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2021 was a year marked by the end of the most acute phase of the COVID-19
pandemic, the ongoing economic recovery and the sharp pick-up in inflation
around the world. The Russian invasion of Ukraine in late February 2022 provided
a further negative shock in a setting in which many economies, sectors, firms
and households had not yet fully recovered from the adverse effects of the health
crisis. As a result, the short-term growth outlook has been revised down,
particularly in Europe, while inflationary pressures have increased and are
expected to be more persistent than anticipated at the beginning
of the year.

Against this particularly uncertain backdrop, the Banco de Espafa’s Annual
Report presents in its first chapter an overview, against the global setting, of
economic developments in the Spanish economy in 2021 and the first months of
2022, a description and evaluation of the economic policies implemented since
the onset of the pandemic and an assessment of the economic outlook and main
risks for Spain in the coming quarters. Chapter 2 of this report explores, over a
longer time horizon, the structural challenges that the Spanish economy will
have to face in the years to come, together with the main economic policy levers
available to address them.

The report also includes two theme-based chapters. The third chapter provides a
detailed analysis of the current inflationary episode, with a particular focus on its
causes and the factors that could influence the persistence of these dynamics in
the future. The fourth chapter of this report focuses on the considerable challenges
that the fight against climate change and the green transition will pose for the
Spanish economy in the coming years.

The performance of activity in recent quarters

The headway made in the vaccination campaign, which began in late 2020, allowed
the social distancing measures that most of the world’s main economies, including
Spain, implemented during the height of the pandemic to be gradually eased
throughout 2021, albeit with some back and forth. This helped prolong the recovery
in activity that began in the summer of 2020.
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However, this recovery was partially hampered by (i) the fluctuations in the health
situation, (ii) the sharp rebound in energy prices, and (iii) a number of elements that
limited the ability of supply to respond to the higher demand stemming not only from
the improved epidemiological situation but also from the extraordinary support
provided by economic policies. While the first of these factors became less and less
of an impediment as 2021 progressed, the other two factors have increasingly
conditioned economic performance.

In particular, although initially price rises were concentrated in commodities and
food and seemed to be relatively temporary in nature, in recent quarters their intensity
has systematically surprised on the upside, spreading to the rest of the goods and
services in the consumption basket and showing signs of greater persistence. In the
same vein, the bottlenecks that have arisen in global value and transport chains over
the last few quarters for various reasons have not cleared as quickly as expected;
indeed, in some cases they have even become more severe following the outbreak
of war in Ukraine and the recent worsening of the pandemic in China.

Although all these constraints on economic performance are eminently global, their
impact has been highly uneven across the world’s major economies. Among other
aspects, this heterogeneity owes to cross-country differences in terms of their
productive system, access to vaccines, the capacity of economic policies to provide
support and dependence on energy inputs.

In this respect, in recent quarters the economic recovery has been particularly
strong in the United States, where pre-pandemic levels of activity were exceeded in
2021 H1. This high buoyancy also led to inflationary pressures emerging sooner and
more forcefully in that country. By contrast, the euro area overall did not return to its
pre-pandemic level of activity until late 2021.

In the case of the Spanish economy, epidemiological developments in the first
months of 2021 meant relatively stringent pandemic containment measures had
to be left in place, which affected economic performance. However, headway
made in the vaccination campaign allowed a more buoyant phase to begin in Q2,
although such dynamism was progressively tempered by the supply chain
disruptions and higher energy commodity prices, which were compounded
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towards the end of the year by the emergence of the Omicron variant. By
end-2021 the Spanish economy’s GDP was still 3.8 percentage points (pp) below
its pre-pandemic level.

At the beginning of 2022, the fade-out of the latest outbreak of the pandemic and
some timid signs of relief in the bottlenecks seemed to be helping to mitigate the risk
factors that were stymieing Spanish economic activity. Expectations of greater
economic buoyancy were also underpinned by the implementation of European
funds and the possible release of the savings built up by households during the
pandemic.

However, the Russian invasion of Ukraine in late February has constituted a further
adverse shock that is affecting Spain and other European economies, through
different channels. These include the heightening of inflationary pressures on
commodities, the deterioration in economic agents’ confidence and the slowdown
in international trade. All this has resulted in a marked worsening of growth
prospects in the short term and stronger inflationary pressures. In particular, the
latest Banco de Espafa projection exercise, published in early April, revised
the GDP growth rate for 2022 down (to 4.5%) and the average inflation rate for the
entire year up (to 7.5%).

The information available after the publication of these projections, which includes
lower-than-expected GDP growth in Q1, would point to a further downward revision
of the GDP growth rate expected for this year overall, in the absence of additional
shocks. On the price side, the new data points, compared with the April projections,
to greater gains in the non-energy component and somewhat more modest growth
in the energy component. Moreover, in the coming months the Iberian mechanism to
cap the price of gas and lower that of electricity which was recently approved in
Spain and Portugal, in agreement with the European Commission, will foreseeably
exert downward pressure on energy prices in Spain.

In the absence of any new shocks or an escalation of the war in Ukraine, such a
revision of the April 2022 projections would still be consistent with the Spanish
economy holding on a gradual recovery path — one that could see it reach
pre-pandemic GDP levels in the final stretch of 2023 — and with inflation rates
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remaining high in the coming months and subsequently moderating gradually.
In any event, the uncertainty surrounding these projections is extraordinarily high.

The role of economic policy

The set of ambitious economic policy measures rolled out at the onset of the
pandemic, in many cases in an internationally coordinated manner, has played a key
role to mitigate the impact of the health crisis on the income and financial position of
households, firms and financial institutions, and ultimately on economies’ activity,
employment and potential growth.

Before the outbreak of the war in Ukraine, the ongoing economic recovery and the
sharp pick-up in inflation had already prompted a certain normalisation of some of
these expansionary measures, particularly in the monetary and fiscal policy arena.
The war has undoubtedly complicated matters for policymakers.

() Fiscal policy

As regards fiscal policy, it is imperative that, against the backdrop of a stillincomplete
recovery, budgetary policy help to counter the Ukraine war’s adverse effects on
activity. Once again, these effects are highly uneven across sectors, firms and
households.

However, against a background of relatively limited leeway — considering our high
levels of government debt —, it is essential that these support measures be
designed to closely target the most vulnerable households and firms. In particular,
in the current situation the efforts should focus on supporting lower-income
households, which are those hit hardest by inflation, and the firms most vulnerable
to this new shock.

In addition to being targeted, it is important that the budgetary measures
implemented be temporary and not significantly skew price signals. Averting any
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feedback into the current inflationary process is a further reason to avoid an across-
the-board fiscal impulse and the widespread use of automatic indexation clauses in
expenditure items. This deindexation must be part of the incomes agreement that |
shall turn to now.

(i) Anincomes agreement

Beyond the fiscal policy response, an incomes agreement between social partners
in our country would help avoid a spiral of price and cost increases, which would
only exacerbate the harmful effects stemming from the current inflationary episode
andthe war in Ukraine. In particular, under such an arrangement, firms and employees
would agree to share the inevitable loss of income in the national economy that
higher commodity import prices entail.

The asymmetric impact of the current shocks on employees, firms and sectors
should be considered when determining the specific characteristics of this incomes
agreement. Given this asymmetry, the necessary coordination at national level must
be combined with mechanisms to adapt the agreement to the existing differences in
productivity and activity across firms and sectors. Equally, where the standard of
living of certain segments of households has been hit particularly hard by rising
energy costs, the incomes agreement should seek to mitigate their straitened
circumstances. In short, these considerations suggest that a potential incomes
agreement should avoid overly sweeping measures that might prove too rigid for
certain groups of agents.

It would also be desirable to avoid arrangements that automatically link wages to past
inflation or indexation clauses. The aim is precisely to reduce the risk of triggering a
wage-price feedback loop. In addition, the incomes agreement should include multi-
year commitments relating to both wage increases — where the nominal benchmarks
for wage bargaining should exclude components associated with energy products
and should be based on the projected trend in underlying inflation — and to job
protection. Likewise, these wage guidelines should be accompanied by explicit profit
margin moderation commitments.
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(iii) Monetary policy

In response to the current strong inflationary pressures, the central banks of the
main developed economies have moved towards monetary policy normalisation.

Indeed, inflation in the euro area reached 7.5% in April, the highest figure in the history
of the monetary union. Although the bulk of this increase has owed to the upturn in
the price of energy and, to a lesser extent, food, underlying inflation has also risen
noticeably.

According to the consensus macroeconomic projections, inflation will remain high
over the coming months. However, in the absence of fresh inflationary stocks, it
would then gradually ease towards levels consistent with the European Central
Bank’s (ECB) target of 2%. Indicators of medium and long-term inflation expectations
also stand at around 2%.

However, the upside risks surrounding this outlook have increased. The escalating
inflationary pressures in recent months drive up the likelihood of the indirect and
second-round effects becoming more acute. Although these effects have not
materialised significantly for the time being, there are signs, which will need to be
monitored closely, that medium-term inflation expectations could be revised to above-
target levels. By contrast, the war is having an adverse effect on economic growth of
uncertain severity, which could reduce inflationary pressures in the medium term.

Against this background, the ECB has begun the process of monetary policy
normalisation, starting from an extraordinarily accommodative position and under
the framework of the new strategy approved by the Governing Council in 2021, which
establishes a symmetric 2% inflation target over the medium term. The symmetry
refers to the commitment to combat deviations both above and below the target.
The medium-term orientation means that decisions will depend on inflation
expectations over a two or three-year horizon.

This framework was expressed in the forward guidance, stating that the first interest

rate increase would be conditional on expected inflation standing at 2% over an
18-month horizon and holding at 2% in the medium term, and developments in
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underlying inflation being consistent with inflation stabilising at 2% in the medium
term. Net purchases under the Asset Purchase Programme (APP) are also linked to
these conditions, with the guidance stating that interest rates will only rise some
time after the net purchases come to an end.

Giventhis strategy and inthe current context, agradual withdrawal of the extraordinary
monetary stimulus is appropriate: inflation expectations over intermediate horizons
and in the medium term stand at around 2%, underlying inflation is clearly above 2%
and there are risks of upside deviations from the projections. One benchmark that
could inform this normalisation process is the level of the natural interest rate, which
is defined as the rate that maintains inflation stable at its target level. According to
the estimates available, which are subject to much uncertainty, this interest rate is at
low levels in the euro area, hovering around or slightly above 1%. This would suggest
that, until such levels are reached, the monetary policy stance will continue to be
expansionary.

Net purchases under the pandemic emergency purchase programme (PEPP) were
discontinued in March 2022. In addition, at the Governing Council meeting in April
we announced that net purchases under the APP would end in the third quarter of
the year. In my view, given that the inflation outlook fulfils the conditions in our
forward guidance, purchases under the APP should conclude in early Q3 so that the
first interest rate increase can take place shortly after. Successive additional
increases could follow over the subsequent quarters until, for example, levels
consistent with the natural interest rate are reached, if the medium-term inflation
outlook holds close to our target.

Against a particularly uncertain backdrop, we are emphasising that interest rate
increases must be gradual. The aim is to avoid abrupt movements, which could be
particularly harmful in the current context of heightened uncertainty. If this gradual
approach is to be adopted, it is essential that inflation expectations remain anchored
and that no indirect or second-round effects arise on a scale that could jeopardise
such anchoring.

In addition, given that uncertainty, we have no pre-established guidelines for
the normalisation. We will have to fine-tune the normalisation process based
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on the incoming data. It should be borne in mind that the current uncertainty
relates to aspects of such importance for future inflation as the course of the war,
the clearing of the bottlenecks in production and international transport, the
extent to which second-round effects materialise, globalisation dynamics and
policies on energy and climate change mitigation.

We will act with total flexibility and adopt the measures needed to fulfil our mandate
and contribute to safeguarding financial stability. Along the path to a more neutral
interest rate configuration, flexibility is particularly important to preventing the
emergence of threats to the correct transmission of monetary policy throughout the
euro area. The pandemic has shown that, under stressed conditions, flexibility in
asset purchases helps to counter these threats more effectively. Within our mandate,
this flexibility will remain a key element of our monetary policy.

(iv) European policies

European policies are playing an increasingly important role in contending with
common shocks to the European Union (EU) economies as a whole. This was thrown
into relief when the pandemic broke out and Next Generation EU (NGEU) — among
other pan-European measures — was launched, making a very substantial volume of
funds available to the Member States. More recently, the importance of European
policies has also become clear as a result of Russia’s invasion of Ukraine, to which,
for example, the EU has responded collectively by imposing severe economic
sanctions on Russia.

The growing significance of European policies — as a crucial factor in economic
developments in the Member States — renders all the more important continuing to
push on with the development of the European institutional framework. In this regard,
prominent among the main initiatives that, in recent months, have aroused growing
interest in the European institutional discussion are the EU’s proposals to increase
its autonomy of decision and action in the extremely important energy, technology
and digital arenas. It is essential that, in these fields, the policies be designed and
implemented so as to minimise the risk of fragmentation within the EU and of
undesired distortions emerging. Thus, based on the experience gained with NGEU,

ANNUAL REPORT 2021 FOREWORD BY THE GOVERNOR



BANCO DE ESPANA

19

a common fiscal response to the challenges posed by the war in Ukraine would be
desirable, including pooling the government spending needed to address its effects
on the Member States’ economies.

In addition, the European Commission is currently reviewing the European fiscal
rule framework. It bears repeating that a fiscal rule framework that ensures the
sustainability of public finances is absolutely necessary for the smooth functioning
of the euro area. The fiscal discipline induced by a credible framework of rules is
essential. The reform should align the framework with the structural economic
transformations that have arisen since its creation, including the developments in
long-term interest rates and the potential growth of the economies, which are
fundamental determinants of debt sustainability. These developments, which have
been uneven across countries, together with the high disparity of the Member
States’ current budgetary imbalances, would require rules that take a more
individualised approach. The current framework also needs to be simplified, by, for
example, establishing a rule for government expenditure growth that is anchored to
the general government debt-to-GDP ratio. Its hitherto scant capacity to ensure
that countries build up fiscal buffers in good times for use in crises must also be
improved. This requires improving the design of the system of incentives governing
compliance with fiscal rules and possibly strengthening the role of independent
fiscal institutions such as AlReF.

Making headway in the expansion of the public and private risk-sharing channels in
the EU is also essential. In this regard, we need a permanent macroeconomic
stabilisation mechanism in the euro area that complements monetary policy. To do
so, it needs sufficient resources and revenue-raising and borrowing capacity.
Progress is also needed on the capital markets union agenda and in completing the
banking union, specifically ending the current deadlock over its third pillar, a
European Deposit Insurance Scheme with a risk-pooling component.

The Spanish economy: structural challenges and policies to address them

The Banco de Espafa has detailed, in various reports, the main challenges that will
influence the course of the Spanish economy over the years ahead.
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Most of the challenges facing the Spanish economy clearly pre-date the pandemic.
Examples here include the need to boost productivity growth, to correct dysfunctions
in several goods and factor markets, to make public finances more sustainable and
to address the challenges posed by population ageing, inequality and climate
change. However, others are relatively new, such as the need to adapt to an
accelerated digitalisation of economic activity and to the recent changes in
globalisation dynamics.

In any event, the scale of the challenges and their close interrelatedness call for a
comprehensive strategy of lasting and ambitious structural reforms. The Spanish
economy’s ability to follow a robust, sustained and inclusive growth path will hinge
on the economic policy response to this set of challenges.

() The challenge of boosting job creation and strengthening employment
stability

Among the challenges highlighted in Chapter 2 of this Annual Report is that of
reducing the unemployment rate and temporary employment ratio, which have been
persistently high in Spain in recent decades. Young people have been particularly
affected, with their rate of involuntary part-time employment having grown since the
global financial crisis.

Reducing this high employment instability is key, as it has adverse economic effects
in many spheres. For example, employment instability affects the accumulation of
workers’ human capital and can thus have very persistent effects on their working
lives. Furthermore, it also increases uncertainty over the future path of the incomes
of the affected workers. This not only has consequences for spending decisions, but
also for emotional well-being, the formation of new households and the birth rate.

In this setting, one of the main objectives of the labour market reform enacted in
2022 is to combat the high proportion of temporary employment. Since its approval,
permanent hiring has quickened significantly and temporary hires have slowed. It is,
however, still too early to assess the impact of the labour market reform, and any
such evaluation will have to consider multiple issues.
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Notable among them is the impact on employment because, in principle, the
reduction in temporary contracts might stem from both temporary employment
being replaced by permanent employment and from the destruction of temporary
jobs. Answering this question will require an extensive period in which to analyse job
creation and destruction dynamics.

(i) The challenge of training and increasing human capital

Increasing the educational attainment level of workers and employers is also crucial
to reducing structural unemployment, boosting productivity and fostering the
creation of higher quality jobs. Tackling this challenge is especially important at the
current juncture, given the confluence of an intense digitalisation of economic
activity, marked population ageing and various factors that may require a profound
cross-sectoral reallocation of activity.

In this regard, given the current changes in the demand for training, which are likely
to intensify in the years ahead, the education system should be flexible and provide a
decisive response. In addition, harnessing the opportunities of digitalisation calls for
increasing the population’s digital skills, especially in the case of the older generation,
those with lower educational attainment levels and those on lower incomes.

Furthermore, a comprehensive retraining strategy throughout the life cycle is key in
a setting in which society finds itself faced with marked population ageing and, at
the same time, the need to extend people’s working life.

Active labour market policies are also vital to limiting the loss of human capital
stemming from job losses. It is thus important to design an active labour market
policy system that is efficient and effective.

(i) The challenge of addressing inequality

Levels of inequality in Spain were already high before the outbreak of the pandemic
and, despite the key mitigating role played by public policy, they are likely to have
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increased as a result of the health crisis. To reduce the adverse — economic and
social — effects of high levels of inequality, public policy measures must be rolled out
and continuously assessed across a wide range of areas. Examples here include
labour market regulation and education policy, and also income and housing policies.

In particular, improving the educational attainment levels of the most disadvantaged
groups is a highly effective means of boosting their income, levelling up job
opportunities ex ante and enhancing the prospects of future generations.

As far as incomes policies are concerned, according to the findings of the
assessments required by law, further adjustments must be made to the conditions
governing eligibility for Spain’s minimum income scheme, to ensure that this
instrument can effectively fulfil its mission of eradicating extreme poverty while
avoiding undesired effects.

Steps should also be taken to reduce the adverse effects of inequality in the area of
housing affordability, which has tightened in recent years. In this respect, the draft
Law on the right to housing seeks to ease such difficulties in accessing housing,
which hit the young and lower-income households particularly hard. However, some
of the measures envisaged, such as rent control, may not have the desired effect or
may even have adverse effects in the medium term. Conversely, certain measures
that could give a significant structural boost to the supply of rented housing, such as
offering greater effective legal certainty to landlords, are absent.

(iv) The challenge of increasing firm size, facilitating cross-sector reallocation
and fostering innovation

Another major challenge for the Spanish economy is the small size of businesses,
which has a bearing on the country’s low aggregate productivity. To tackle this
challenge, it is essential to explore the various reasons why our business sector is
so skewed towards small, low-productivity firms and to mitigate the effects.

For example, as part of a strategy to stimulate business growth, smaller firms should
be helped to access a wider range of external sources of funding on more
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advantageous conditions, while the policies in support of business innovation should
be strengthened.

Another aspect where action would be desirable is the regulation of economic
activity, an area that has increased in complexity in recent decades, with a potentially
adverse impact on business dynamics and aggregate productivity.

Some recent initiatives in this area appear to be a step in the right direction, such as
the draft Law on business start-ups and growth (which seeks to boost business
start-ups and foster their expansion by improving regulations), removing barriers to
economic activity, combating business defaults and providing financial support for
business growth. Another is the reform of the Insolvency Law, which brings in
significant changes to insolvency and pre-insolvency procedures and may help
partially remedy the shortcomings of the current insolvency mechanisms. However,
looking ahead, how well these new pieces of legislation are able to significantly
mitigate the shortcomings observed in Spanish business dynamics in recent
decades will need to be carefully assessed.

(v) The challenge of fully capitalising on the roll-out of the Next Generation EU
(NGEU) programme

As highlighted in the Banco de Espafa Annual Report 2020, one of the main
challenges we face in the coming years is how to fully harness the possibilities
offered by the NGEU programme to drive a profound structural transformation of our
economy.

The short-term economic impact of the take-up of these funds in 2021 was
smaller than that included in our macroeconomic projections. Nonetheless, a
significant part of the expected economic growth for 2022 and for the next few
years crucially hinges on the potential multiplier effect on activity of the use of
the NGEU funds. In this respect, the rigorous selection of the investment projects
to be funded under the NGEU programme is one of the factors that may have the
greatest impact on maximising this impact and, therefore, the success of this
mechanism in Spain.
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Thereis also a very high degree of complementarity between the financing of investment
projects, such as those envisaged under the NGEU programme, and the implementation
of structural reforms. This is highlighted by a recent paper by the Banco de Espafia,
which illustrates how the impact of different combinations of reforms and investment
projects on the Spanish economy’s medium-term growth capacity could vary
considerably. In particular, according to the findings of the paper, if a careful selection
of NGEU projects is also accompanied by various structural reforms to ease the existing
rigidities in the product and labour markets, thereby helping to reduce the structural
unemployment rate and boost productivity, the potential growth rate of the Spanish
economy could reach around 2% by the end of that decade, nearly 1 pp higher than
under a scenario of no NGEU projects or structural reforms.

(vi) The fiscal consolidation challenge

Maintaining high levels of government debt over time is a considerable source of
vulnerability for Spain and leaves less fiscal space in the event of possible future
macro-financial shocks.

In this setting, the sustainability of Spanish public finances needs to be bolstered in
the medium term. To this end, a multi-annual fiscal consolidation plan will have to be
rigorously implemented, once the pandemic is over and the adverse economic
effects of the war in Ukraine have diminished. Although the necessary fiscal
adjustment should be carried out gradually, once the ongoing recovery trajectory of
the Spanish economy is firmly established, the definition and early communication
of this comprehensive plan — in which all tiers of general government should
participate — would be desirable, as this would help boost confidence and certainty
about Spanish economic policies. Such confidence is particularly important in the
context of monetary policy normalisation and consequent tightening of financial
conditions in which we find ourselves.

As part of this plan, general government expenditure policies must be subject to an
exhaustive review, with two essential aims: to increase the efficiency of each budget
item and to optimise the distribution of public expenditure between items in order to
promote more robust and equitable economic growth.
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Similarly, a comprehensive review of the Spanish tax system is needed to ensure that the
different taxes meet their goals in the most efficient and most effective manner possible.

As regards the pension system, on the estimates available, which include the latest
measures adopted in this area, fresh future actions will be needed on either the
revenue or the expenditure side, or on both sides, to cater for the growth in pension
expenditure stemming from population ageing.

In this respect, in recent years the Banco de Espafa has been pointing to the need
to strengthen the link between contributions made and benefits received — while
ensuring a sufficient level for the most vulnerable households — and to launch a
rigorous debate to address the level of benefits the system should provide and the
question of how the revenue required to fund those benefits can be raised.

Moreover, the consequences of the reforms envisaged in terms of redistribution and
intergenerational equity must be analysed, to ensure that any adjustments to the system
do not fall disproportionately on specific population groups, such as the retired
population or future cohorts of workers. The system should also be made more
transparent and easier to plan for, to offer greater certainty to the population and
facilitate decision-making as regards saving, work and retirement. In this respect,
automatic adjustment mechanisms could possibly be introduced, to adapt certain
pension system parameters to changes in demographic and economic dynamics.

(vii) The challenge of the fight against climate change and the green transition

The fight against climate change and the transition towards a more sustainable
economy are, without doubt, the most significant challenges facing Spain.

As Chapter 4 of this Annual Report highlights, resolutely addressing this challenge
will entail a profound structural change in our economic growth model that will have
very important implications for almost all areas of activity. This transformational
process will also foreseeably have a very unequal impact on Spain’s different regions,
industries, firms and households, and it may affect some more vulnerable households
and firms more severely.
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In this green transition, governments have a leading role to play. Essentially, through
green taxation, the roll-out of compensatory measures to temporarily mitigate the
transition costs for the most vulnerable groups, public investment and regulation of
economic activity.

Once again, a comprehensive European response to address the global challenge of
climate change would be more effective and more efficient. In particular, not only
through tax coordination, but also through the creation of a common European
financial instrument that facilitates the large-scale common investments needed to
meet the net zero emission targets and dispel the climate-related risks, regardless
of the fiscal space available in each country.

Naturally, both the financial system and central banks — each within their respective
competences — also have a contribution to make to the green transition. In this
respect, from the standpoint of the Eurosystem in general, and of the Banco de
Espafa in particular, one priority at present and in the more immediate future is to
make headway, in conjunction with the financial system, in incorporating climate
considerations into the operating frameworks of monetary policy, financial stability,
supervision and regulation.

Banking sector challenges

Complementary to this Annual Report, our Financial Stability Report published in
May analyses the situation of the Spanish banking sector in depth.

The sector is facing the shock caused by the Russian invasion of Ukraine, in a setting
in which its resilience remains generally high, returns have recovered their pre-
pandemic levels and lending has normalised.

Yet the war in Ukraine entails new risks to financial stability. Although Spanish banks
have very little direct financial exposure to Russia and Ukraine, the indirect effects
of the war may be significant. Particularly through its impact on households and
firms, especially for those experiencing a slower or tardy recovery from the pandemic
and whose solvency may now have worsened.
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Thus, in the business sector, although the recovery in sales and the more moderate
debt growth in 2021 have prompted an improvement in businesses’ overall financial
situation, on average this continues to be more vulnerable than before the pandemic.
In the sectors hardest hit by the pandemic, the percentage of highly indebted firms'
is 7 pp higher than in 2019.

In the case of households, the favourable course of the labour market and household
income is also helping them to recover their economic-financial situation. In any
event, in the top net wealth decile, although the debt-to-asset ratio has fallen, debts
continue to be some 50% higher than asset values, indicating the extent of this
group’s financial vulnerability.

Against this backdrop, lending in Spain fell slightly in 2021. Firms’ demand for
credit was lower, as they faced lower liquidity needs than in 2020, but this was
largely offset by stronger lending to households, especially in the loans for house
purchase segment.

In turn, non-performing lending to the resident private sector fell by 5.4% in 2021, to
€49.3 billion, a larger drop than in 2020 but well below those recorded in the pre-
pandemic years. Despite this favourable NPL performance, there is still some latent
credit portfolio deterioration. Loans with significant increase in credit risk since initial
recognition (Stage 2 loans) continued to grow at high rates in late 2021 (by 14% year-
on-year). Forborne loans also rose by 14% (compared with a fall of 9% in 2020),
owing to the sharp growth in the non-financial corporate sector and among sole
proprietors.

Vulnerability is highest among the sectors sensitive to the effects of the pandemic
and to the rising energy costs; at December 2021, almost 24% of their loans were
either non-performing or Stage 2 exposures. Indeed, credit exposures with some
sign of impairment may be most vulnerable to the materialisation of risk in the present
setting. Accordingly, careful monitoring is needed, together with early and correct
recognition of potential losses.

1 Firms are defined as being highly indebted if their ratio of net debt / (gross operating profit + financial revenue) is
higher than 10 or if they have positive net financial debt and zero or negative earnings.
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The Spanish banking sector’s consolidated income improved substantially in 2021,
following the poor 2020 figures. The main determinant of the improvement in ordinary
income was the decline in impairment losses on financial assets. Moreover, the CET1
capital ratio held relatively steady in 2021, after increasing in 2020, so the health crisis
has not lessened the banking sector’s overall capacity to absorb unexpected losses.

The stress tests conducted by the Banco de Espafia show that the banking sector
maintains its correct aggregate resilience to the macro-financial risks identified in
the present setting, albeit very unevenly across banks. Even so, there would be
some capital charge under the most extreme scenarios. Accordingly, close
monitoring of financial developments in the sector is required, together with prudent
and forward-looking behaviour by the banks themselves.

These short and medium-term challenges must not allow us to overlook the need to
address the structural challenges that the banking sector was already facing before
the onset of the pandemic and the Russian invasion of Ukraine. In particular, the
need for capacity adjustment, as well as the growing competition from technology
firms and the potential negative effects associated with climate risks.

Lastly, crypto-assets, which are digital representations of value and rights based on
distributed ledger technology, are an area of financial innovation that is growing fast.
Despite their potential for offering lower transaction costs, greater interoperability
and greater competition, and although they are still small and their degree of
interconnectedness with the more traditional financial markets is still limited, their
rapid development poses significant risks if it is not conducted safely within a
regulatory framework that will mitigate the potential risks. These include market,
liquidity, operational, reputational and, above all, conduct risks vis-a-vis users owing
to the lack of transparency and regulation in this field. In short, an upscale in these
markets could pose systemic risks.

Conclusions

A reminder, to conclude this foreword to the Annual Report, that the Spanish
economy is immersed in a highly uncertain environment, the structural challenges
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ahead are enormous, and that the fact that these challenges are closely
interconnected signifies that a comprehensive strategy of ambitious and lasting
reforms is required. Only a resolute economic policy response to the multiple short,
medium and long-term challenges facing the Spanish economy will enable us to
follow a robust and sustained growth path that offers opportunities for all in the
coming years. This response must also be long-lasting and thus requires a broad
political and social consensus. The new uncertainties generated by the war in
Ukraine and the persistent uncertainties stemming from the pandemic - two
absolutely extraordinary events — demand no less.

Pablo Hernandez de Cos

Governor of the Banco de Espana

Foreword to the Annual Report 2021.

18 May 2022.
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AN INCOMPLETE RECOVERY AMID UNCERTAINTY: FROM THE PANDEMIC TO THE RISE IN INFLATION
AND THE OUTBREAK OF WAR

CHAPTER 1

e The recovery in activity that began in the summer of 2020, after the most acute phase of the pandemic had passed,

continued in 2021 and early 2022.

However, the recovery was incomplete and is shrouded in uncertainty. In particular, economic activity has been held

back by the successive waves of the pandemic, the emergence of disruptions in global supply chains, the sharp rise

in inflation and, in 2022, the war in Ukraine.

e The economic revival has, moreover, been uneven across geographical areas and sectors. The notable cross-
country differences in the extent to which pre-crisis GDP levels have been regained are largely explained by the
productive system (in terms of the importance of the sectors most exposed to social interaction and to global supply
chains), differential access to vaccines and the different capacity of economic policies to provide support.

The United States exceeded pre-pandemic levels of activity in 2021 H1. However, in the euro area overall this did

not happen until the end of the year. In the emerging market economies the economic recovery has generally been

held back by the relative delay in the vaccination process.

International goods trade, which had already surpassed pre-pandemic levels by end-2020, has performed somewhat

differently across regions. It grew relatively modestly in the major advanced economies, where the industries most
affected by global production chain disruptions account for a larger share of the productive system. In Europe, trade

was also marked by the United Kingdom'’s exit from the single market.

Since the beginning of 2021, the increase in commodity prices and the disruptions in supply chains have led to a

surprisingly steep and persistent upturn in inflation across all geographical areas. The war in Ukraine has exacerbated

these inflationary pressures, whose causes are analysed in Chapter 3 of this report.

Expectations of a faster-than-anticipated withdrawal of monetary stimuli in response to the uptick in inflation and

higher risk aversion following the outbreak of the war in Ukraine have tightened global financing conditions since the

beginning of 2022, particularly in the emerging markets.

on-quarter rate of 0.3%, considerably slower than in 2021 Q4 (2.2%).

The Spanish economy’s GDP grew by 5.1% in 2021 overall. Output continued to grow in 2022 Q1, albeit at a quarter-

e That said, in 2022 Q1 economic activity in Spain stood 3.4 pp below the pre-pandemic level, while, in the euro area

as a whole, GDP stood 0.4 pp above its pre-crisis level.

e From the standpoint of the components of demand, Spain’s straggling recovery is attributable to services exports,

private consumption and residential investment.

e From the sectoral standpoint, the gap between Spain and the rest of the euro area is mainly indicative of the Spanish
economy'’s specialisation in the sectors hardest hit by the pandemic (particularly those relating to tourism). In

addition, these sectors have performed less favourably in Spain than in the euro area as a whole.

e In any event, over the course of 2021 there was an intense shift in the strength of activity across sectors in Spain. In
particular, activity in the hospitality and leisure sectors became more dynamic as vaccination enabled the pandemic

containment measures to be lifted.

e In turn, supply difficulties affecting certain inputs and their rising cost moderated the recovery in industry and

construction in 2021 H2.

e By demand component, household consumption recovered significantly, but not enough to return to pre-pandemic

levels, against a backdrop of a declining, albeit still relatively high, saving rate.

e The relatively high growth of private productive investment was dampened by several factors, including the

persistence of pandemic-related uncertainties, bottlenecks and rising energy costs.

e External demand contributed positively to GDP growth. Tourism exports recovered gradually but robustly as
international travel restrictions were eased. By contrast, the momentum of goods trade flows was constrained by

the bottlenecks.

e Public finances continued to show a considerable imbalance in 2021, although the deficit was reduced significantly.
In particular, public expenditure growth moderated due to the reduction in pandemic-related outlays. Government
receipts were more buoyant than suggested by developments in the macroeconomic variables proxying their tax

bases.
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The recovery in employment was particularly vigorous throughout 2021, albeit with notable differences across
sectors. At the beginning of 2022 it has shown some incipient signs of waning.

As in other geographical areas, consumer prices have accelerated sharply since the start of 2021. Most of the
increase in inflation is attributable to higher energy prices but, more recently, the pace of inflation in the other
components has also increased.

In any event, the pass-through of the higher cost of inputs to non-energy prices has been incomplete to date.

The war in Ukraine has further driven up energy prices and has exacerbated some of the distortions in global value
chains. This could lead to inflation becoming more persistent, with the ensuing risk of the emergence of the price-
wage feedback loop known as second-round effects.

Financing conditions, which remained comfortable throughout 2021, began tightening in the early months of this
year.

The direct effects of the war in Ukraine on Spanish foreign trade should be moderate, given the likewise small size
of the bilateral trade flows with Russia and Ukraine.

However, the indirect effects will foreseeably be significant.

Specifically, the war will adversely affect activity in Spain through an additional increase in commodity prices (with
the added risk of the supply of one or more of these inputs being interrupted), its impact on the confidence of
households and firms, the impairment of world trade and a tightening of financing conditions.

Accordingly, the war can be expected to delay the gradual recovery that was under way in the Spanish economy.

The Banco de Espana’s latest projections, of April 2022, envisage GDP growth of 4.5% in 2022 and inflation of 7.5%
in annual average terms.

The information that became available after the publication of these projections, which includes lower-than-expected
GDP growth in Q1, would, in the absence of any additional considerations, point to a downward revision of the GDP
growth rate expected for this year overall. Moreover, on the price side, the new data point to sharper increases in
the non-energy component than envisaged in the April projections.

In any event, the outlook for the Spanish economy — and for our European peers — in the coming quarters is subject
to extraordinary uncertainty, affected by a very broad range of macro-financial, geopolitical and health aspects of
varying severity.

Economic policies continued to provide very considerable support to activity in 2021, both globally and in Spain. Yet
the persistence and intensification of the upsurge in inflation meant that, over the course of last year, some of these
economic policies began shifting towards normalisation.

Against this background, in recent months the European Central Bank has been moving in the direction of monetary
policy normalisation, emphasising that, in an extraordinarily uncertain setting and provided that euro area medium-
term inflation expectations remain anchored around its 2% target, its monetary policy response will depend on the
performance of economic indicators, in addition to being gradual and maintaining all the optionality and flexibility
provided by its various instruments.

At the domestic level, the furlough schemes and the ICO guarantee facilities have been effective in promoting the
return to work and mitigating the impact that restrictions on activity had on firms’ liquidity. The direct assistance
scheme for SMEs seems to have contributed to reducing a small part of the solvency problems faced by these firms
as a result of the health crisis.

Following the outbreak of the war, fiscal policy must once again seek to minimise the adverse economic and social
effects of a damaging, exogenous shock. In any event, it is imperative that the measures deployed in this connection
to support households and firms be targeted at the most vulnerable groups and be temporary.

Beyond the fiscal policy response, an incomes agreement between social partners in our country would help avoid
a spiral of price and cost increases, which would only exacerbate the harmful effects of the current inflationary
episode and the war in Ukraine. In particular, under such an arrangement, firms and employees would agree to
share the inevitable loss of income in the national economy that higher commodity import prices entail.
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THE SPANISH ECONOMY: BETWEEN OVERCOMING THE PANDEMIC AND THE UNCERTAINTY CAUSED BY THE WAR

IN UKRAINE

SOURCE: Banco de Espafia.

ﬁ : KEY DEVELOPMENTS

Economic activity in Spain was influenced by
epidemiological developments and the measures to
contain the disease, which hindered its recovery,
particularly in the services sector.

Progress in the vaccination campaign raised hopes that
the health crisis would be overcome and, therefore, that
a more vigorous recovery in activity would be seen in
the second half of the year, underpinned by favourable
employment developments.

The lifting of the containment measures was conducive
to the sectoral shift of activity towards services.
However, the supply chain disruptions and rising
commodity prices, particularly of energy commodities,
hampered the recovery in manufacturing.

Uncertainty over the duration of the inflationary
pressures and the bottlenecks, together with the new
variant of the virus, threatened the recovery path in the
final stages of the year. By contrast, expectations of a
possible release of the built-up savings and of the
rollout of NGEU funds suggested activity would be
buttressed somewhat.

The recovery regained momentum in the initial weeks of
the year thanks to the improving epidemiological
situation and some timid signs of the bottlenecks
clearing. However, the invasion of Ukraine has entailed,
though various channels, a new shock to economic
activity and prices: a fresh rise in commodity prices,
private agents losing confidence and a slowdown in
international trade.

The war has generated considerable uncertainty, with
risks to the downside for activity and to the upside for
inflation.

ECONOMIC POLICIES

Monetary and fiscal policies provided crucial support to
activity in the face of fresh waves of the pandemic,
although the vaccine roll-out raised the prospect of their
progressive normalisation.

The process of monetary policy normalisation began,
due to the increase in inflation, although the broadly
expansionary stance remained.

Monetary policy must be guided by the price stability
mandate and not overreact to developments in the more
volatile components.

Fiscal policy must mitigate the adverse effects of the
new shock, but selectively given its scant room for
manoeuvre (particularly in Spain). An incomes
agreement would be highly desirable.
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In this extraordinarily uncertain time, the performance of activity in Spain over the coming quarters will be chiefly
determined by overcoming the COVID-19 health crisis, how the war in Ukraine unfolds and the degree of persistence
of the current inflationary episode.

However, over a longer time horizon, the outlook for the Spanish economy will be shaped by a set of tremendous
structural challenges.

This chapter presents the main structural challenges facing the Spanish economy over the years ahead and some
of the economic policy levers available for tackling them.

The Spanish economy’s ability to follow a robust, sustainable and inclusive growth path in the medium and long
term will hinge on the economic policy response to this set of challenges.

In this respect, the scale of these challenges and their close interrelatedness call for a comprehensive strategy of
lasting and ambitious structural reforms.

In recent decades, Spain’s unemployment rate and temporary employment ratio have, on a persistent basis, been
significantly higher than the average of the euro area economies.

Young people have been particularly affected, with their rate of part-time employment having grown since the global
financial crisis.

High instability affects the accumulation of workers’” human capital and can thus have very persistent effects on their
working lives.

Employment instability also affects uncertainty over future income. Greater uncertainty has direct consequences for
spending decisions, but also for emotional well-being, the formation of new households and the birth rate.

In a setting like the present one, in which new forms of employment are emerging, it is even more important to
address the challenges posed by employment instability, such as the challenge posed by digital commerce
platforms. Although these new forms of employment have developed relatively quickly, very little is as yet known
about their relative importance or their implications.

One of the main objectives of the labour market reform enacted in 2022 is to combat the high proportion of temporary
employment.

In recent months, permanent hiring has quickened significantly, and temporary hires have decreased. It is, however,
early to assess the impact of the labour market reform, and any such evaluation will have to consider numerous issues.

Notable among them is the impact on employment because, in principle, the reduction in temporary contracts might
stem from both temporary employment being replaced by permanent employment and from the destruction of
temporary jobs. Answering this question will require an extensive period over which to analyse job creation and
destruction dynamics.

Increasing the educational attainment level of workers and employers is crucial to reducing the level of structural
unemployment, boosting productivity and fostering the creation of higher quality jobs.

The education system should be adapted to provide a decisive response to the current changes in the demand for
training, which are likely to intensify in the years ahead.

Harnessing the opportunities of digitalisation calls for increasing the population’s digital skills, especially in the case
of the older generation, those with lower education attainment levels and those on lower incomes.

A comprehensive sKill recycling strategy throughout the life cycle is key in a setting in which society finds itself faced
with marked population ageing and, at the same time, the need to extend people’s working life.

Active labour market policies are also vital for limiting the loss of human capital stemming from job losses. It is
important to design an active labour market policy system that is efficient and effective.
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COMPREHENSIVE STRUCTURAL REFORM STRATEGY

PROMOTE A SUSTAINED INCREASE
IN THE SUPPLY OF RENTAL HOUSING

ENCOURAGE For example:
BUSINESS - Regulatory improvements to
GROWTH AND increase legal certainty
FACILITATE SECTORAL Great bli "
REALLOCATION - (areater public policy

emphasis on the provision of
For example: public rental housing
- Review of the regulatory framework
and judicial system
- Review of SME financing
options
INCREASE
HUMAN CAPITAL

For example:

4

- Adaptation of the Spanish educational
system to changes in the economy

- Lifelong learning for workers

COMPREHENSIVE
STRATEGY OF
AMBITIOUS AND
LASTING
STRUCTURAL
REFORMS

INCREASE TECHNOLOGICAL
CAPITAL

For example:

- Review of R&D& tax incentives

- Strengthening of the role of venture
capital firms in financing

N

B
DRIVE STABLE EMPLOYMENT oos

For example:

- Make permanent contracts more
attractive STRENGTHEN
ACTIVE LABOUR

MARKET POLICIES
For example:

- More tailor-made
guidance and training for
the unemployed

- Assessment of active policies, in
collaboration with the academic
community

SOURCE: Banco de Espanfa.

ROLL OUT POLICIES
THAT MITIGATE INCOME
INEQUALITY

For example:

- Exhaustive review of the
effectiveness of social transfers

- Ongoing assessment of the impact
of and eligibility criteria for the
minimum income
scheme

BOLSTER THE SUSTAINABILITY
OF THE PUBLIC PENSION SYSTEM

For example:

<&

- Rigorous debate on the desired level
of benefits and resources needed to
fund them

- Strengthening of the link between
contributions made and benefits
received, and greater
transparency

T THE EMPLOYABILITY

OF OLDER WORKERS
For example:
- Improvement of their digital skills
- Promotion of more flexible working

conditions for these workers

e | evels of inequality in the Spanish economy were already high before the outbreak of the pandemic and, despite the
key mitigating role played by public policy, are likely to have increased as a result of the health crisis.

¢ To reduce the adverse (economic and social) effects of high levels of inequality, public policy measures must be
rolled out and continuously assessed across a wide range of areas.

e Improving the educational attainment levels of the most disadvantaged groups is a highly effective means of
boosting their income, levelling up job opportunities ex ante and enhancing the prospects of future generations.
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As far as incomes policies are concerned, further adjustments must be made to the conditions governing eligibility
for Spain’s minimum income scheme (MIS) to ensure that this instrument can effectively fulfil its mission: to eradicate
extreme poverty.

Steps should also be taken to reduce the adverse effects of inequality in the area of housing affordability, which has
tightened in recent years, for both home ownership and rentals.

The Draft Law on the right to housing seeks to ease such difficulties in accessing housing, which hit the young and
lower-income households particularly hard.

However, this draft Law overlooks certain measures that could give a significant structural boost to the supply of
rented accommodation.

The small size of Spain’s businesses is one reason behind the country’s low aggregate productivity.

It is essential to explore the various reasons why the Spanish business sector is so skewed towards small, low-
productivity firms and to mitigate the effects.

Many of the initiatives that could be rolled out to foster business growth would also facilitate innovation and the
processes to reallocate activity across sectors and firms that the Spanish economy will in all likelihood have to face
in the coming years.

One aspect requiring action is the regulation of economic activity, an area that has increased in complexity in recent
decades, with a potentially adverse impact on business dynamics and aggregate productivity.

The Draft Law on business start-ups and growth and the Draft Law on developing the ecosystem of emerging
businesses represent a step forward in boosting business start-ups and fostering their expansion by improving
regulations, removing barriers to economic activity, combating business defaults and providing financial support for
business growth.

Meanwhile, the reform of the Insolvency Law brings in significant changes to insolvency and pre-insolvency
procedures and may help partially remedy the shortcomings of the current insolvency mechanisms. Nonetheless,
the extent to which some of the new procedures will be effective is unclear.

The rigorous selection of the investment projects to be funded under the NGEU programme is one of the factors that
may most influence the success of this mechanism in Spain.

Some possible improvements to the design of public tenders in a bid to fully harness the transformational impact of
the NGEU programme have been proposed by the Banco de Espana.

In particular, as part of the criteria for assessing the merits of bids, preference could be given, among solvent,
equally productive projects, to those of businesses that find it hardest to access external finance, since some recent
studies suggest that this would generate a larger multiplier effect.

There is a very high degree of complementarity between the financing of investment projects, such as those
envisaged in the NGEU programme, and the implementation of structural reforms.

A recent paper by the Banco de Espafa illustrates how the impact of different combinations of reforms and
investment projects associated with the NGEU programme on the Spanish economy’s growth capacity in the
medium term could vary considerably.
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MAIN ACTIONS PROPOSED IN THE SPANISH RECOVERY, TRANSFORMATION AND RESILIENCE PLAN (a)

Tax reform (based
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SOURCE: Banco de Espana, drawing on the Recovery and Resilience Facility Operational arrangements between the European Commission
and Spain.

a Reforms already completed are in green, while pending reforms are in yellow.

e The necessary and resolute response of fiscal policy to the COVID-19 crisis gave rise to a substantial deterioration
in public finances in 2020.

e The general government budget balance improved in 2021, albeit largely owing to the cyclical performance of
activity. Accordingly, from a structural standpoint, public finances remain highly vulnerable.

To bolster the sustainability of Spanish public finances, a multiannual fiscal consolidation plan will have to be rigorously
implemented, once the pandemic is over and the adverse economic effects of the war in Ukraine have diminished.

General government expenditure policies must be subject to an exhaustive review, with two essential aims: to
increase the efficiency of each budget item and to optimise the distribution of public expenditure between items in
order to promote more robust and equitable economic growth.

Education and public investment expenditure, two budget items that are essential to drive economic growth and
reduce inequality, account for a lower share of Spain’s general government accounts than that observed in the
European Union overall.

As regards the pension system, on the estimates available, which include the latest measures adopted in this area,
fresh future actions will be needed on either the revenue or the expenditure side, or on both sides, to cater for the
growth in pension expenditure stemming from population ageing.

e On the revenue side, a comprehensive review of the Spanish tax system is needed to assess whether, overall, the
different taxes meet their goals in the most efficient and most effective manner possible.

e The academic literature suggests that shifting the burden of taxation from income to consumption yields potential
efficiency and equity gains.

e Any reorganisation of the Spanish tax structure should include a review of the tax cost associated with the
consumption tax relief measures.

e The ambitious environmental goals assumed by Spain point to the need to introduce new tax measures in energy,
hydrocarbons and transport.

Moreover, the growing digitalisation and globalisation of economic activity require greater international coordination
and harmonisation of the tax system.

The White Paper for the Reform of the Tax System, published in March, presents a diagnosis of the Spanish tax
system and proposes a raft of measures for a future reform of the system.
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European policies are playing an increasingly important role in addressing shocks that affect the EU economies
overall, such as the pandemic and, more recently, the war in Ukraine.

The growing importance of European policies — as an essential factor in Member States’ economic activity — means
that it is now more important than ever to continue making firm progress to strengthen the European institutional
framework.

Recent trade and geopolitical developments have increased the relevance of the EU’s open strategic autonomy
agenda. Policies in this area need to be designed and implemented so as to minimise the risk of fragmentation
within the EU and undesired distortions.

The European Commission is currently reviewing the European fiscal rule framework.

This reform should take into account the magnitude and disparity of the Member States’ current budgetary
imbalances, which could require a more individualised approach and a reconsideration of the government debt
levels that serve to anchor the SGP in the medium term.

The new European fiscal governance framework should be completed with a number of elements to expand the
risk-sharing channels, enabling the risk of financial fragmentation to be reduced and new common investment
needs to be financed.

In addition to expanding public risk-sharing channels, risk pooling among private agents needs to be fostered. To
this end, the financial architecture of the European and Monetary Union needs to be completed. In particular,
progress is needed on the capital markets union agenda and the banking union must be completed.
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Since early 2021 inflation has trended upwards globally and has recently reached rates not seen for several decades.

Various factors lie behind this surge in inflation. While global factors are prominent among them, some more
idiosyncratic reasons explain why this episode is particularly uneven across the world’s major economies.

Although the increase in energy prices is a key factor in the recent surge in inflation rates in the advanced economies,
in recent months the price increase has gradually spread to other goods and services and has been reflected in
agents’ medium and long-term inflation expectations.

The potential materialisation of indirect effects (whereby higher energy costs are ultimately passed through to the
price of other goods and services) and of second-round effects (whereby a rise in inflation leads to greater wage
increases, which in turn are fed through to product prices) might lead the current inflationary episode to persist.

Beyond the adverse impact that this episode has already had on the main macroeconomic variables, it is having a
very uneven impact on different types of Spanish households and firms.

The current inflationary pressures are primarily due to the increase in commodity prices and the fact that demand
in the major world economies (underpinned by highly expansionary monetary and fiscal policies) has recovered
more strongly from the impact of the COVID-19 pandemic than supply (affected, among other factors, by global
value chain bottlenecks).

More recently, geopolitical tensions deriving from the Russian invasion of Ukraine at end-February are contributing
to a further rise in commodity prices, particularly energy and food prices.

Quantitatively, it is estimated that, in recent quarters, rising commodity prices have been the main factor behind the
increase in prices. In any event, the vigorous recovery in demand has also played a very important role in these
inflation dynamics, especially in the United States, while bottlenecks have had a particularly acute impact on inflation
in the euro area.

Despite the eminently global nature of the drivers of the inflationary episode, its impact is proving uneven across the
main advanced economies, depending on various factors.

Specifically, once the most severe phase of the pandemic was over, demand recovered particularly vigorously in the
United States. This has resulted in stronger and earlier underlying inflationary pressures there.

By contrast, the increase in energy prices is hitting the euro area - especially Spain - harder. This is largely due to
the greater share of fuels and electricity in these economies’ consumption baskets and also to the depreciation of
the euro over recent months.

While energy and food continue to explain most of the current inflation rates, in recent quarters the rise in prices has
gradually spread to other consumer items.

Specifically, the proportion of the items in euro area households’ typical consumption basket with inflation rates of
over 2% has risen from somewhat less than 30% in June 2021 to 80% in March 2022. In the same period this
percentage has increased from 25% to 65% in the Spanish economy.

Medium and long-term inflation expectations have also risen. This increase has been sharper in the United States
than in the euro area, where in April 2022 inflation expectations remained anchored to the ECB’s medium-term
inflation target of 2%.

After the persistent upward surprises to price dynamics over the course of 2021, the war in Ukraine has triggered a
further upward revision to the short-term inflation forecasts.

Despite these stronger inflationary pressures in the short term, analysts continue to expect that inflation rates will
ease in the medium term. In any event, these forecasts are subject to considerable uncertainty.

Undoubtedly, price dynamics in coming quarters will hinge decisively on the magnitude and the persistence of the
disruptions that the war in Ukraine may entail for economic activity, commodity prices and global production chain
bottlenecks overall.
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However, other factors may also significantly determine the persistence of the current inflationary episode.
Particularly prominent among these factors are the indirect and second-round effects on inflation that may stem
from the latest price increases and the economic policy response.

The rises that have already been observed in the prices of many goods and services could trigger further inflationary
pressures in the future via indirect effects.

How long the price dynamics persist will also depend on the intensity of the potential second-round effects.

The longer persistence of the inflationary shock makes it more likely that second-round effects will materialise.
These second-round effects would be likelier to emerge and more acute were the medium-term inflation expectations
to become de-anchored.

The current inflationary episode amounts to an adverse shock to the terms of trade of Spain and the main euro area
countries, which are net importers of energy and other commodities.

Against this background, it is vital that significant indirect and second-round effects be avoided, given that an
adverse shock to terms of trade has a greater impact on GDP and employment when such effects materialise.

In Spain, an incomes agreement between social partners would help avoid a spiral of price and cost increases,
which would only exacerbate the harmful effects of the current shock.

The asymmetric impact of the current shocks on workers, firms and sectors must be considered when determining
the specific features of this incomes agreement. It would also be desirable to avoid arrangements that automatically
link wages to past inflation or indexation clauses.

The incomes agreement should likewise include multi-year commitments relating both to wage increases and to job
protection. In addition, these wage guidelines should be accompanied by explicit profit margin moderation commitments.

The fiscal policy response is key to mitigating the effects of the current adverse shock on the hardest-hit households
and firms, while simultaneously preventing its persistence over the medium term.

With this dual aim, the fiscal policy response should focus on temporary compensation measures targeting the most
vulnerable households and firms.

Meanwhile, central banks must continue the process of normalising their monetary policy and avoid a de-anchoring
of inflation expectations from their target over the medium term.

In the current extraordinarily uncertain setting, the ECB has emphasised that its monetary policy response will
depend on the performance of economic indicators, in addition to being gradual — provided that euro area medium-
term inflation expectations remain anchored around its 2% target — and maintaining all the optionality and flexibility
provided by its various instruments.

The increase in prices affects households differently depending on, among other aspects, household structure, age,
education, income and net financial position.

The inflation rate in recent months for lower-income households (bottom quartile) is estimated to be 1.2 pp higher
than for higher-income households (top quartile). This owes to staple goods (food, electricity, gas and other fuels),
whose prices have recently risen comparatively more sharply, accounting for a larger share of the former’s
consumption basket.

Households where the reference person was older than 65 faced inflation 1 pp higher than the rest. This gap is
mainly due to the higher inflation experienced by the lower-income households within this group.

Some of the measures approved in recent months would have an impact on these distributional effects of inflation.
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The impact of the inflationary episode is also highly uneven across sectors, depending mainly on how energy-
intensive they are.

The impact of higher energy prices on firms’ costs is also magnified by sectoral linkages.

According to the simulations conducted by the Banco de Espafia, the most affected sectors in the Spanish economy
would be air transport, land transport, basic metals and shipping.

e These developments will foreseeably lead to a deterioration of some firms’ economic and financial situation. In
particular, according to Banco de Espafna estimates, in 2022 the share in employment of firms with negative
profitability would rise by more than 3 pp. However, this increase would stand at more than 6 pp in several sectors
of activity.

In addition, within each sector, smaller firms are relatively more reliant on energy inputs, making them more
vulnerable to the current inflationary pressures.

INFLATION: STRUCTURAL DETERMINANTS BEFORE AND AFTER THE PANDEMIC

THE MAIN STRUCTURAL FACTORS THAT COULD SHAPE PRICE DYNAMICS...

|
Population Digitalisation Globalisation |  Population Accelerated Possible Green transition
ageing in of activity of activity | ageingin a digitalisation reshoring
developed more advanced of activity of activity
economies | phase and in

emerging market
|  economies
1

...ALBEIT WITH A HIGHLY UNCERTAIN QUANTITATIVE AND QUALITATIVE IMPACT

In all of these factors, certain aspects entail greater inflationary pressures, while others have the opposite impact

— For example, digitalisation could increase productivity (and exert downside pressure on prices), but could also cause structural changes
in markets that result in certain firms enjoying wider margins

A distinction should be drawn between impacts on relative prices and impacts on the aggregate inflation rate

— For example, the household consumption basket changes with age, which causes relative prices to shift. At the same time, the saving
rate is higher in an ageing society, which exerts downside pressure on the inflation rate

A distinction should also be drawn between short-term impacts and long-term impacts

— For example, the fight against global warming could generate strong inflationary pressure during the transition process, but these could
ease significantly in the medium and long term once a green technological change materialises and renewables become more efficient

SOURCE: Banco de Espafia.
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The fight against climate change and the transition towards a more sustainable economy is one of the most
important challenges facing Spain.

The assessment of the economic impact of the various physical and transition risks associated with climate change
is subject to enormous uncertainty.

Nevertheless, there seems to be a certain consensus as to the high costs of not adjusting the current path of GHG
emissions and the advantages of an orderly adjustment.

In view of the magnitude of the climate challenge, all economic policies and agents need to contribute very actively
to the green transition.

Further progress in the fight against global warming will require greater international coordination, while taking into
account the specific development conditions of each country.

Having more high-quality harmonised environmental information is vital if the public policies that will pave the way
for the green transition are to be designed correctly. Yet it is also essential for the financial system, to enable
investors, credit institutions and central banks to adequately assess both their and other economic agents’ exposure
to the different climate-related physical and transition risks.

There is consensus among the scientific community that the Iberian Peninsula could be significantly affected by the
physical risks associated with climate change, and that this impact would be highly uneven across regions.

In recent years, similarly to other European economies, Spain has made very significant commitments on the
environment.

Meeting the proposed targets will be an enormous transformational challenge for the Spanish economy overall in
the coming years.

However, beyond the aggregate economic effects that may stem from the fight against climate change, this process
will foreseeably have a very uneven impact across regions, sectors, businesses and households.

In particular, there is evidence to suggest that the physical and transition risks linked to global warming may precisely
affect some of the most vulnerable households and firms more severely.
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THE ASYMMETRIC IMPACT IN SPAIN OF THE PHYSICAL AND TRANSITION RISKS ASSOCIATED WITH COMBATING GLOBAL

WARMING

The Iberian Peninsula could be significantly affected by the physical risks linked to climate change:
— This impact would be highly uneven across regions.
— For example, lower rainfall in the southern part and greater water stress in the south east.

The impact of the green transition will be very uneven at sectoral level:

— Manufacturing, agriculture, transport and electricity and gas supply are the most GHG emitting productive
activities in Spain.

— That said, the exposure of a particular sector to climate change does not only depend on its direct GHG
emissions but also on its energy intensity and its links to other sectors.

Climate change and the green transition will affect different types of firms unevenly:

— Within each sector, smaller firms seem to be less prepared for climate challenges; many of them have still
not assessed the impact these challenges may have on them.

— Among the main risks associated with the green transition identified by firms, higher inflationary pressures
and greater administrative burdens (linked to new disclosure requirements) stand out.

The impact of the physical and transition risks may vary considerably from one person to another:

— The foreseeable increase in the prices of more polluting goods and services over the coming years will
probably have a greater impact on lower-income households, those whose household reference person is
aged 35-45, those residing in rural areas, those with a lower level of education and larger households.

— It would be desirable for public policies to have mechanisms to compensate, temporarily, the most
vulnerable households in each of these groups.

SOURCE: Banco de Espana.
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Governments have a leading role to play in the green transition, as they have the necessary democratic legitimacy
to establish the roadmap and also the most suitable set of instruments to achieve the proposed climate targets.

Green taxation is the most efficient means of ensuring that economic agents internalise the climate-related
consequences of their decisions. In this respect, green taxes in Spain, which consistently raise a lower share of
revenue than in the group of EU economies, must be strengthened and their design improved.

If used efficiently, the revenue raised by higher environmental taxes could significantly reduce the transition costs for
the economy overall.

Public investment and subsidies to encourage private investment are also key levers for driving the green transition.
In this respect, fully harnessing the transformational capacity of the NGEU programme in Spain is vital, with a
rigorous selection of the investment projects to be funded and roll-out of an ambitious structural reform package.

Compensatory measures must be deployed to ease the markedly asymmetric impact of the green transition on
different types of industries, firms and households. These measures should be essentially temporary, concentrated
on the most vulnerable and hardest hit groups, and should be designed so as not to undermine the incentives to
reduce pollutant emissions.

Meeting the environmental targets proposed without wasting resources, and avoiding any unwanted effects on
activity, calls for the ongoing assessment of public policies.

Moreover, in the midst of such an extraordinarily uncertain structural transformation process, it is essential that
public policies provide certainty to the different economic agents, while facilitating a stable operational framework
within which they can make their consumption, investment and production-related decisions with every assurance.
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Without the active involvement of the financial system, it will be impossible to efficiently channel the large volume of
funds needed to develop new green technologies and to enable households and firms to adopt them across the
board.

All financial system and capital market participants must be able to accurately identify the extent to which they and
the other economic agents are exposed to the various physical and transition risks associated with climate change,
and to actively factor such information into their risk management.

Looking ahead, the continued progress of sustainable finance will critically depend on improvements to the
information available, on the headway made in defining international standards and on the ex post verification of the
commitments undertaken by the issuers of sustainable instruments.

Climate change and the transition to a more sustainable economy are also a considerable challenge for central
banks.

These processes of structural change could significantly affect monetary policy conduct, pose considerable risks
to financial stability and call for a resolute response in terms of both banking regulation and prudential supervision.

Accordingly, although this process is at an admittedly incipient stage, the world’s main central banks have begun to
factor in climate change and green transition-related considerations when determining and implementing their
monetary policy.

In the financial stability arena, stress tests for adverse weather events have recently begun in collaboration with
credit institutions. In this respect, the Banco de Espafa’s top-down analysis shows that climate risks will have a
moderate impact on the Spanish banking sector in the short term.

Also, in the area of regulation and prudential supervision, work is under way to ensure that credit institutions are
ready to identify, measure, manage and properly report the financial risks associated with climate change, thus
contributing to the green transition.
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THE ROLE OF KEY ACTORS IN THE FACE OF THE CLIMATE CHALLENGE...

GOVERNMENTS

— Increasing green taxation and boosting
public investment

— Deploying compensatory measures to
mitigate adverse effects on the most
vulnerable groups

— Setting environmental standards to
enhance the regulation of economic
activity

— Providing economic agents with

certainty and a stable operational
framework

... IN A CONTEXT IN WHICH...

?

Extraordinary uncertainty
surrounds the economic
impact of climate risks

SOURCE: Banco de Espafa.

Achieving a high degree of
international coordination is
necessary

FINANCIAL SECTOR

— Efficiently channelling the enormous
volume of funds that needs to be
invested in the green transition

— Properly assessing its own and other
economic agents' exposure to climate
risks

— Developing and harmonising new
financial instruments

M

o

Increasing the quantity,
quality and harmonisation of
environmental information is

essential

4

CENTRAL BANKS

— Incorporating climate considerations
into their monetary policy operational
frameworks

— Monitoring the risks to financial stability
posed by climate change and the green
transition

— Enhancing the regulation and prudential
supervision of climate risks

Reviewing public policies
continuously and rigorously
is more important than ever
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The supply chain disruptions, the pick-up in inflation and, in 2022, the war in
Ukraine have hampered the global economic recovery that followed the most
acute phase of the pandemic. In the last two years, events on various levels with
an impact on global economic activity have successively unfolded at a rapid pace.
The restrictions on movement and contact, introduced to contain the pandemic,
gave rise to a steep decline in activity in the spring of 2020 without precedent in
recent history. The gradual lifting of those measures allowed a progressive recovery
to begin in the summer of that year which was, nevertheless, stymied over the course
of 2021 by a number of factors. These include the rise in the price of numerous
commodities (mainly energy commodities) and the emergence of disruptions in
global supply chains (bottlenecks), which have fuelled a sustained and sharp upturn
in inflationary pressures. The Russian aggression against Ukraine in February 2022
has cast a dark shadow over the economic outlook and exacerbated price pressures
in an environment marked by unusually high levels of uncertainty.

The gradual path of recovery of activity throughout 2021 was, in any event,
highly uneven across geographical areas and sectors of activity. In the
advanced economies, the swift roll-out of vaccines made it possible to cope with
the successive waves of COVID-19 using only targeted restrictions rather than having
to reintroduce pandemic containment measures with more adverse effects on
economic activity. This gradual improvement in the epidemiological situation,
together with the effectiveness of economic policies, has allowed many of these
countries to reach their pre-crisis output levels. By contrast, in a large number of
emerging economies the pandemic continued to hinder economic activity owing to
the slow pace of vaccination. One factor that would explain the difference in progress,
in both advanced and emerging market economies, is the sectoral composition of
activity. Specifically, the countries that are lagging further behind tend to coincide
with those where services in which personal interaction plays a major role (such as
tourism-related services) account for a large share of the productive structure.

At the global level, supply was not able to respond quickly enough to the
recovery in demand. The gradual lifting of the restrictions gave rise to a relatively
swift revival of demand, aided by the broad support provided by macroeconomic
policies. But global output did not react as quickly, largely because of the complexity
of supply chains, which involve very distant providers in geographical terms that
operate to order and with low stock levels. In particular, shortages of intermediate
goods and the lack of means of transport disrupted these very fragmented supply
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chains at different stages, highlighting their fragility. More recently, these difficulties
have been compounded by some countries’ zero-COVID policies.

A salient feature of macroeconomic developments since the beginning of 2021
was the rise in commodity prices, particularly energy prices. The ultimate causes
of this rise are not easy to disentangle, as discussed in Chapter 3 of this report. As
noted above, this is due partly to the rigidity of the supply of some intermediate goods
(including energy) following the recovery in demand and partly to the role of gas both
as a primary source of energy and in electricity generation, particularly in the European
context. As the invasion of Ukraine has tragically highlighted, gas markets are subject
to geopolitical vagaries in terms of both cost and security of supply.

Since last year, this increase in commodity prices and the disruptions in supply
chains have been leading to a surprisingly steep and persistent upturn in
inflation across all geographical areas. Given the a priori temporary nature of the
phenomena that originated it, initial assessments of the rise in input costs underlined
their probable transitory nature. However, as these cost increases have grown
sharper and longer-lasting, firms have started passing them through to their final
prices. Moreover, since energy is a direct part of households’ consumption basket,
the higher energy prices are leading to a decline in the purchasing power of these
agents. A potential full pass-through of firms’ costs to their final prices and of energy
consumer prices to wage growth would set in motion a price-wage feedback loop
that would prolong inflation, with the ensuing loss of well-being.

Against this backdrop, the global macroeconomic outlook in early 2022 was
moderately optimistic. Now that the Omicron variant has been overcome, the
course of the pandemic appears to be having less of an impact on economic activity,
particularly in the advanced economies. And, although persistent inflation and
bottlenecks were emerging as a growing risk for the sustainability of the recovery, it
was still considered that these factors would lose steam over the course of the year.

But Russia’s aggression against Ukraine has drastically altered that scenario.
The invasion is a shock of major proportions, with adverse consequences in terms of
weaker economic growth and greater inflationary pressures. The complex channels
through which this global economic disruption could materialise can be grouped into
four categories, although they are not strictly independent from each other.

The most relevant channel is probably that related to the importance of Russia
and Ukraine as global commodity producers. Europe’s dependence on some of
these commodities, such as gas, is very high. And although Spain is less dependent
on them, it cannot escape rising prices on global markets. Furthermore, the war has
raised the possibility that gas supplies could be interrupted, in response to which it
would be difficult to find alternative suppliers in the short term. In addition, the war
is affecting the supply of some agricultural commodities that are key to feeding the
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world’s population and of some metals that play a central role in the production of
certain goods, such as technological products and motor vehicles.

Second, the war is having a highly significant adverse effect on economic
activity through its impact on private agents’ confidence. Uncertainty about the
duration and the actual course of the war and, therefore, about developments in
household and corporate incomes tends to make these agents postpone their
consumption and investment decisions.

Third, world trade could be substantially impaired. Spain’s direct exposure to
the two countries at war is small, but the indirect impact stemming from other more
exposed economies and from the adverse effects that are arising in the production
chains of some goods could be much more relevant than the direct effects. And there
is a risk that these exposures will be exacerbated, in way that is not easy to anticipate,
by the trade and financial sanctions introduced.

Lastly, there is a potential financial channel that could transmit the shock to the
real economy. For the time being the financial effects, both globally and for Spain,
have been small, in terms of both financial flows and their cost. However, the heightening
of the inflationary process could have significant implications on monetary policy
stance in the advanced economies, resulting in tighter financial conditions worldwide.
Nor can it be ruled out that the effects will become more relevant in the future,
particularly in the context of the possible implications of excluding Russia from global
financial channels.

This extraordinarily uncertain setting makes it difficult to formulate
macroeconomic projections. The most recent Banco de Espana projections, dating
from early April, foresaw GDP growth of 4.5% in 2022 assuming no further escalation
of the war, meaning that its biggest macroeconomic impact would be felt in 2022 Q2.
This high growth largely owed to the remarkable economic buoyancy at end-2021,
which implied that the rate would remain high (at 3.1%) even if activity were to remain at
its end-2021 level throughout 2022. Under this scenario, average inflation in 2022 would
stand at 7.5%, the highest consumer price inflation rate in Spain since 1986.

That baseline scenario is subject to downside risks to GDP growth and upside
risks to inflation. Part of those risks have already materialised, according to the
information published after the projections cut-off date. Estimated GDP growth in
2022 Q1 has been lower than expected, automatically leading to a significant
downward revision of average growth in 2022. Additionally, except for the energy
component, consumer prices have recently recorded higher growth than anticipated
by those projections. Besides the data already observed, the risks going forward

1 See Box 1, “Macroeconomic projections for the Spanish economy (2022-2024)” in the Quarterly Report on the
Spanish Economy, Economic Bulletin 1/2022, Banco de Espafa.
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would be linked, above all, to the possibility that the fallout from the war could be
more persistent and far-reaching, for example in terms of further commodity price
increases or a complete halt in trade flows between the European Union and Russia.
Moreover, activity and inflation would also perform more unfavourably in a scenario
in which firms and workers tried to preserve their margins and wage levels in real
terms, respectively, as this is not feasible in the face of a shock that entails a loss of
income for the domestic economy vis-a-vis the rest of the world. An upside risk to
activity would be the possibility that households will avoid reducing their consumption of
goods and services in response to the lower disposable income by using the savings
they accumulated during the pandemic. This possibility is moderated by the fact that
lower-income households, where energy goods account for a larger share of the
consumption basket and which are therefore more affected by energy price
increases, were barely able to build up such savings buffers during the health crisis.

In the current setting, economic policies have a crucial role to play. Like other
central banks, the European Central Bank (ECB) has begun a process of monetary
policy normalisation. In an extraordinarily uncertain scenario, and provided that euro
area medium-term inflation expectations remain anchored around its 2% target, the
ECB has emphasised that its monetary policy response will depend on the performance
of economic indicators, in addition to being gradual and maintaining all of the optionality
and flexibility provided by its various instruments. In particular, the ECB Governing
Council has insisted that it will take whatever action is needed to fulfil its price stability
mandate and to safeguard financial stability.

Fiscal policy in Spain must continue to cushion the effects of the successive
shocks of the last two years, but must act selectively and through temporary
measures, given the high government indebtedness and the resulting limited
scope for action. Following the increase in government debt in the wake of the
pandemic, there is barely any budgetary room for manoeuvre. This calls for a very
selective and temporary use of such measures, to avoid passing on an excessive
burdento future generations and, more worryingly, compromising fiscal sustainability.
This need to act in a selective manner makes it all the more advisable to rely on
direct grants to support the agents most affected by the energy price increase rather
than implement across-the-board price discounts, which are costlier and do not
provide the right incentives to reduce consumption of these goods.

The nature of the most recent shocks makes an incomes agreement between
firms and workers a particularly appropriate instrument for addressing them.
As noted above, the rise in the cost of imported commodities entails a loss of income
for the domestic economy, the sharing out of which should be agreed in the context
of social dialogue. The agreement, whether explicit or tacit (as seems to have been
the case so far), should be based on the premise that a wage-price spiral would entail
an additional income loss for the domestic economy owing to the loss of external
competitiveness and, therefore, a decline in net exports vis-a-vis the rest of the world.
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In addition, pan-European policies can make a very relevant contribution.
Current challenges obviously transcend national borders and can be more
appropriately addressed through a joint European response. The war provides an
opportunity to deepen integration in the continent, even if it has been partly missed
due to the failure so far to mutualise the fiscal policy response.

Lastly, the war makes an additional geopolitical argument for decarbonising
the Spanish and European economy. Far from pushing concerns about the
consequences of climate into the background, the security of energy supply has
made transitioning to renewable energy sources that reduce external dependence
even more necessary. Chapter 4 of this Annual Report analyses the energy transition
challenge for the Spanish economy.

2 The firming of the economic recovery and the rise in inflation at the global
and euro area levels
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The recovery in global economic activity firmed in 2021 and over the first months
of 2022, although growth in this period slowed temporarily and even more so
after the invasion of Ukraine by the Russian army in late February. World GDP
rebounded by 6.1% in 2021 (see Chart 1.1.1), after the 3.1% decline in 2020, thanks to
headway in the vaccination process (which enabled the health restrictions to be eased
and bolstered consumer and business confidence) and to continued economic policy
support. However, the recovery had a very volatile profile and lost some momentum
from late 2021 onwards, as the pandemic worsened in some regions (owing to the
emergence of new COVID-19 variants), bottlenecks in global supply chains persisted?
and, as described in detail in Chapter 3 of this Annual Report, inflation picked up
significantly mostly owing to higher energy and food prices.

By geographical area, the pace of economic growth proved uneven. Among the
major economies, GDP growth in 2021 was 5.7% in the United States, 5.3% in the
euro area and 7.4% in the United Kingdom. China grew by 8.1% in the year as a
whole, although it experienced a marked deceleration in 2021 H2 as a result of the
slowdown in the residential real estate sector and the imposition of strict health
measures in response to fresh COVID-19 outbreaks. Among the emerging economies,
the recovery was particularly strong in emerging Asia and Latin America,® with GDP
growth rates of 7.3% and 6.8%, respectively. However, growth in the latter region’s
two largest economies (Brazil and Mexico) was dampened in 2021 H2 by the upsurge
in inflation, the monetary policy tightening, the course of the pandemic and the
persistence of bottlenecks.

2 See Kataryniuk, Del Rio and Sanchez-Carretero (2021) and Alonso, Kataryniuk and Martinez-Martin (2021).
3 See Reports on the Latin American economy at https://www.bde.es/bde/en/areas/analisiseconomi/enfoque/
americalatina/
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Chart 1.1

THE FIRMING OF THE GLOBAL ECONOMIC RECOVERY IN 2021

The global economic recovery strengthened in 2021, although growth in activity slowed as the year progressed, even more so after the
invasion of Ukraine and the imposition of sanctions against Russia. Growth in activity was uneven across geographical areas, economic
sectors and demand components. The recovery is also heterogeneous across euro area countries.
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CONSUMPTION

Cross-country differences in the extent to which pre-crisis levels of activity have
been regained are largely explained by the productive structure (mainly in terms
of the importance of the sectors most exposed to social interaction and to global
supply chains), differential access to vaccines and the different capacity of
economic policies to provide support. Thus, while the United States had already
exceeded such levels in 2021 H1, the euro area as a whole did not do so until the end

of the year (see Chart 1.1.2). Among the largest economies of the area, only France and

the Netherlands returned to their pre-pandemic levels in 2021. According to the latest
International Monetary Fund (IMF) projections, Germany and ltaly will regain those
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levels in 2022 and Spain will not do so until 2023. Although the emerging economies
have, on the whole, recouped their pre-COVID-19 levels, cumulative growth since late
2019 is considerably lower than it would have been had the pre-crisis growth trend held
unchanged.

The mixed pace of the recovery also affected the different economic sectors.
The shift from demand for services (affected by the health restrictions) towards demand
for goods drove a rapid recovery in the industrial sector initially (see Chart 1.1.3), leading
to supply and demand mismatches against a backdrop of disruptions in global
production and distribution chains.* From 2021 H2, however, headway in the vaccination
campaign, particularly in the advanced economies, stimulated service sector activity
as mobility increased due to the easing of the pandemic containment measures.

The global recovery was mainly underpinned by private consumption (see
Chart 1.1.4). The lifting of the restrictions on movement and public policies to support
household income boosted private consumption, particularly in the United States.
Nevertheless, the household saving ratio has remained above its pre-pandemic level,
possibly owing to the increase in the precautionary component in an ongoing, highly
uncertain context. Investment in capital goods, which had gained momentum in 2021 H1
fuelled by particularly favourable financing conditions, was weighed down in H2 by the
persistence of bottlenecks, higher energy prices and the resurgence of the pandemic in
the final months of the year. Similarly, the recovery in residential investment was also
constrained by shortages of materials and, in some economies, of construction workers.

The bottlenecks that emerged in global value chains slowed the recovery in
international goods trade, which had already surpassed pre-pandemic levels
at end-2020 (see Chart 1.2.1). The pick-up in demand for manufactured goods,
together with logistical difficulties in transport services and the health measures in
Chinese manufacturing sites and ports associated with the zero-COVID policy
implemented by several Asian countries, led to a significant increase in supplier
delivery times (particularly for specific inputs such as semiconductors, electronic
equipment and metal components), which disrupted international production chains
and limited global goods trade growth.® Trade in services grew steadily throughout
the year, reaching pre-health crisis levels only in Q4.

Goods trade developments also showed cross-regional divergences and were
marked in Europe by the United Kingdom’s exit from the single market. Trade
growth was significant in the emerging economies overall, particularly in the Asian

4 Chapter 3 of this report provides a detailed description of the bottlenecks in production chains and analyses their
impact on inflation. See also Attinasi, Bobasu and Gerinovics (2021) and Frohm et al. (2021).

5 Kataryniuk, Pérez and Viani (2021) and Di Stefano (2021) analyse the impact of the health crisis on global value
chains and conclude that, although it was very significant, there was no evidence at that time that multinational
corporations were planning a significant relocation of their productive activity to their countries of origin owing to
the pandemic.
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Chart 1.2
THE RECOVERY IN WORLD TRADE HAS BEEN WEIGHED DOWN BY BOTTLENECKS AND FRESH OUTBREAKS

OF THE PANDEMIC

Prolonged bottlenecks in global production and distribution chains have slowed the recovery of international goods trade, which could be
further severely affected by the war and the sanctions against Russia. Goods trade growth also showed some cross-regional divergences
and was marked in Europe by the United Kingdom’s exit from the single market.
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region, but was more contained in the main advanced economies (see Chart 1.2.2),
where the impact of the disruptions to global value chains was more marked due
to the importance of the most affected industries in their productive structure and
to severe input shortages.® In the case of the European countries, moreover, the end of

6 See Frohm et al. (2021).
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the Brexit transition period in January 2021, which marked the United Kingdom’s exit
from the European single market and the subsequent entry into force of the Trade
and Cooperation Agreement with the European Union, had a negative impact on
euro area exports (see Chart 1.2.3). Thus, the end of the transition period coincided
with a marked reduction in the merchandise trade volume between the United
Kingdom and the European Union,” which only returned to pre-Brexit levels in
February 2022 (see Chart 1.2.4). This limited recovery is partly explained by the fact
that European firms with a higher exposure to the United Kingdom appear to have
taken advantage of the transition period to gradually relocate their trade activities to
other EU countries, as suggested by the evidence available for Spain.®

In 2021 and in 2022 to date, inflation increased significantly worldwide to rates
not seen for several decades (see Chart 1.3.1). Among the advanced economies,
consumer price tensions are particularly high in the United States, where the inflation
rate reached 8.5% in March 2022, the highest level since 1982. But the upsurge has
also been very marked in the euro area, where the harmonised index of consumer
prices (HICP) posted a year-on-year increase of 7.5% in April, an unprecedented
figure in the history of the monetary union. Among the emerging market economies,
inflation rose especially in Latin America, reaching 9.3% in March for the region
overall, while it was very moderate in China. Price increases, which are proving more
intense and persistent than anticipated, have affected above all commodity prices,
mainly energy and agricultural commodities, which were also hit in 2021 H2 by the
geopolitical tensions that culminated in the outbreak of the war in Ukraine at the end
of February 2022 and in the harsh sanctions imposed on Russia by the international
community (see Chart 1.3.2). As discussed in Chapter 3, underlying inflation (which
excludes energy and food) has also trended upwards, albeit in a more subdued
manner, particularly in the euro area, where it rose by 3.5% in April (compared with
6.5% in March in the United States).

Expectations of a faster-than-anticipated withdrawal of monetary stimuli in
response to the uptick in inflation and higher risk aversion following the outbreak
of the war in Ukraine have tightened global financial conditions since the
beginning of 2022, particularly in the emerging markets (see Chart 1.4.1).
Long-term vyields on higher-rated sovereign bonds, which had remained low
throughout 2021, albeit with some volatility, picked up somewhat sharply since
the beginning of this year (see Chart 1.4.2). Corporate credit risk premia (especially in the
high-yield segment) and euro area sovereign spreads have also increased (see
Chart 1.4.3) and are now higher than before the pandemic.

The greater risk aversion has been reflected in increases in implied bond and
equity market volatilities and rises in the systemic risk indices, which have been

7 See Buesa et al. (2021).
8 See Gutiérrez, Lacuesta and Martin Machuca (2021).
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Chart 1.3

THE PICK-UP IN INFLATION IS PROVING STRONGER AND MORE PERSISTENT THAN ANTICIPATED

Inflation increased significantly worldwide to rates not seen for several decades, spurred by the rise in energy commodity and food prices
and by the persistence of bottlenecks. The war in Ukraine has led to a further rise in the prices of energy and some agricultural products, and
adds considerable uncertainty to the short and medium-term inflation outlook.

1 YEAR-ON-YEAR INFLATION (a) 2 COMMODITY PRICES
2.1 OIL AND NATURAL GAS 2.2 AGRICULTURAL GOODS
4 2021 =100
140 $/barrel €Mwh 059 ppo oamuayebEl=100
200 -
8 1 200
180 f-----ommmommee -
6
1 180 460 |
4
1100 10 Al
2
120 - V- WY -
4 50
0 N 100 (A
o . . . . . . 0 . . Y 80
Jan-19 Jul-19 Jan-20 Jul-20 Jan-21 Jul-21 Jan-22 Jun-21 Jul-22 Aug-23 Sep-24 Jan-21 Jun-21 Nov-21 Apr-22
EURO AREA UNITED STATES BRENT - SPOT WHEAT
EMERGING ASIA EXCL. CHINA LATAM NG - SPOT (right-hand scale) MAIZE
CHNA e LATEST FUTURES SOYA
----- FUTURES AT 23/02
PEAK FUTURES (o)
SOURCES: Bloomberg, Refinitiv and national statistics.
a
<<
AN =3
a The Latam aggregate is the average of five Latin American countries (Brazil, Colombia, Chile, Peru and Mexico). g‘
o
(=]

b Oil prices peaked on 8 March and natural gas prices on 7 March.

BANCO DE ESPANA

60

more significant in the euro area than in the United States (see Chart 1.4.4). The
main stock market indices, which remained on a rising trend in 2021 underpinned by
better-than-expected corporate earnings and progress in the vaccination campaign
worldwide, slipped at the beginning of 2022, influenced by the rise in interest rates and
the invasion of Ukraine (see Chart 1.4.5). In foreign exchange markets, the euro
continued to depreciate against the dollar and, to a lesser extent, against its other main
trading partners (see Chart 1.4.6). The depreciation of the euro against the dollar
appears to reflect the expectation of a widening divergence between monetary policy
cycles in both areas and the fact that the dollar has acted as a safe-haven currency in
the current setting of geopolitical tensions, which is comparatively worse for Europe.

The war in Ukraine has worsened the global growth outlook for the coming
quarters. The war itself, and the international community’s response with harsh
economic sanctions against Russia, have increased uncertainty, tightened financing
conditions, exacerbated bottlenecks and pushed up energy and food prices (thus
eroding households’ purchasing power and increasing firms’ production costs). These
effects tend to be bigger in a geographical area, such as Europe, which depends to a
greater extent on Ukraine and, above all, on Russia, for the supply of some commodities.®

9 See Alonso et al. (2022).
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Chart 1.4
GLOBAL FINANCIAL CONDITIONS HAVE TIGHTENED RECENTLY

Financial conditions have tightened since early 2022, particularly in the emerging market economies. Long-term yields on higher-rated
government bonds and euro area sovereign spreads picked up in 2022, on expectations of a faster-than-expected withdrawal of monetary
stimuli in response to the uptick in inflation. Increased uncertainty and heightened risk aversion have been reflected in higher financial asset
price volatility and rises in the systemic risk indices. These developments, together with the rise in long-term interest rates, have affected the
performance of the major stock market indices and exchange rates.

1 GOLDMAN SACHS FINANCIAL CONDITIONS INDICES 2 TEN-YEAR SOVEREIGN YIELDS
Standardised index since 2008 3.0
2 4.0 25
=
2| 80 2.0
2
= 2.0 1.5
1.0 1.0
0.0 0.5
2 -1.0 0.0
ke -2.0 -0.5
w
30 ' : : 10
Jan-20 Jul-20 Jan-21 Jul-21 Jan-22 Jan-20 Jul-20 Jan-21 Jul-21 Jul-22
EURO AREA UNITED STATES = UNITED STATES GERMANY
EMERGING UNITED KINGDOM JAPAN
3 TEN-YEAR SOVEREIGN SPREADS VIS-A-VIS GERMANY 4 COMPOSITE INDICATOR OF SYSTEMIC RISK (a)
0 = No risk; 1= High risk
300 10
0.9
250 0.8 |
200 0.7 -\
06 -~ A
150 0.5
0.4
100 03
50 0.2
01 Ffee NN o\
0 L 1 1 1 00 1
Jan-20 Jul-20 Jan-21 Jul-21 Jan-22 Jan-20 Jul-20 Jan-21 Jul-21 Jan-22
SPAIN ITALY FRANCE PORTUGAL EURO AREA UNITED STATES
5 STOCK MARKET INDICES 6 EURO EXCHANGE RATES (b)
1Jan 2020 = 100 $/€ 1 Jan 2020 = 100
150 1.23 108
140
1.20
130 106
117
120 104
110 114
100 102
90 1.1 100
80 1.08
70
98
60 1.05
50 . s s s 1.02 - - ! . 96
Jan-20 Jul-20 Jan-21 Jul-21 Jan-22 Jan-20 Jul-20 Jan-21 Jul-21 Jan-22
S&P 500 EURO STOXX 50 DOLLAR/EURO
IBEX 35 FTSE 250 NOMINAL EFFECTIVE EXCHANGE RATE (right-hand scale)
NIKKEI EMERGING MSCI

SOURCES: Refinitiv Datastream, Bloomberg Data License and ECB.

a The ECB’s Composite Indicator of Systemic Stress (CISS).
b Anincrease (decrease) indicates an appreciation (depreciation) of the euro.

DOWNLOAD

BANCO DE ESPANA 61 ANNUAL REPORT 2021 1. AN INCOMPLETE RECOVERY AMID UNCERTAINTY


https://www.bde.es/f/webbde/SES/Secciones/Publicaciones/PublicacionesAnuales/InformesAnuales/21/Graficos/Files/IA2021_Capitulo_1_G04_Ing.xlsx

In general, the change in the relative price of exports and imports (the terms of trade)
stemming from higher commodity prices will bear down on the economic activity of
countries that are net importers and will benefit net exporters, particularly emerging
market economies that are not highly integrated into global value chains, such as those
in Latin America.

Economic policies, which played a key role in the stabilisation phase of the health
crisis, must also come to the fore in the current phase, where the extraordinary
increase in uncertainty and inflationary pressures are jeopardising the continuity
of the recovery. As analysed in Section 4, and, more extensively, in Chapters 2 and 3
of this Annual Report, the growth outlook will largely depend on the proper calibration
of the fiscal and monetary policy responses. These should maintain a medium-term
orientation that ensures expectations are anchored around the price stability and fiscal
sustainability targets, while retaining sufficient flexibility in the short term, which is
necessary in the current climate of heightened uncertainty. Alongside these policies,
structural reforms aiming to raise potential growth and enhance economies’ flexibility
to respond to future shocks are also particularly relevant in the current context.
Beyond the consequences of the war for growth and inflation, the outlook for global
activity is also influenced by the still uncertain course of the pandemic. The uneven
pace of vaccination worldwide and the possible emergence of new COVID-19 variants
mean that the health crisis has not yet been fully resolved. It is essential in this
connection to reinforce multilateral collaborative initiatives, such as COVAX,'® whose
aim is to accelerate the manufacture of vaccines and to ensure fair and equitable
access to all countries.

3 Positive and negative aspects of the recovery in Spain
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The gradual recovery of the Spanish economy over the course of 2021 lasted
until the Russian invasion of Ukraine in early 2022. Between the onset of the
pandemic and the outbreak of the war, economic activity in Spain was influenced by
epidemiological developments and the measures adopted to contain the disease
(see Figure 1). The sharp fall in GDP in 2020 Q2, in the wake of the first lockdown,
was followed by an equally sharp rebound in the summer months of that year. But
the recovery stalled thereafter until 2021 Q2, when a phase of stronger output growth
began as the toll of the pandemic on public health and economic activity weakened,
thanks to the headway made in the vaccination campaign. Against the background
of continued favourable financial conditions, these developments were initially
supported almost exclusively by domestic demand, although net exports also made
a significant contribution to output growth in 2021 H2. In any event, the strength of

10 COVAX s the vaccines pillar of the Access to COVID-19 Tools (ACT) Accelerator, a global collaboration initiative
promoted by the World Health Organization to accelerate the development, production and equitable access to
COVID19 tests, treatments and vaccines.
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Figure 1.1

THE SPANISH ECONOMY: BETWEEN OVERCOMING THE PANDEMIC AND THE UNCERTAINTY CAUSED BY THE WAR

IN UKRAINE

¢ : KEY DEVELOPMENTS

Economic activity in Spain was influenced by
epidemiological developments and the measures to
contain the disease, which hindered its recovery,
particularly in the services sector.

Progress in the vaccination campaign raised hopes that
the health crisis would be overcome and, therefore, that
a more vigorous recovery in activity would be seen in
the second half of the year, underpinned by favourable
employment developments.

The lifting of the containment measures was conducive
to the sectoral shift of activity towards services.
However, the supply chain disruptions and rising
commodity prices, particularly of energy commodities,
hampered the recovery in manufacturing.

Uncertainty over the duration of the inflationary
pressures and the bottlenecks, together with the new
variant of the virus, threatened the recovery path in the
final stages of the year. By contrast, expectations of a
possible release of the built-up savings and of the
rollout of NGEU funds suggested activity would be
buttressed somewhat.

The recovery regained momentum in the initial weeks of
the year thanks to the improving epidemiological
situation and some timid signs of the bottlenecks
clearing. However, the invasion of Ukraine has entailed,
though various channels, a new shock to economic
activity and prices: a fresh rise in commaodity prices,
private agents losing confidence and a slowdown in
international trade.

The war has generated considerable uncertainty, with
risks to the downside for activity and to the upside for
inflation.

ECONOMIC POLICIES

Monetary and fiscal policies provided crucial support to
activity in the face of fresh waves of the pandemic,
although the vaccine roll-out raised the prospect of their
progressive normalisation.

The process of monetary policy normalisation began,
due to the increase in inflation, although the broadly
expansionary stance remained.

Monetary policy must be guided by the price stability
mandate and not overreact to developments in the more
volatile components.

Fiscal policy must mitigate the adverse effects of the
new shock, but selectively given its scant room for
manoeuvre (particularly in Spain). An incomes
agreement would be highly desirable.

SOURCE: Banco de Espafia.
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the recovery was increasingly dampened over the course of 2021 by disruptions in
global supply chains and inflationary pressures. And, just as the first signs of an
easing of these forces were beginning to emerge, the war broke out.

Spanish GDP is returning to its pre-pandemic level slower than the euro area as a
whole. Specifically, the gap between GDP in 2022 Q1 and 2019 Q4 is still 3.4%. By
contrast, the euro area had already surpassed pre-pandemic levels of activity at the
beginning of this year. From the demand component standpoint, Spain’s slower recovery
is attributable to the less favourable behaviour of private consumption, housing investment
and tourism exports. From the supply side, the relative delay in Spain’s recovery can be
explained by the comparatively higher share in GDP and employment of the sectors
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requiring greater social interaction. Additionally, structural factors, such as Spanish firms’
small size, may have amplified the adverse impact of the pandemic in Spain.

3.1 Bottlenecks and inflation, magnified by the war in Ukraine, are holding
back the recovery

The successive waves of the pandemic tended to have less consequences for
public health as the vaccination process progressed. The epidemiological situation
deteriorated significantly in early 2021, but the improvement observed from March led to
the end of the third state of alert on 9 May (see Chart 1.5.1). Two further outbreaks
followed, although their severity was comparatively lower. The first of these episodes,
which took place at the beginning of the summer, was more pronounced in Spain than
in other European countries and had a negative impact on the tourist season. The
second one, associated with the more contagious Omicron variant, caused an explosive
increase in case numbers from December onwards to very high levels in mid-
January 2022, both in Spain and in the rest of Europe. Since then the epidemiological
situation has improved substantially.

A crucial factor in explaining the gradual reduction in the severity of the disease
over the successive waves is the growing proportion of fully vaccinated people.
Spain soon took the lead in the international vaccination process. By the end of the
summer of 2022, 80% of the population was fully vaccinated (see Chart 1.5.2). In last
year’s successive outbreaks, vaccination reduced the severity of the disease and,
therefore, the number of hospitalisations and deaths relative to the number of cases.

This gradually diminished the impact of the pandemic on activity. The improved
health situation allowed the measures restricting contact to be gradually eased and
mobility to be restored (see Chart 1.5.3). However, this process was incomplete — as
was, therefore, the recovery in activity — since it has not allowed pre-crisis output
levels to be regained nor has it reached all productive sectors equally.

In 2021 overall, GDP grew by 5.1%. Output growth was mainly underpinned by the
contribution of domestic demand (4.7 percentage points (pp), including the 0.5 pp
contribution of the change in inventories) (see Chart 1.5.4). Net external demand
contributed almost 0.5 pp. In 2022 Q1 the consequences of the war resulted in GDP
growth moderating significantly, to 0.3% quarter-on-quarter.

Over the course of 2021 and in 2022 to date there has been an intense shift in
the strength of activity across sectors. The stringent restrictions in response to the
pandemic remained in place in 2021 H1, leading to a sluggish performance of services
requiring social interaction, with manufacturing showing greater buoyancy. But, as the
year progressed, activity in the hospitality and leisure sectors became more dynamic as
vaccination enabled the pandemic containment measures to be lifted (see Chart 1.6).
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Chart 1.5
IN SPAIN, ACTIVITY RECOVERED GRADUALLY ON THE BACK OF THE IMPROVED HEALTH SITUATION

The Spanish economy recovered gradually in 2021, albeit incompletely, helped by the waning impact of the pandemic on activity thanks to
the vaccination process.
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At the same time, disruptions in maritime transport, supply difficulties affecting certain
inputs and their rising cost affected the recovery in the primary, industrial and construction
sectors from mid-2021. Within the manufacturing sector, the production of transport
equipment was particularly exposed to the disruptions in production processes, owing to
the wide mismatches between supply and demand that emerged in the semiconductor
and integrated circuit industry in the final stretch of 2020 and which intensified
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Chart 1.6

THE RECOVERY IN ACTIVITY HAS BEEN UNEVEN ACROSS THE SECTORS OF ACTIVITY

The sectors hardest hit by the pandemic are lagging behind the rest, many of which have reached pre-crisis levels.
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progressively over the course of 2021. This has led to production cuts at numerous car
factories in Spain and in the rest of Europe.' This activity is very sensitive to disruptions
in international supply chains, since production is highly fragmented across different
locations and it operates with low stock levels, based on the “just in time” model. It is also
a very significant sector, not only because of its share in the economy as a whole
(2.7% of total GVA in 2019, including the motor vehicle manufacturing and sale sectors),
but also because of the significant spillover effects on the activity of other sectors.'

As in other geographical areas, consumer prices have accelerated sharply. The
year-on-year rate of change has risen almost continuously between December 2021
and March 2022, going from -0.6% to 9.4%, its highest value since 1985."*' For the
most part, this increase in headline inflation is attributable to the rise in energy prices,

11 Industrial output indices in Spain for the car and other transport equipment (trains, aircraft, ships) manufacturing
sectors are 21.5% and 6.6% below pre-pandemic levels, respectively.

12 Manufacture of motor vehicles is the sector which is most detracting from GDP due to the impact of global
supply chain bottlenecks. Specifically, it is estimated that the shocks on this sector would have reduced the
average GDP growth rate by 0.2 pp in 2021 and could lower it by another 0.5 pp in 2022 (see Fernandez-Cerezo,
Montero and Prades (2021)). The direct effects of the fall in production in the automotive sector would lie behind
somewhat less than 30% of this downward revision, while the rest would be due to both domestic and
international spillover effects.

13 The HICP series begins in 1997. For the period 1985-1996 the comparison is made against the consumer price
index (CPI).

14 In April, the HICP decelerated to 8.3%, according to the leading indicator. However, at the cut-off date for this
report, the breakdown by component is not yet available, making it difficult to evaluate the most recent data,
although the partial information available suggests that the reduction in the rate is the result of the slowdown in
the energy component, while the non-energy index continued to rise.
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which accounts for almost two-thirds of the total increase (see Chart 1.7.1). However,
food, services and non-energy industrial goods prices have also risen at a higher
pace throughout this period. The underlying inflation indicator, which measures the
change in prices in the latter two components, which typically show smaller swings,
has rebounded between December 2020 and March 2022 from -0.1% to 3%. This
increase can also be observed, albeit less intensely, when other alternative inflation
measures are considered based on the exclusion of the most volatile components
(see Chart 1.7.2).

As described in further detail in Chapter 3 of this report, there are three
factors behind this increase in inflation. The first, essentially mechanic in
nature, is linked to the sharp slowdown in the price of numerous goods and
services in the first months of the pandemic, which led to the emergence
of powerful base effects on year-on-year inflation as of March 2021."° The second
factor is linked to the response of supply to the recovery in demand once the
worst of the health crisis had passed and to the changes in households’
consumption patterns stemming from the pandemic containment measures and
the pandemic itself. In this setting, as noted above, the imperfect adaptation
of production processes to these demand developments, together with the
proliferation of disruptions in international maritime transport, has altered global
supply chains,'® resulting in significant rises in the price of a wide range of
intermediate goods. The third factor, partly related to the previous one, is the
global increase in energy prices, as detailed below.

Hydrocarbon and electricity prices have increased markedly since early 2021.
Oil and gas prices have risen very sharply since the beginning of last year, partly due
to the progressive escalation of geopolitical tensions. Further, the increase in the
price of gas (a commodity used by combined cycle power plants) and, albeit to a
lesser degree, of greenhouse gas emission allowances caused electricity prices on
wholesale markets to surge, given the price-setting mechanisms in these markets."”
This inflation has affected retail electricity prices in Spain significantly more than in
other European countries (see Chart 1.7.3)."®

15 Base effect is the name given to the effect that arises when the year-on-year rate of change in a given month is
affected by abnormally low or high month-on-month changes observed in the same month a year earlier. For a
more detailed explanation of this effect, see Banco de Espana (2016).

16 See Kataryniuk, Del Rio and Sanchez Carretero (2021) and Attinasi et al. (2021).

17 The wholesale electricity market operates under a marginal pricing model, whereby all power generators receive
the market clearing price, which is set at the marginal generation costs of the most expensive technology. In
Spain, developments in wholesale electricity markets mirrored those in other European countries, with prices
increasing by 575% between end-2020 and March 2022. More than 80% of this increase owed to the rise in gas
prices, while the higher price of emission allowances accounted for aimost 10%. For more details on this
estimate, see Pacce, Sanchez and Suarez-Varela (2021).

18 Retalil prices have risen more sharply in Spain due to the differences in the price-setting mechanisms in each
country, which mean wholesale market developments are passed through to retail prices at different speeds. This
pass-through is particularly swift in Spain, while in other countries the spillover from the recent price rises in
wholesale markets is yet to be observed.
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Chart 1.7
THE INCREASE IN ENERGY PRICES EXPLAINS MUCH OF THE RISE IN INFLATION, BUT THE GROWTH IN OTHER CONSUMER
PRICES HAS ALSO QUICKENED

Inflation has risen sharply since early 2021, driven essentially by the price of electricity and oil derivatives. However, the rate of price growth for
other goods and services in the consumption basket has also risen to varying extents. This owes to a number of factors, including the recovery
in demand following the gradual reopening of the economy, in step with the lifting of the pandemic containment restrictions, and the supply
disruptions caused by production bottlenecks.
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d The median refers to the middle value in the distribution of price changes for all HICP components.
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To date, the pass-through of the higher cost of inputs to the different
components of the non-energy consumption basket has been partial. Energy
inflation has fed through quickly and in full to the corresponding consumer price
components. However, the rise in input prices (energy and non-energy alike) has so
faronly partially fed through to the prices of the other consumption basket components
(see Chart 1.7.4). This is consistent with the available empirical evidence, which
suggests that the changes in input prices (those hit hardest by the bottlenecks) have
a relatively small impact on the HICP and with a certain lag.' In the current episode,
this is borne out by the results of various surveys of non-financial corporations (NFCs),
such as the Purchasing Managers’ Index (PMI) and the Banco de Espana Business
Activity Survey (EBAE),?® which indicate that since early 2021 firms have indeed only
partially passed rising costs through to the final prices of their products. This would
have narrowed profit margins somewhat, despite the recovery in demand.

The war in Ukraine has further driven up energy prices and has exacerbated
some of the distortions in global value chains. At the start of the year, the tensions
in global supply chains showed early signs of easing. However, once the war broke
out, disruptions to supplies from Russia and Ukraine cast a shadow over those
indications. Prices in hydrocarbon markets, and in some metal and agricultural
commodity markets, have also tightened further. Thus, certain factors that were
initially thought to be temporary are proving more persistent, driving up the likelihood
of a widespread spillover to other nominal variables of the economy and the
emergence of adverse effects on global activity. In particular, a protracted spell of
high input costs means less scope for profit margins to continue to absorb these
higher costs, thus translating into greater pass-through to final consumer prices. In
a setting in which employees’ real income is also declining, more persistent inflation
could ultimately carry over to wage demands and, therefore, to labour costs, leading
to the price-wage feedback loop known as second-round effects.

3.2 The limited recovery in household and business spending

Financial conditions, which remained accommodating throughout 2021, began
tightening in the early months of this year. Over the course of 2021, the spending
decisions of private agents in the economy benefited from the enduring period of
favourable financing conditions. Interest rates on new lending declined across the board
as the year progressed, reaching historical lows in all segments (see Chart 1.8.1). However,
this trend came to an end in 2022. Although bank lending rates held at low levels in the
early months of the year, the recent increase in interbank market yields suggests that

19 In a simple correlation analysis for the period 2003-2021, the strongest correlation between the increase in
producer prices for intermediate goods and underlying inflation occurs with a lag of six months. This is a shorter
delay than identified for the euro area, where the feed-through of intermediate goods prices to non-energy
industrial goods prices would take between 12 and 18 months (see Koester et al., (2021)).

20 See Izquierdo (2022) (only available in Spanish).
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Chart 1.8
FINANCIAL CONDITIONS REMAINED ACCOMMODATIVE IN 2021, WITH CREDIT SLUGGISH IN MOST SEGMENTS

Interest rates on new bank lending reached new historical lows, while the cost of debt security financing rose from the summer onwards.
Credit standards in lending to households and firms tightened slightly over the course of 2021, while easing somewhat in lending to large
corporations. However, in 2022 Q1 standards for lending to firms appear to have tightened somewhat. New lending to households for house
purchase held at high levels, but new lending in other segments was lacklustre. The debt ratio of the non-financial private sector declined

thanks to the rise in GDP.
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SOURCES: Banco de Espana, ECB and Thomson Reuters.

a Bank lending interest rates are narrowly defined effective rates (NDERs), i.e. they exclude related charges, such as repayment insurance
premia and fees. They are also trend-cycle interest rates, i.e. they are adjusted for seasonal and irregular components (small changes in
the series with no recognisable pattern in terms of periodicity or trend).

b Bank Lending Survey. Indicator = percentage of banks that have tightened their credit standards considerably x 1 + percentage of banks
that have tightened their credit standards somewhat x 1/2 — percentage of banks that have eased their credit standards somewhat x
1/2 — percentage of banks that have eased their credit standards considerably x 1.

¢ Bank financing series include financing granted by deposit institutions (DIs) and specialised lending institutions (SLIs).

d Includes renegotiations of previous loans.
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the cost of credit has also begun torise. Long-term corporate financing gained momentum
in the first few months of the year, as a result of rising long-term risk-free interest rates.

According to the Bank Lending Survey (BLS), the supply of credit shrank
slightly in some market segments over 2021 and in 2022 Q1 (see Chart 1.8.2).
Over the course of last year, credit standards became slightly more restrictive in
lending to households and SMEs; by contrast, standards in lending to large
corporations eased slightly. In 2022 Q1, credit standards tightened somewhat for
firms, irrespective of their size. Against the described background of favourable
financial conditions and no credit supply constraints, the mixed developments in
demand for financing across the segments was reflected in likewise uneven
performances in the corresponding flows (see Chart 1.8.3). These credit flow
developments, together with the favourable income trajectory, allowed household
debt ratios to decline from mid-2021 (see Chart 1.8.4).

Although significant, the recovery in consumption has not sufficed for this
aggregate to return to pre-pandemic levels. Consumption grew at an annual average
rate of 4.6% in 2021. However, in 2022 Q1 it declined markedly (-3.6% quarter-on-
quarter). Thus, the current level remains well short of the 9.7% recorded in 2019 Q4
(see Chart 1.9.1). Several factors have stymied the recovery in consumption. First,
in 2021 gross disposable income failed to reach pre-health crisis levels in hominal
terms, despite its relatively high growth rate in the year. Second, over the entirety of last
year, concern regarding the health consequences of the pandemic continued to curb
Spanish household spending on contact-intensive activities, such as tourism. However,
consumption of those services partially normalised over the course of the year
(see Chart 1.9.2). Third, supply difficulties for some inputs have caused production to
decline in certain industries, limiting households’ capacity to cover the demand for
certain goods. This is particularly true of vehicles, whose sales continued to decline in
2021 and in 2022 Q1.2" Fourth, inflation has been a very significant constraint, eroding
households’ purchasing power. Lastly, the outbreak of the war may have reinforced
households’ cautious attitude towards their spending decisions.

In this context of a subdued recovery in real consumption, the saving rate
declined over the course of 2021. However, this variable held at comparatively
high levels in historical terms (see Chart 1.9.3). Specifically, the saving rate was
11.4% of disposable income, 3.6 pp lower than in 2019 but 3.1 pp higher than in
2019. In nominal terms, consumption grew somewhat more robustly than income
in 2021, which in part owed precisely to the rise in inflation in the second half of the

21 By contrast, turnover has been particularly buoyant in the electronic equipment industry, to which such inputs
(particularly microchips) were redirected in the early stages of the pandemic when automotive firms scaled back
their orders. Spending on this item comfortably outstripped pre-health crisis levels, possibly indicating a persistent
shift in consumption patterns in favour of higher-tech goods, a process that the accelerated digitalisation
prompted by the pandemic appears to have spurred. Spending on household appliances, which had shown
marked resilience in 2020, grew robustly in 2021.
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Chart 1.9

AS COMPARED WITH PRE-PANDEMIC LEVELS, THE RECOVERY IN HOUSEHOLD CONSUMPTION HAS BEEN PARTIAL,
WHILE IN AGGREGATE TERMS THE STOCK OF SAVINGS BUILT UP IN 2020 APPEARS NOT TO HAVE BEEN PUT TOWARDS
CURRENT EXPENDITURE

The increase in household consumption, which has been uneven across the spending items, was insufficient to reach pre-pandemic levels.
The impetus in consumption was limited by the partial nature of the recovery in income, a persistent pandemic-induced adverse impact on
the most contact-intensive spending items and the bottlenecks. The saving rate held at a high level, with higher-income households, which
pbuilt up the bulk of the forced savings in 2020, not putting these funds towards consumption.
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SOURCES: INE, Agencia Tributaria, ANFAC, European Central Bank (Consumer Expectations Survey) and Banco de Espafa.

a Spending on personal equipment and household appliances is based on the retail trade index (ICM). The consumer services figure
is based on the turnover of large corporations in this sector, drawn from information provided by the Spanish tax authority (Agencia
Tributaria, AT). Activity in the hospitality sector is measured using the services business activity index (IASS). For the spending items
based on AT and IASS data, no information is available for March, meaning the 2022 Q1 values are averages for January and February
2022 as compared with 2019 Q4.
b Savings include capital transfers. Investment is gross capital formation plus acquisitions less disposals of non-produced, non-financial
assets.
¢ Results drawn from the ordered probit estimation. It captures the difference in the probability of reporting an increase in spending
between households that had saved and those that had not, for total households and each income group. .
d Assuming stability in the quantities of energy consumed, and price increases equal to the average observed in 2021.
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year. In any event, the partial recovery in consumption and the persistence of
relatively high saving rates were in keeping with the weakness in consumer credit
flows (down 22% on mid-2019 levels), despite the favourable financing conditions.

These developments seem to indicate that, in aggregate terms, in 2021
households did not use the surplus savings built up since the onset of the
pandemic to purchase consumer goods and services. In 2020, households put a
very large share of their income toward saving. This owed, first, to precautionary saving
amid the widespread uncertainty caused by the health crisis, and, second, the
impossibility of consuming certain services due to the pandemic containment
restrictions.?? Over the course of 2021, despite the gradually declining uncertainty over
the health situation and the progressive lifting of restrictions, it appears that households
continued to save more than their historical behaviour would suggest, meaning that this
stock of savings might even have grown further, at least in aggregate terms.

Information from surveys indicates that, around spring 2021, households
expected to put a significant proportion of the savings built up since the start of
the pandemic towards spending. The ECB’s Consumer Expectations Survey (CES)
conducted in March 2021 points in this direction (see Chart 1.9.4). However, the
information available suggests that, in practice and in aggregate terms, households did
not use the savings built up in 2020 to purchase consumer goo