
Juana Téllez
juana.tellez@bbva.com

Peru
Hugo Perea
hperea@bbva.com

Venezuela
Oswaldo Lopez
oswaldo_lopez@ bbva.com

Contact details:
BBVA Research

Paseo Castellana, 81 - 7th floor
28046 Madrid (Spain)

Tel.: +34 91 374 60 00 and +34 91 537 70 00

Fax: +34 91 374 30 25
bbvaresearch@bbva.com
www.bbvaresearch.com
Legal Deposit: M-31254-2000

Developed Economies:
Rafael Doménech
r.domenech@bbva.com

Spain
Miguel Cardoso
miguel.cardoso@bbva.com

Europe
Miguel Jiménez
mjimenezg@bbva.com

United States
Nathaniel Karp
nathaniel.karp@bbvacompass.com

Global Areas:
Economic Scenarios
Julidn Cubero
juan.cubero@bbva.com

Financial Scenarios
Sonsoles Castillo
s.castillo@bbva.com

Innovation & Processes
Clara Barrabés
clara.barrabes@bbva.com

Financial Systems & Regulation:
Santiago Fernandez de Lis
sfernandezdelis@bbva.com

Financial Systems
Ana Rubio
arubiog@bbva.com

Financial Inclusion
David Tuesta
david.tuesta@bbva.com

Regulation and Public Policy
Maria Abascal
maria.abascal@bbva.com

Recovery and Resolution Strategy
José Carlos Pardo
josecarlos.pardo@bbva.com

Global Coordination
Matias Viola
matias.viola@bbva.com


mailto:carlos.serranoh@bbva.com
mailto:ruiz@bbva.com
mailto:gsorensen@bancofrances.com.ar
mailto:jselaive@bbva.com
mailto:juana.tellez@bbva.com
mailto:maria.abascal@bbva.com
mailto:josecarlos.pardo@bbva.com

