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TESTIMONY OF THE GOVERNOR OF THE BANCO DE ESPANA TO THE PARLIAMENTARY
COMMITTEE ON ECONOMIC AND FINANCIAL AFFAIRS ON THE OCCASION OF THE
PRESENTATION OF THE 2009 ANNUAL REPORT



Testimony of the Governor of the Banco de Espafia to the Parliamentary Committee on
Economic and Financial Affairs on the occasion of the presentation of the 2009 Annual
Report

The presentation of the Banco de Espana Annual Report for 2009 —the reason behind
my testimony today— has taken place at an exceptional time for both the Spanish econ-
omy and the Economic and Monetary Union. The economic and financial crisis spanning
2008 and 2009, from which most European countries had started to emerge in recent
months, has given way to a crisis in the euro area which was triggered by a specific epi-
sode, namely the Greek fiscal crisis, but whose systemic implications are proving most
severe. In particular, the Spanish economy, along with that of other countries, has been
seriously affected by these tensions and it is still too early to know whether the measures
adopted in Europe to safeguard EMU and those currently under discussion will be capa-
ble of fully dispelling the doubts that have emerged in recent months over the soundness
of this institutional framework. The responsibility of national authorities in this respect is
also crucial.

In recent years the diagnosis by the Banco de Espafna of the Spanish economy pointed to the
presence of major imbalances, which had progressively built up in the long expansionary
phase from the mid-1990s to 2007. These problems made it difficult to maintain a sustained
growth rate in the medium and long term, and rendered our economy particularly sensitive to
the adverse events that might occur. Accordingly, redressing these problems through reso-
lute economic policy action, especially in the area of structural reforms, was unavoidable.
Notable among these imbalances was the excessive concentration of resources in the real
estate sector and high private-sector debt, which were compounded by the persistence of
serious structural deficiencies in the functioning of the labour market. Under these condi-
tions, the 2008 and 2009 recession had a most virulent effect on Spain. This gave rise to a
very intense fiscal policy response which, along with the other expansionary economic policy
measures, helped soften the adverse effects of the crisis on activity. However, the budget
deficit rose to a very high level and did not prevent more severe job destruction than in other
countries, despite the fact that the decline in output was on a similar scale. The excessive
levels reached by both the budget deficit and the unemployment rate opened up additional
fronts of vulnerability in our economy, which was particularly affected by its high dependence
on external borrowing, despite the enormous correction the external imbalance has under-
gone in the past two years.

Against this background, the Greek crisis has undoubtedly had a contagion effect, exposing
the weaknesses of the European institutional arrangements and the potential implications for
the more vulnerable countries, Spain among them owing to the above-mentioned reasons.
Given the scale of the challenges facing us, it is vital that the economic policy response be
sufficiently ambitious and resolute, so as to speed the adjustment of the accumulated imbal-
ances and to lay the foundations for a more stable and flexible economy. This would not only
be to the benefit of the Spanish economy; it is also essential for the very stability of the com-
mon European project.

On this economic policy response will hinge the strength of the recovery, which in Spain’s case
has hitherto been very incipient and very reliant on temporary stimuli, that will tend to peter out
in the short run. Even without the high degree of uncertainty surrounding us in recent weeks,
the recovery would only be gradual and would take some time to attain a pace of expansion
sufficient to generate employment, which underscores the need to act decisively to avoid
prolonged low growth.
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The Annual Report of the Banco de Espana addresses the current situation of and outlook for
the Spanish economy in great detail. Accordingly, given the limited time for my testimony, |
shall focus on three issues that are essential in my view in order to be able to exit the current
situation and bring about a rapid return to sustained growth: fiscal consolidation; the steps
that must be taken to set in place an efficient labour market that rapidly promotes job creation;
and, lastly, the restructuring of the financial system, where substantial progress has been
made in recent weeks.

Evidently, one fundamental challenge we face is the need to correct the strong deterioration of
the budgetary position and ensure a rapid return to stability; otherwise, the expansionary mo-
mentum of public finances would become an obstacle to recovery. The challenge is an excep-
tional one since the budget deficit stood at 11.2% of GDP in 2009, up more than 13 pp of GDP
in only two years, and there was a substantial increase in the public debt/GDP ratio, which
stood at 53.2% in 2009, a level nevertheless below the European average. This marked fiscal
deterioration is partly due to the functioning of the automatic stabilisers, the discretionary
measures adopted, the strong inertia of public spending and, above all, the decline in revenue
linked to the end of the real estate boom, which will be difficult to turn around in the future. This
means that much of the fiscal imbalance is structural, and it must be checked urgently with
highly ambitious consolidation measures that manage to reverse the trend of spending and
build revenue back up.

In other circumstances it would probably have been feasible to reduce the budget deficit more
gradually. But at present it is impossible to pursue such a strategy, in a setting in which inves-
tors are demanding a speedier return to a credible path of budgetary stability. Responding to
this objective is the ambitious package of measures approved by the government on 22 May,
complementing the initial consolidation efforts included in the State budget for 2010 and in the
updated Stability Programme presented in January this year.

The authorities committed themselves in the updated Stability Programme to reducing the
budget deficit to 3% of GDP in 2013, in line with EU requirements under the Stability and
Growth Pact. The package of measures approved in May involves bringing forward to 2010
and 2011 a sizeable portion of the drive to reduce the deficit. As a result, a deficit target of 6%
of GDP was set for 2011. This fiscal consolidation objective, entailing a reduction in the deficit
of more than 5 pp of GDP in only two years, is exceptional. But it is also vital so as to clearly
bring public finances back onto a path of stability and dispel the risks perceived in connection
with our fiscal position.

This budget deficit target of 6% of GDP in 2011 should, moreover, be immovable and not
conditional upon other factors, even though these are beyond the control of the authorities,
such as lower-than-expected economic growth. The financial markets’ perception of the
likelihood of this objective being met will be a yardstick for the authorities’ degree of com-
mitment to pursuing an exit from this crisis, meaning this is the essential factor guiding
decisions and budgetary conduct in the coming months. Accordingly, strict compliance
with the target must be ensured, both through special budgetary monitoring and surveil-
lance procedures and through additional measures that should be applied if deviations
from the target are detected. Naturally, to be in a position to react promptly and effectively,
the measures most suited to the objectives set and which least interfere with a return to
sustained growth must be designed in advance.

Given the high decentralisation of public spending in Spain, the regional and local govern-
ments’ participation in this austerity drive and their commitment to attaining budgetary targets
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are vital. And | must say that the measures announced so far by most of these tiers of govern-
ment do little to respond to the radical reduction in unproductive public spending that our
economy needs.

As | said earlier, the recently approved fiscal adjustment measures were urgent, since they
were vital to curb a situation of extremely high instability that might have had disastrous con-
sequences. But there are other measures which, without having the same degree of urgency,
are nonetheless more important, since their goal is to ensure medium- and long-term budget-
ary stability. Clearly, | am referring to the measures to reform our pension system. At an earlier
date, the government tabled some proposals in the updated Stability Programme and, on this
basis, the Toledo Pact Commission will set about work in the coming weeks. | do not wish to
go into details here on the possible avenues of reform. But clearly, a combination of changes
that were to raise the legal retirement age, the minimum number of years necessary to qualify
for pension benefits and the period over which pensions are calculated would be optimal for
ensuring the system'’s viability.

Pension reform will not entail a significant improvement in the budget deficit figures in the very
short term, but it will exert a powerful influence on the recovery of confidence in Spain’s econ-
omy and in its public sector’s solvency, and that will translate into better financing conditions
and sounder growth prospects. Therefore, | can but urge that discussions under the aegis of
the Toledo Pact take place as promptly as possible, with the widest political consensus, as |
believe this may be a key factor for dispelling the uncertainty we have been facing in recent
weeks.

The fiscal consolidation programme and the measures adopted to reinforce the institutional
arrangements of the Monetary Union are fundamental, but they do not suffice to return the
Spanish economy to a path of high growth, particularly following the strong adverse impact the
recession has had on all the European countries’ potential growth capacity. Consequently, the
other centrepiece of the response to the current emergency situation is to adopt a series of
structural reforms conducive to the resumption of sustained growth in output and employ-
ment. These reforms, in turn, would contribute to progress in fiscal consolidation, as they
would enhance the perception of the sustainability of public finances and would reduce the
degree of sacrifice implicit in the necessary fiscal austerity that must be maintained in the com-
ing years.

There are several fields in which the Spanish economy requires an overhaul of its structures,
to make them more consistent with our membership of a monetary area and with a highly
competitive and globalised world economy. Two such fields are the labour market and the fi-
nancial system, on which | shall elaborate in detail later on in my address.

Correcting the inefficiencies weighing down on the functioning of our labour market is of para-
mount importance since, as the market is currently structured, the obstacles to gaining com-
petitiveness and generating sustainable employment are patently clear. In particular, these
shortcomings have meant that the adjustment of the economy in the recent crisis has fallen
disproportionately on employment as a result, among other reasons, of the scant sensitivity of
collective bargaining to the specific situation of firms. The extent of these rigidities is not mere-
ly cyclical; their effects are largely permanent as they force firms and workers out of the mar-
ket, causing lasting damage to productive capacity and human capital.

Last week the government approved a series of measures aimed at correcting these ineffi-
ciencies, specifically at reducing duality in hiring and at reinforcing companies’ internal flexi-
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bility. To do this, it opted to amend some of the features of the system currently in place, al-
beit without altering its most substantial aspects. In particular, the collective bargaining
system has remained outside the bounds of the reform; this limits its scope and effective-
ness, since the interaction of bargaining with the labour hiring system is a key determinant of
the labour market’s adjustability.

Notwithstanding, the reform promises headway in terms of internal and wage flexibility that
requires proper assessment, since it broadens the scope for firms in difficulty to negotiate
wage conditions with their workers that are better suited to the actual situation and to help
save jobs. As | have indicated on numerous occasions, had this possibility actually been
available during the recent crisis, the labour market adjustment would not have fallen so se-
verely on employment.

In parallel, in order to reduce the duality in hiring, certain measures have been adopted to in-
crease the incentives for permanent hiring. These involve extending the possibilities of using
stable employment-promoting contracts and the elimination of some of the causes that en-
couraged an unwarranted use of dismissals for reasons other than economic ones. The cate-
gories of workers that may avail themselves of permanent employment-promoting contracts
have also been widened, and certain restrictions on temporary hiring have been introduced.
The passage of the reform through Parliament should be used to add greater clarity to the
wording of the permanent employment-promoting measures so as to rule out restrictive inter-
pretations and boost its implementation. But the most debatable issue is the imposition of new
restrictions on temporary hires, especially if permanent hiring does not improve sufficiently. In
the current conditions, with more than 4.5 million Spaniards unemployed, all job creation op-
portunities must be kept open and not in the least impaired until the new channels for perma-
nent hiring prove effective.

In short, the fiscal consolidation programme, the pension reform proposals and the labour
market reform measures are three areas in which significant advances have been made by the
authorities in the last few weeks, but in which much work remains to be done. Let me now
move on to the area of reform which falls directly under the responsibility of the Banco de
Espafa, namely the restructuring of the financial system and, more specifically, of the savings
bank sector, where there has been appreciable progress in recent weeks.

In the last few months a very significant portion of Spanish savings banks has concluded
merger agreements with other savings banks, in what is the largest restructuring of the Spanish
banking sector in a long time. These movements started with the creation of the FROB (the
Fund for the Orderly Restructuring of the Banking Sector) in June 2009, nearly two years into
the international banking crisis affecting the markets and financial systems of all developed
countries, and to which Spanish financial institutions were exhibiting a marked resilience that
most have maintained to date.

This new Fund responded to the need to downsize the Spanish banking sector, particularly the
savings bank segment. After a prolonged period of growth, this segment had reached a size
which, given the evolving demand for banking services, entailed a clear excess of capacity.

From an individual standpoint, the prolongation of the crisis affected the capacity of institutions
to generate profits for the following reasons: an increase in non-earning assets (doubtful loans
and repossessed real estate assets), the narrowing of margins due to a fall in income associ-
ated with rising non-earning assets and to a higher cost of funds, the decrease in business
volume, etc.
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Moreover, the high growth of previous years, due particularly to increased business with the
real estate sector, had raised the dependence on wholesale debt markets, exposing savings
banks to the liquidity risk associated with adverse developments in those markets. Com-
pounding this is the intrinsic limitation of savings banks when it comes to raising core capital,
a limitation which is important because the trend in both the markets and the prudential fi-
nancial regulation currently under international revision is clearly towards stepping up require-
ments in this area.

Given the need to downsize this sector and the conviction that the productive structure
of many banks had to be rationalised to hold efficiency at adequate levels in a sector
characterised by growing competition, the time was ripe for the creation of the FROB,
under whose auspices many savings banks have arranged their mergers or institutional
protection systems (hereafter referred to by the Spanish acronym “SIP”). These two forms
of action are equivalent insofar as their main effects are concerned, because in SIPs
(which are agreements containing clauses to ensure stability) the capacity to define key
strategies and policies is transferred to a central entity and the participating banks large-
ly share their net assets and their liquidity, as well as pooling a high proportion of their
profits.

The FROB has a second mandate: to participate in the restructuring of unviable banks, act-
ing in this case secondarily to the traditional deposit guarantee funds (DGFs). This dual na-
ture of the FROB and the consequent possibility that a distressed bank not involved in a
merger or SIP process may undergo a crisis requiring the Fund to intervene (replacing direc-
tors and selling the bank or transferring its business to a third party) are an implicit incentive
for banks to seek partners with which to conclude merger or SIP agreements.

The FROB has €9 billion in capital and €3 billion of funds from a debt issue and, if needed, it
could raise up to €90 billion of funds from third parties.

Since the FROB was set up, a period of 12 months has practically elapsed. The end of this
period is marked by the deadline of 30 June 2010 set by the European Commission naotifica-
tion of 28 January 2010 on how to apply the general framework envisaged in it. This time
limit applies only to the FROB’s competence to assist merger/SIP processes, not to proc-
esses of individual restructuring. At the present date, 38 of the 45 Spanish savings banks (39
including Cajasur, a bank awaiting a solution within the framework of the FROB) are involved
in merger/SIP processes affecting 92% of savings bank assets.

Of the 12 merger/SIP processes, seven are planned with FROB aid estimated at a total of
about €10 billion, and the other five without government assistance. Also participating in one
of these processes is Caja Castilla-La Mancha, a bank seized by the Banco de Espafia which
received total aid of €3.8 billion from the deposit guarantee fund (DGF). The merger/SIP plans
of these 12 processes have already been authorised by the Banco de Espafna or are at the
authorisation stage, except in one case in which three banks are participating in a project still
under negotiation but which will not require FROB aid.

The operations involving merger/SIP plans with FROB aid envisage cuts of 20-25% in the
number of offices and of around 15% in staff, which gives an idea of the scale of the meas-
ures proposed to improve bank efficiency. The bank structure rationalisation measures are an
indispensable requirement for receiving FROB aid and are being included naturally in the
other planned voluntary operations, since these measures are responsive to the need to
achieve more soundness, more efficiency and more economic rationality.
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In addition to these savings bank merger/SIP operations, it should be mentioned that in the
three years of international financial crisis, only two savings banks saw their solvency deterio-
rate to such an extent as to require the application of precautionary special measures.

First, the directors of Caja Castilla-La Mancha were replaced by the Banco de Espafa in
March 2009 (before the FROB was set up). It received aid from the DGF totalling €3.8 billion,
of which €1.3 billion consisted of preference shares and €2.5 billion were in the form of guar-
antees of asset value, as well as €350 million of bridge financing. This savings bank, following
the agreements reached by it with Cajastur, has joined one of the 12 merger/SIP processes
under way.

Second, CajaSur was subjected to compulsory restructuring due to lack of solvency and via-
bility, following its failure to approve a merger with Unicaja, a sound and solvent project in
which the two savings banks had agreed on a private solution for the failed institution. The
FROB granted temporary aid through the subscription of €800 million of non-voting equity
units and €1.5 billion in liquidity support, which so far it has not been necessary to use. De-
finitive arrangements are being worked out for this savings bank through a competitive proc-
ess in which the aid finally granted will be defined.

At present, the provisional amount of the aid to be received by Spanish savings banks in this
process is as follows. The FROB will furnish around €10 billion to strengthen own funds in
merger/SIP processes. This amount has to be repaid within five years (extendable to seven
years) and earns the market rate of interest (at least 7.75%). The figure is not final because four
processes have yet to be authorised. In addition, Cajasur will receive the aid finally resulting
from the competitive procedure.

Furthermore, the savings bank DGF, which is financed by contributions from savings banks,
undertook to provide €3.8 billion to Caja Castilla-La Mancha.

These amounts, while substantial, are small compared with those provided by the taxpayers
of other countries. Therefore, it is fitting at this point to recall that Spain is now enjoying the
benefit of the decision in 1999 to oblige banks to record a general provision: since January
2008 our banks have used some €18.2 billion of this provision to cushion the impact of the
crisis on their income statements. As can be seen, this amount is more than the sum of the
funds used or to be used by the FROB and the savings bank DGF in the operations described
above.

Thus the main decisions have already been taken on the required restructuring and downsiz-
ing of the savings bank sector. One task remains in connection with these banks: a legal re-
form to enable them to issue instruments eligible as top-quality own funds and to provide
formulas conducive to improved governance and professionalisation of savings bank man-
agement.

The Banco de Espafa’s confidence in the soundness and competitiveness of the Spanish
banking sector is based on the extensive information we have on the situation of each bank,
obtained in the exercise of a supervisory function based on in-depth scrutiny and closeness to
the supervised party. We also have the results of regular stress tests of the capacity of banks
to cope with possible negative changes in the economic conditions in which they operate. At
this moment, as the markets and some sectors of international public opinion are expressing
distrust and reservations about the situation of several European financial systems, and par-
ticularly Spanish savings banks, the Banco de Espafa has announced its decision to publish
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the results of stress tests in order to ensure the highest possible transparency of the situation
of Spanish banks. Since agreement has been reached in Europe to conduct and publish com-
mon stress tests, the Banco de Espana will join this initiative and, therefore, publish the results
of the stress tests on Spanish banks as soon as this common framework allows.

The restructuring and reform of the financial system, together with the budgetary adjustment
and the pension and labour market reform, are the most urgent measures needed to restore
confidence in the Spanish economy. They should therefore be implemented immediately. But
the agenda of reforms required by our economy to move back to steady growth of economic
and social well-being and continue modernisation does not end there. There are still important
tasks which have to be tackled in unison by all Spanish political, economic and social actors.
And, having said that, | cannot conclude without underlining the Banco de Espana’s firm com-
mitment to contribute accordingly.

22.6.2010
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QUARTERLY REPORT ON THE SPANISH ECONOMY



1 Overview

In 2010 Q1 there was a slight increase of 0.1% in the Spanish economy’s GDP in quarter-on-
quarter terms, following six consecutive quarters of decline. The year-on-year rate of change,
which measures the conjunctural situation with something of a lag, showed a 1.3% decline.
This was due to the fall-off in national demand (2.4%), which was partly offset by a positive
contribution of net external demand equivalent to 1.2 pp of GDP.

Economic activity in Q2 held on a path of recovery similar to that in Q1, against a background
of markedly volatile financial markets and an acute crisis in confidence, following the spread of
the effects of the Greek fiscal crisis to other European economies. On the domestic front,
economic developments were further marked by temporary factors. These included most no-
tably the imminent conclusion of certain public programmes supporting spending, the rise in
VAT scheduled for 1 July, which contributed to bringing forward some private agents’ spend-
ing decisions, and the volcanic eruption in Iceland, which significantly affected air traffic. Fi-
nally, over the course of the past few months, the government took important policy measures
in the fiscal, labour and financial fields, the contents of which are detailed elsewhere in this
report.’

Against this backdrop, the estimates made drawing on conjunctural data indicate that out-
put is expected to have held at a moderate quarter-on-quarter growth rate of 0.2%, al-
though in year-on-year terms, it is estimated to have declined by 0.2%. On the expenditure
side, the fall in national demand slackened notably (-0.8% a year-on-year), chiefly as a re-
sult of the rise in private consumption, while the positive contribution of net external de-
mand fell to 0.6 pp of GDP. On the supply side, the performance of all branches of activity
was somewhat more favourable, albeit to differing degrees of intensity, as was the case
with employment, the year-on-year rate of decline of which was cut. On EPA figures, em-
ployment fell by 2.5% and the unemployment rate rose slightly, to 20.1%, set against a
pick-up in the labour force. The year-on-year rate of change of consumer prices rose during
the quarter, up to 1.5% in June, mainly as a consequence of dearer energy, whereby core
inflation stood at 0.4%. The leading indicator of the HICP for July showed a further rise,
taking the year-on-year rate of the HICP up to 1.9%, due to the impact of the rise in VAT on
final prices.

Turning to the international economic outlook, the worsening financial situation in Europe from
end-April resulted in a serious confidence crisis that sharply affected several euro area econo-
mies, in particular those showing most vulnerability due to the rapid deterioration in their pub-
lic finances or because of the scale of the imbalances they had built up. At the outset, tensions
focused on the sovereign debt markets. But they subsequently spread to the stock, foreign
exchange and banking system wholesale funding markets, where the loss of confidence gave
rise to a severe problem of liquidity shortages. The intensity and complexity of this episode,
which arose almost 3 years after the global financial crisis broke, has highlighted the presence
of significant shortcomings in the economic governance of the euro area and the risks entailed
by running up high fiscal deficits during prolonged phases of low growth, as has occurred in
recent years.

1. Royal Decree-Law 8/2010 of 20 May 2010, adopting extraordinary budget-deficit-reduction measures; Royal Decree-
Law 10/2010 of 16 June 2010 on urgent labour market reform measures; and Royal Decree-Law 11/2010 of 9 June
2010 on the governing bodies and other aspects of the legal regime for savings banks.
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GROSS DOMESTIC PRODUCT (a) CHART 1
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a. Seasonally adjusted series.

That said, the effect of this new bout of instability on international economic activity in Q2 was
limited. The ongoing global economic recovery continued to be led by the emerging Asian
countries, although the developed countries posted similar growth rates, on the whole, to
those of the previous period. Inflation held at moderate levels. Inflationary pressures were
greater in the emerging countries, giving rise to a progressive tightening of monetary policy in
a growing number of them.

As a result of these events the world economy faces the coming quarters amid greater uncer-
tainty, and the downside risks surrounding the outlook for recovery have been accentuated,
especially in the euro area. Only the achievement of far-reaching headway in European govern-
ance, the success of the fiscal consolidation programmes undertaken and the implementation
of ambitious reforms can provide any lasting relief to the tensions that have arisen, building on
the improvement of recent weeks and preventing downside risks from materialising.

The European economic authorities reacted forcefully to the seriousness of the situation and
deployed an array of unprecedented measures to safeguard the unity and financial integrity of
the area. The European Council and the Ecofin resolved to set in place the European Financial
Stabilisation Mechanism and the European Financial Stability Facility. Designed for crisis reso-
lution in the euro area, the activation of these vehicles will be subject to strict terms of condi-
tionality (see Box 3). In addition, new ways to strengthen EU and euro area governance were
agreed upon, and the attendant three-pronged guiding principles will be developed in the
coming months: stronger public finances commitments; the establishment of a new macr-
oeconomic surveillance procedure to prevent the build-up of imbalances; and the develop-
ment of crisis-resolution mechanisms. Lastly, measures were taken to shore up the European
banking system through the extension of public support programmes, and it was agreed to
conduct stress tests of European banks, the results of which were released on 23 July.

At the level of the Eurosystem, the Securities Markets Programme was temporarily adopted
with a view to normalising the functioning of the public and private debt securities markets, the
distortions in which were hampering the correct transmission of monetary policy. Further, sup-
port for liquidity was restored, through the reactivation of fixed-rate auctions for three-month
liquidity injections and full allotment, the introduction of a new six-month auction and the re-
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CONFIDENCE INDICATORS (a) CHART 2
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a. Normalised confidence indicators (difference between the indicator and its mean value, divided
by the standard deviation).

opening of liquidity lines denominated in dollars. Lastly, fiscal consolidation plans were rein-
forced at the level of national governments, taking immediate effect in some countries such as
Portugal and Spain, and deferred to some extent in Italy, Germany and other euro area coun-
tries, where austerity plans will begin to be applied in 2011 (see Box 4).

Set against this background are the measures approved by the Spanish government on 20
May this year, which came into force on 1 June. These bring forward to 2010 and 2011 a
significant part of the budgetary drive envisaged in the Updated Stability Programme for the
period 2010-2013, and they introduce additional expenditure-cutting measures, many of them
structural, including most notably the cuts to investment and civil servants’ wages from 1 June
this year, and a freeze on public-sector wages and pensions in 2011. Overall, this fiscal pack-
age entails a reduction in spending of somewhat over €15 billion (around 1.5% of GDP) be-
tween 2010 and 2011 (see Box 1). The deficit-cutting path has thus been set at 9.3% of GDP
in 2010, 6% in 2011, 4.4% in 2012 and 3% in 2013.

As regards the labour market, the government approved on 16 June a series of provisions -
currently in passage through Parliament - aimed at encouraging permanent hires and at in-
creasing the internal flexibility of companies. In the financial realm, the Banco de Espana
deemed practically complete the bank restructuring undertaken over the past year through the
FROB. And to dispel the doubts still surrounding certain banking segments, which were
heightening to some extent mistrust over the Spanish economy, the central bank announced
its intention to publish the stress tests of all Spanish banks and savings banks. This initiative
was assumed at the European level by the European Council held under Spain’s presidency,
and the results of the exercise, harmonised by the Committee of European Banking Supervi-
sors, were published on 23 July. In the case of Spanish banks, the stress tests covered virtu-
ally all the financial system and were conducted in greater detail and with a high degree of
transparency. Finally, a far-reaching reform of the regulation of savings banks was set in train,
completing the restructuring of the sector and helping entrench a sounder capital base for
these institutions. The adoption of this set of measures and most particularly the publication of
the stress tests of financial institutions has helped ease significantly in recent weeks the ten-
sions on financial markets.
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DESCRIPTION OF THE FISCAL CONSOLIDATION MEASURES INCORPORATED INTO THE IMMEDIATE ACTION

PLAN AND THE 20 MAY 2010 PACKAGE

Since late 2009 fiscal policy has progressively adopted a restric-
tive stance. The State Budget for 2010 included tax rises and
some restraint in public spending in relation to the trend of the
previous years. The regional government budgets for 2010 also
entailed considerable spending restraint. Along these same lines
were the multi-year targets contained in the Updated Stability Pro-
gramme (USP), published on 29 January 2010, which laid out a
significant budgetary consolidation path to 2013. Since releasing
the USP, the government has set in train two packages of meas-
ures that specify part of the fiscal adjustment announced for 2010
and 2011.

On one hand, the government approved in March 2010 the so-
called “Immediate Action Plan”. This cuts public spending by €5
billion (0.5% of GDP) in 2010, affecting capital transfers, public in-
vestment, goods and services, and subsidies (see accompanying
table). Further, it was resolved to reduce, without exceptions, pub-
lic-sector vacancies in 2010 to 10% of the replacement rate and to
hire no new stand-in staff.

On the other, the government approved Royal Decree-Law 8/2010
of 20 May 2010, adopting extraordinary measures to reduce the
budget deficit. What are involved here are a series of far-reaching
measures which, moreover, were accompanied by the bringing
forward of the consolidation plans initially included in the USP. As
a result, part of the fiscal drive initially envisaged to be made in
2012 is brought forward to 2010 and 2011, and the commitment
to the new budgetary targets is strengthened. Accordingly, the
general government deficit targets will be set at 9.3% of GDP in
2010, 6% in 2011, 4.4% in 2012 and 3% in 2013 (compared with
9.8%, 7.5%, 5.3% and 3%, respectively). The May package con-

FISCAL CONSOLIDATION MEASURES
Immediate Action Plan and 20 May 2010 Measures

EUR m and % of GDP

IMMEDIATE ACTION PLAN (spending cuts)
Goods and services

Subsidies

Investment

Capital transfers

20 May 2010 PACKAGE OF MEASURES

Cuts in wages and salaries

Saving from pensions freeze

Saving on aid and pharmaceutical spending
Cuts in local and regional government spending
Additional cuts in investment

TOTAL FISCAL CONSOLIDATION MEASURES

SOURCES: Spanish government and Banco de Espana.

BOX 1

tains a set of measures which, if applied in their entirety, would
entail saving of somewhat more than €15 billion (around 1.5% of
GDP) in cumulative terms between 2010 and 2011. The main
spending items affected by the cuts are public-sector employee
compensation, specific social benefits and public investment. A
cut in current spending by the regional governments is likewise
included.

In addition to the aforementioned measures with an impact in
2010 and 2011, on 28 May 2010 the government set a ceiling on
State spending for 2011, in cash-basis terms, and which in ho-
mogeneous terms (excluding transfers from the Sufficiency Fund
to the regional governments) would entail a decline of 7.7% in
State expenditure in relation to the ceiling set in 2010. This limit
could result in a further reduction in public spending of around
1% of GDP in 2011, according to European Commission esti-
mates.

The measures taken are appropriate and a significant step towards
attaining the budgetary targets set for 2010 and 2011. First, be-
cause they have been implemented as permanent cuts in public
spending. In this connection, the composition of the adjustment,
focusing chiefly on current expenditure, is appropriate. Second,
because they are a step up from the fiscal targets initially set in the
USP, meaning that two-thirds of the adjustment will be concen-
trated in the first two years of the consolidation path (2010 and
2011). Third, because the swift adoption of the measures has
helped counter the financial markets’ adverse expectations about
the sustainability of public finances in Spain observed throughout
May. Finally, the recently approved measures have made it possible
to meet the requirements undertaken in the Stability and Growth

EUR m % of GDP
2010 2011 2010 2011
1 2 3 4

5,000 0.48
1,540 0.15
210 0.02
850 0.08
2,400 0.23

5,250 10,000 0.50 0.94

2,300 2,200 0.22 0.21

1,630 0.14

825 2,200 0.08 0.21

1,200 0.1

2,125 2,870 0.20 0.27

10,250 10,000 0.98 0.94
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DESCRIPTION OF THE FISCAL CONSOLIDATION MEASURES INCORPORATED INTO THE IMMEDIATE ACTION

PLAN AND THE 20 MAY 2010 PACKAGE (cont’d)

Pact. As a result, the European Commission’s assessment dated
15 June was positive in relation to the targets set for the horizon of
2013 and the fiscal drive envisaged to correct the current exces-
sive deficit situation.

Nonetheless, the fiscal consolidation plan is subject to appreciable
risks. For one thing, some of the measures announced have yet to
be detailed, in particular those relating to the spending ceiling for

BOX 1

2011 and all those that affect the cuts to be made by the regional
governments, especially for 2011. In this respect, the government
should be prepared to apply further restrictive fiscal measures if the
budget targets were in danger of not being met. Hence the moni-
toring of the budget outturn and the swift application of those
measures already approved is crucial in the current circumstances
S0 as to ensure the credibility of the adjustment path in the medium
term.

The euro area participated in the general recovery, boosted by the strength of world trade and,
temporarily, by unusually high growth in investment in construction. The absence of medium-
term inflationary pressures in a setting of muted economic recovery led the ECB Governing
Council, at its meetings to August, to keep official interest rates unchanged. As a result, the
MRO rate held at 1%, at which level it has remained since May 2009, while the rates corre-
sponding to the marginal lending and deposit facilities held at 1.75% and 0.25%, respectively.

Under these circumstances, the external environment of the Spanish economy continued to
improve, although the aforementioned bout of instability affected private-sector financing con-
ditions, which turned more restrictive during the quarter. While bank borrowing costs for
households and firms generally continued falling during Q2, both the costs for companies of
short-term securities issuance and Spanish firms’ credit risk premia on derivatives markets
rose. Bank lending standards are expected to have tightened further over this same period.

Nonetheless, some slackening of tensions was detected during July, with appreciable declines
in credit risk premia and in bond market yields, meaning that the interest rate spread on Span-
ish 10-year government bonds over the German bund stood below 150 bp in late July (after
having peaked at 220 bp in mid-June), and the IBEX 35 was 2.1% down on end-March. Span-
ish Treasury tenders were favourably adjudicated, and certain private issuers returned to the
markets (see Box 7). That said, the financing conditions facing credit institutions, companies
and general government remain substantially more restrictive than those in previous quarters.

In these conditions, household consumer spending held on the recovering course of the previ-
ous months. A quarter-on-quarter rate of 0.7% has been estimated for Q2, which would place
the year-on-year rate of change at 1.5%. This pick-up in household spending has prompted
something of a turnaround in the trajectory of the saving ratio, which already fell slightly in Q1,
following two years of successive rises, and wstands at 18.5% of disposable income on four-
quarter cumulated data.

The effect of the direct-aid-for-car-purchase plan continued to boost this spending compo-
nent, as did other temporary factors such as the digital switchover and the bringing forward of
purchases ahead of the VAT rise, which boosted the acquisition of other consumer durables.
As these effects peter out, the pace of consumption is expected to slacken, against a back-
ground of falling disposable income attributable to lower growth in wage earnings and to the
lower contribution of other sources of income, in particular that stemming from general gov-
ernment, which is beginning to reflect the withdrawal of some of the stimuli applied during the
recessionary phase. The restoring of confidence and a less uncertain outlook regarding labour
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PRICES AND COSTS CHART 3
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a. Year-on-year rate of change.
b. Per unit of output. Year-on-year rate of change calculated on the basis of seasonally adjusted
series.

market prospects, in step with the labour reform under way, would be essential ingredients of
a sustained recovery in consumption.

Residential investment remained immersed in adjustment, although its rate of decline eased
slightly. It is expected to post a fall of 18% in terms of its year-on-year rate. As was the case in
the opening months of the year, this development was consistent with some stabilisation of
certain housing demand indicators, such as the number of transactions and that of mortgag-
es. This may be linked to an improvement in the affordability indicators, and also to the bring-
ing forward of property purchasing decisions given the foreseeable changes in indirect taxes
and the elimination of tax deductions for habitual-dwelling purchases from January 2011. Pos-
sibly, these latter factors have borne on the recent slowing in the decline of house prices, the
year-on-year rate of which stood in 2010 Q2 at -3.7%.

The containment of household spending continues to prompt an improvement in their lend-
ing capacity, which stood at a rate of 7.4% of GDP in Q1 on four-quarter cumulated data.
That is consistent with a slight increase in the outstanding balance of credit to households,
which grew at a year-on-year rate of 0.5% in May further to a moderate increase in lending
for house purchases (0.9%) and a slight fall-off in credit for consumption and other pur-
poses.

Despite the more expansionary behaviour of some domestic demand components and the
pick-up in exports, business investment held on a contractionary course, albeit one somewhat
slacker, amid marked uncertainty over accessibility to financing, surplus capacity and the need
for some business sectors to deleverage. However, the year-on-year rate of investment in
capital goods is expected to have turned positive once more, to around 2%, reflecting the
expansionary impact of the plan to promote commercial vehicle purchases launched in June
last year. The non-residential investment component performed somewhat more negatively,
since it was also affected by the impact of the cuts to investment in infrastructure, the comple-
tion of the works executed under the State Fund for Local Investment and the potential delay
in the start of the projects to be implemented under the (lesser funded) State Fund for Employ-
ment and Environmental Sustainability.
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FINANCIAL INDICATORS OF THE SPANISH ECONOMY CHART 4
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a. Weighted average of interest rates on various transactions grouped according to their volume.
For loans exceeding €1 million, the interest rate is obtained by adding to the NDER (Narrowly
Defined Effective Rate), which does not include commission and other expenses, a moving
average of such expenses.

b. Consolidated financing: net of securities and loans that are general government assets.

¢. Four-quarter cumulated data.

The fall in non-financial corporations’ investment and the improvement in their saving, via the
sharp decline in interest payments, notably eased this sector’s net borrowing, placing it at
1.2% of GDP in 2010 Q1 on four-quarter cumulated data. In parallel, on data for May, busi-
ness-sector debt continued on a declining path at a year-on-year rate of 2%. In this setting,
the return to a situation of normality on financial markets is vital for the recovery of this demand
component.

Turning to general government conduct, the fiscal consolidation plans have begun to check
the expansionary impulse provided by the public sector to aggregate demand, although the
impact on public finances is still incipient. In the case of central government, the information
available for Q2 offers some signs of an improvement in the State deficit owing to the reduction
in wages and salaries and the rise in tax takings.
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As regards foreign trade, the positive contribution of net external demand in Q2 (0.6 pp of
GDP) continued to mitigate the fall-off in spending on activity, albeit to a lesser extent than in
previous quarters. The pick-up in activity and in world trade, and the more favourable behav-
iour of competitiveness in terms of relative prices with our competitors, contributed to driving
a sharp increase in exports. This development was accompanied by the more expansionary
behaviour of goods imports, linked partly to the rise in exports but also to some improvement
in industrial activity and to the recovery of certain domestic demand components, such as
durable goods purchases, which might be as a result of the aforementioned temporary fac-
tors. When these factors have tailed off, imports may be expected to perform less dynami-
cally, meaning that net external demand may play a greater role once again in terms of its
contribution to growth, based on higher exports. To ensure this, perseverance is needed to
entrench the improvements in cost- and price-competitiveness attained in recent quarters,
and to underpin them with genuine productivity gains.

Trade in services continued on the recovering path seen in Q1. Tourism trended relatively fa-
vourably, despite the effects of the flights cancelled in April and May due to the volcanic erup-
tion in Iceland (see Box 5). As a result, the ongoing correction of the nation’s net borrowing
continued in Q2, after having stood at 4.3% of GDP in Q1 on four-quarter cumulated data.

On the supply side, the year-on-year rate of decline of value added in the market economy
eased once more, as did employment. This would have been consistent with a slight rise in
productivity, estimated at 2.5% for the economy as a whole. Compared with the previous
quarter, both value added in market services and industrial activity are expected to show
positive growth, although in the latter case job destruction would have continued, unlike in
services where, for the second quarter running, employment rose moderately. Construction
performed similarly to the previous quarter, with sharper declines both in value added and in
employment, as a result of the more contractionary behaviour of the non-residential building
segment, for the reasons mentioned earlier.

The latest information on labour costs shows that the wage restraint observed early in the year
is expected to have intensified in Q2. Wage agreements to June show average wage settle-
ments of 1.3%. Overall, compensation per employee in the market economy is estimated to
increase in Q2 by around 1%. And this, combined with the still relatively expansionary behav-
iour of productivity, is expected to prompt a decline in unit labour costs, markedly so in indus-
try.

Wage moderation will foreseeably continue over the rest of the year, as collective bargaining
outcomes are incorporated into newly signed agreements. These are still few in number, but
include wage increases of around 1%, below those of multi-year agreements (1.4%). The
measures taken to cut public-sector wages might exert something of a demonstration effect
on private-sector wages. Using the means laid down by the labour market reform under way
to provide for wage opt-outs by companies facing difficulties might also be of benefit in this
connection.

Finally, inflation rose in Q2 to 1.6% on average for the quarter (1.2% in Q1). This is essentially
due to the rise in energy product prices compared with a year earlier, when they posted mark-
edly low increases. Core inflation held at a moderate level, with the CPI excluding energy and
unprocessed food prices registering a rate of increase of 0.2% for the quarter as a whole,
similar to that in Q1. The price differential with the euro area also held steady at 0.1 pp. Over-
all, price pressures remain contained in line with the relative weakness of the recovery in do-
mestic spending. This factor will foreseeably lessen the extent to which the VAT rise passes
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through to final prices, especially in those cases where the impact of the changes in indirect
tax in the past was greater (energy and services). This pattern is decisive for entrenching the
gains in competitiveness that are beginning to arise.

In sum, for the recovery the Spanish economy has embarked upon to take root - with growth
rates that will remain sluggish for some quarters yet - will require the prompt and firm imple-
mentation of the fiscal consolidation plans to which the government has committed and of the
approved or announced structural reforms, which are of pivotal importance for restoring con-
fidence and boosting long-term growth.
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2 The external environment of the euro area

The recovery on international financial markets was interrupted in 2010 Q2 due to the impact
of the fiscal problems in the euro area, which gave rise to a strong increase in volatility, greater
global risk aversion and investor flight to safe assets. Despite this market instability, the eco-
nomic indicators released point to continuing vigour in the pick-up in the world economy in this
period, albeit probably at lower rates than in the previous quarter and with notable divergence
between the developed economies - which are recovering at a slower pace - and the much
more dynamic emerging economies. In any event, the potential impact on activity of Europe’s
fiscal and financial problems comes at a time when private demand in the developed econo-
mies should take up the baton from fiscal stimuli and from the increase in inventories as the
motor of the recovery, which adds uncertainty to the strength of the economic upturn. The
recent unfavourable performance of the labour and housing markets in the United States and
the loss of momentum in business surveys in many countries suggests some easing off in the
pace of growth in the second half of the year; in the case of the emerging economies, the
slowdown might be induced by the tightening of the monetary policy stance in these coun-
tries. Recent events have, moreover, influenced policymakers’ exit strategies. In particular,
they have precipitated the start of fiscal consolidation process in some countries, especially in
Europe, and they have put back expectations of official interest rate rises in the advanced
economies. All these factors make for a more uncertain outlook and one with greater downside
risks for the world economy in the coming quarters, which may also affect global imbalances,
as analysed in Box 2.

The behaviour of international financial markets during Q2 was characterised by a marked in-
crease in instability, which has softened to some extent in July. At the start of the quarter the
uncertainty over the euro area fiscal situation affected only the European market, but gradu-
ally took on a global dimension. Against this background, the government bonds of countries
such as the United States and United Kingdom, but also of Germany, acted as safe-haven
securities, showing declines in their long-term yields. This instability was exacerbated by the
greater uncertainty over the strength of the recovery in economies such as the United States
and China, and fed through to interbank markets, particularly to dollar-denominated opera-
tions, and to stock market indices, which fell clearly back, prompting an increase in volatility.
Private-sector fixed income issues declined significantly (especially those of financial institu-
tions), in contrast to their buoyancy at the beginning of the year. The economic authorities
adopted various measures to address the financial instability, including most notably, outside
the euro area, the reactivation of foreign currency swap lines. On the foreign exchange mar-
kets, the dollar appreciated over the quarter as a whole against the main currencies, in devel-
oped and emerging economies alike, the exception being the yen, which showed greater
strength. In July, however, this trend has been partly reversed. Also of note was the greater
flexibility announced for the Chinese foreign exchange regime, which abandoned parity with
the dollar in mid-June, although the appreciation of the renminbi against the US currency was
less than 1%. Finally, the emerging economies’ financial markets moved in line with the mature
markets, which made for a widening of sovereign spreads; once again, however, the indicators
have improved appreciably in recent weeks.

Commodities prices underwent a correction, as a result of the bout of financial turbulence in
May and the greater uncertainty over world demand, although some of the decline has re-
cently been recouped. Brent oil currently stands at around $75 per barrel, $10 less than in late
April.
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GLOBAL IMBALANCES: RECENT DEVELOPMENTS AND OUTLOOK

Global imbalances were considered as one of the factors of greatest
risk to the world economy in the years prior to the crisis. Generally,
such imbalances were believed to be unsustainable in the medium
term and it was feared their correction might come about in a disor-
derly fashion, generating substantial financial instability. Global imbal-
ances are associated with the presence of high and persistent cur-
rent account deficits in specific economies, in particular the United
States, the counterpart of which are very sizeable surpluses in a di-
verse number of countries, in particular China, other emerging Asian
economies and commodities exporters (see Panel 1). The absolute
value of current account balances, which accounted for less than 1%
of global GDP in the mid-1990s, rose to 5% in 2008. The contribution
of global imbalances to crises remains a controversial subject. While
they were not a direct trigger, they were considered to have rein-
forced the financial excesses that resulted in the crisis. In any event,
the post-crisis economic and financial adjustment has entailed the
notable correction of these imbalances, which may largely prove
transitory. The main determinants of global imbalances are set out
below, along with a description of the impact of the economic crisis
on their adjustment and an assessment of how they will behave in the
medium term.

The build-up and persistence of global imbalances before the crisis
was the outcome of a broad set of real and financial factors, and of
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economic policy decisions, which combined over the course of these
years in the world economy. Firstly, the growing dispersion of current
account balances coincided with a strong increase in cross-border fi-
nancial flows, as can be seen in Panel 1, in a phase of intense financial
globalisation. The increase in foreign financing needs reflected the di-
vergent movements in saving ratios and investment across the differ-
ent countries. Thus, in the United States, whose current account defi-
cit climbed to 6% of GDP - and 1.6% of world GDP - in 2006, the
widening of the negative saving/investment gap in recent years was
due to a gradual decline in private saving (associated with a growth
pattern characterised by highly dynamic consumption), which was ac-
companied by a deterioration in the budget deficit (see Panel 3). The
main counterpart of this was the substantial current-account surplus in
China and the emerging Asian economies, which reached 1% of world
GDP in 2007, the reflection of a very high and growing saving ratio that
was not matched by the dynamism of investment (see Panel 4). More
recently, in 2007 and 2008, the high prices of oil and other commodi-
ties contributed to widening notably the current-account surpluses of
the exporting countries of these products. Such surpluses came to
account for 1.1% of world GDP in 2008, giving rise to a parallel dete-
rioration in the current account balances of importing countries.

Certain economic policies proved conducive to the persistence of
global imbalances. In the emerging economies, there was a build-up
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GLOBAL IMBALANCES: RECENT DEVELOPMENTS AND OUTLOOK (cont’d)

of reserves (see Panel 2), arising partly from a precautionary motive,
but also - and most especially so in the case of China - from the wish
to maintain exchange-rate stability and to preserve an export-led
growth model. Many oil exporting countries also adopted fixed ex-
change-rate policies, although the accumulation of external assets in
these cases materialised through sovereign wealth funds. Conse-
quently, a notable set of emerging economies routed their external
financing to deficit-running countries, in particular the United States,
investing in publicly owned assets.

The economic and financial crisis has prompted a partial correction of
global imbalances, which edged down to account for somewhat
more than 3% of world GDP in 2009, 2 pp less than the previous
year, but still 2 pp more than in the mid-1990s. The collapse in world
demand and in trade flows, and also in commodities prices, were the
main factors of adjustment. In the United States, where the correction
had begun before the crisis, the external deficit narrowed to 2.6% of
GDP in 2009 (0.65% of world GDP), while in the oil exporting coun-
tries the surplus narrowed by 70%, coming to account for only 0.3%
of world GDP; in China, the reduction was smaller, at 30%, whereby its
surplus accounted for 0.5% of world GDP. From a more financial per-
spective, during the crisis there was a fall-off in international capital
flows (a trait of financial crises), a decline in investment and a signifi-
cant increase in private saving in the developed economies, which
was more than offset by the strong rise in public dissaving in most of
these countries.

Some of the factors behind the reduction in global imbalances are
associated with the strong economic and trade contraction; ac-
cordingly, some increase in imbalances is expected with the recov-

BOX2

ery and the foreseeable reactivation of capital flows. In any event,
they are not likely to recover their high pre-crisis levels. And do-
mestic private demand in the developed economies is thus not
expected to be as buoyant as it was before the crisis. Indeed,
there has been a notable increase in the private saving ratio in the
United States (see Panel 3) and in other countries, as a response
to the heavy prior indebtedness, and the high budget deficits that
have built up during the crisis will impose a restrictive bias in the
medium term on the developed economies. Nor is it likely that oil
and other commodities prices will regain their pre-crisis levels. On
the other hand, however, the financial crisis may have reinforced
the precautionary motive-led reserves-accumulation strategy, a
factor that might lead imbalances to widen. The potential impact of
the recent fiscal problems in the euro area is difficult to gauge.
Were they significantly to impact external and commodities de-
mand in the area, that would slow the widening of surpluses in the
countries running them, while the depreciation of the euro against
the dollar may adversely affect the US current account deficit.
Lastly, there are doubts as to whether the limited added flexibility
of the exchange rate in China will substantially change exchange-
rate policy and support the correction of China’s extensive external
surplus.

In sum, global imbalances will foreseeably widen in the recovery
phase, albeit on a lesser scale than before the crisis. Significantly,
moreover, the imbalances are now of a substantially different nature:
countries with a surplus have shifted from financing heavy private
debt in deficit countries to covering the high borrowing needs of their
public sectors, which will absorb a notable amount of financial re-
sources over a prolonged period of time.

In the United States, the rise in GDP in Q2 showed quarterly growth of 0.6% (3.2% year-on-
year), thanks to the positive contribution of investment (including its residential component),
private consumption and public spending, and despite the smaller contribution of inventories
and the strongly negative contribution of external demand. The figure entails a slowdown in
growth of 0.3 pp on Q1. The latest indicators revive doubts about the strength of the recovery,
given the sluggishness of the figures for private consumption, employment and the residential
real estate market. Retail sales fell in May and June, while consumer confidence plummeted in
early July. The employment figures for May and June, once new hires to conduct the census
were stripped out, were very disappointing, despite the 0.2 pp fall in the unemployment rate
to 9.5%, derived from a reduction in the labour force owing to a discouragement effect.
The residential real estate market fell once again in Q2 once tax relief for house purchases was
removed at the end of April, and there were further reductions in housing starts and house
sales. Turning to consumer prices, the inflation rate declined by 0.9 pp in June to a year-on-
year rate of 1.1%, while core inflation held at 0.9%. Against this backdrop, the Federal Reserve
left its official interest rate unchanged - between 0% and 0.25% - at its June meeting, and
reiterated that it would hold it at a lower level for a prolonged period, depending on develop-
ments in the economy. FOMC projections revised down expected growth in 2010 and raised
the forecast for the unemployment rate for 2011 and 2012. Lastly, the Financial Reform was
finally approved. This legislation substantially amends regulatory and supervisory arrange-
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MAIN MACROECONOMIC INDICATORS
Year-on-year rate of change
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a. Percentage of labour force.

ments governing financial institutions and the capital markets, although much of its content is
still pending implementation.

In Japan, GDP in Q1 grew at a quarterly rate of 1.2%, slightly down on 0.9% the previous
quarter and raising year-on-year growth to 4.6%. Underpinning the expansion was the mo-
mentum of exports and stockbuilding, while consumption moderated. The economic indica-
tors point to a slowdown in Q2, owing to the diminished thrust of exports and the progressive
phasing out of fiscal stimuli, despite the fact that the confidence indicators continue emitting
positive signs. Turning to the external sector, the trade surplus narrowed in May as a result of
the appreciation of the yen. The labour market worsened during the quarter and the unem-
ployment rate rose by 0.3 pp to 5.3% in June. Consumer prices continued falling year-on-year
to a negative rate of -0.7% in June, 0.4 pp less than at the end of Q1. In this context the Bank
of Japan held its official interest rate at 0.1%, and approved a new temporary facility to stimu-
late the granting of bank credit to projects aimed at increasing the economy’s potential growth.
Finally, the new government announced a fiscal consolidation programme with the aim of re-
stricting the issuance of public debt and achieving a balanced budget in 10 years, although the
details have not been specified.
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PRICES, REAL EXCHANGE RATE AND INTEREST RATES CHART 6
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a. Three-month interbank market interest rates.
b. Ten-year government debt yields.

In the United Kingdom, the final estimate of GDP for 2010 Q1 placed growth at a quarterly
rate of 0.3% (-0.2% year-on-year), although the increase in GDP in Q2 points to a significant
acceleration, with quarterly growth of 1.1%. This figure is higher than expected, given that the
recent indicators of output, business sentiment and consumption have been somewhat
slack, while the external sector showed signs of sluggishness. There were no significant
changes in the labour market, although the unemployment rate fell slightly to 7.8% in June.
There was an easing of prices in June in the real estate market, probably induced by the
slowdown in demand and the sound growth of supply. Inflation was down 0.2 pp in June to
3.2%, following the rise in the opening months of the year, due in part to temporary factors
such as the rise in VAT rates. Against this background, the Bank of England held its official
interest rate unchanged at 0.5%, and did not make any further extensions to its asset pur-
chase programme. Finally, the new government unveiled a budget envisaging a fiscal adjust-
ment of 8 pp of GDP over the next five years, and plans for financial reform in which the
central bank is given more powers in macroprudential regulation and the Financial Services
Authority (FSA) is phased out.
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EMERGING ECONOMIES:
MAIN MACROECONOMIC INDICATORS (a)
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a. The aggregate of the different areas has been calculated using the weight of the countries that
make up these areas in the world economy, drawing on IMF information.

b. Argentina, Brazil, Chile, Mexico, Colombia, Venezuela and Peru.

¢. Malaysia, Korea, Indonesia, Thailand, Hong Kong, Singapore, Philippines and Taiwan.

d. Poland, Hungary, Czech Republic, Slovak Republic, Estonia, Latvia, Lithuania, Bulgaria and
Romania.

e. JP Morgan EMBI spreads. The data on the new EU Member States relate to Hungary and
Poland. The aggregate for Asia does not include China.

f. Annual data.

In the new EU Member States not belonging to the euro area, GDP grew at a year-on-year rate
of 0.5% in Q1, following four consecutive quarters of declines. Activity was boosted by ex-
ports, except in Poland, where growth was underpinned by private consumption. Nonethe-
less, there are notable differences from country to country, with GDP growth in Poland, Hun-
gary and the Czech Republic, and declines - albeit more moderate - in the remaining countries.
The indicators for Q2 suggest a gradual recovery in industrial output, while signs are emerging
of a pick-up in private consumption in some countries. As to the external sector, most coun-
tries posted current account surpluses, thanks to the sound behaviour of the trade balance.
Over the course of the quarter, inflation held at a moderate rate and, in June, stood at 2.7%
year-on-year for the region on average. Official interest rates held stable, except in the Czech
Republic, where they were surprisingly cut in early May to 0.75%. Finally, in the institutional
realm, on 13 July Ecofin approved the adoption of the euro by Estonia. Entry is scheduled for
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1 January 2011, with a conversion rate of 15.6466 kroons per euro, its current Exchange Rate
Mechanism Il currency board rate.

In China, GDP grew at a year-on-year rate of 10.3% in Q2, easing from 11.9% in Q1. This
slowdown came about partly due to the measures aimed at moderating the excessive dyna-
mism of the real estate market and local government investment. On the external front, ex-
ports grew notably during the quarter after slowing in Q1, while the growth rate of imports
eased, contributing to an increase in the trade surplus. Inflationary pressures moderated at the
end of the quarter and inflation dipped by 0.2 pp in June to 2.9%. The central bank further
increased banking reserve requirements, which may have contributed to the slight slowdown
in bank lending. Moreover, as indicated, greater flexibility was provided to the exchange rate
against the dollar, resuming the regime prior to the 2008 crisis, with a daily fluctuation band of
+ 0.5% against a basket of currencies. In the other main Asian economies, economic activity
was very buoyant with India, South Korea and Singapore posting notable GDP growth in Q1.
Economic indicators suggest the pace of growth will be maintained in Q2. Inflation rose mod-
erately in the main countries of the region and remained very high in India. That led to the first
rises in official interest rates in Taiwan, South Korea, Thailand and India, where reserve require-
ments were also increased.

In Latin America, GDP grew at a year-on-year rate of 5.5% in Q1 (1.4% in the previous quar-
ter), driven by domestic demand and despite the fact that the contribution of external demand
turned negative. In quarter-on-quarter terms, growth eased, due partly to the contraction in
Mexico and despite the acceleration in Brazil and Argentina. The indicators for Q2 generally
point to continuing buoyant activity, with the exception of Brazil, where some signs of slowing
- from very high rates - are perceptible, and of Venezuela, which is expected to continue to
post negative rates. Inflation across the region as a whole held stable, at around 6.6% year-
on-year, with a generalised rise in most countries, except in Brazil and, especially, Mexico.
Many central banks tightened their monetary policy stance; interest rates were raised in Peru,
Chile and Brazil (which had already begun to tighten the previous quarter) and there were in-
creases in reserve requirements in Peru, where sizeable exchange-rate interventions were
made to restrain the appreciation of the exchange rate. In Argentina, the new unpaid debt
swap was concluded, after which over 90% of the 2001 default has been restructured. Follow-
ing this operation, the credit rating agency Fitch deemed that Argentine sovereign debt is no
longer in a position of partial default. Finally, Colombia introduced a fiscal rule whose aim is to
pursue a countercyclical policy and stabilise the effects on the budget of changes in oil prices.
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3 The euro area and the monetary policy of the European Central Bank

During the second quarter of the year, there was a marked increase in the severity of the finan-
cial market turbulence in the euro area. Delays in addressing fiscal sustainability issues in
Greece led to strong tensions in government bond markets, which initially spread to the more
vulnerable economies owing to the rapid deterioration of their public finances and/or the size
of their accumulated imbalances. However, the contagion was not confined to these coun-
tries, but spread to stock and foreign exchange markets and the financial system of the entire
euro area on account of the exposure of a large number of European financial institutions to
sovereign bonds issued in these countries. Moreover, the loss of confidence among interna-
tional investors limited access to the wholesale funding markets, whereby the financial system,
which channels the necessary external resources to households and firms, faced a serious li-
quidity problem.

Given the seriousness of the situation, the European authorities decided at a meeting on 7
May to adopt unprecedented emergency measures to safeguard the financial unity and integ-
rity of the euro area. First, the Ecofin Council of 9-10 May established two new financing ar-
rangements — the European Financial Stabilisation Mechanism and the European Financial
Stability Facility — to assist Member States if they encounter difficulties in accessing the capital
market. The arrangements are subject to strong conditionality. To date, it has not been neces-
sary to activate these arrangements, which if warranted could be topped up with an addi-
tional contribution from the IMF (see Box 3). Second, the ECB, which kept the official interest
rate at 1% on its main refinancing operations, again boosted the supply of liquidity and
launched, as a temporary measure, the Securities Markets Programme to restore the correct
functioning of public and private debt securities markets, whose distortions were hampering
the monetary policy transmission mechanism. Significant progress was also made in the fiscal
area and in structural reform. In particular, Greece, Portugal and Spain brought forward and
considerably stepped up their fiscal consolidation plans, introducing some structural reforms,
while Italy, Germany and other euro area economies started setting out their own austerity
programmes, scheduled for introduction from 2011 onwards (see Box 4). Similarly, as ex-
plained in Box 3, important steps were taken in the reform of European governance to improve
the mechanisms for the detection and correction of macroeconomic and fiscal imbalances.
Last, the publication on 23 July of the bank-by-bank results of the stress tests on 91 EU finan-
cial institutions confirmed the overall resilience of the banking system to negative macroeco-
nomic and financial shocks and was an important step towards restoring confidence to the
markets.

The gradual introduction of all of these measures ultimately marked a turning point in the
course of the financial tensions. In July sovereign debt spreads started to narrow, although
they remain at high levels, and the euro appreciated against other currencies from its low mid-
June levels. Similarly, more precise details of fiscal consolidation commitments eased investor
concerns, as reflected in the success of all government debt issues.

Against this background, euro area growth is expected to be stronger in Q2 than during the
winter months and to slow somewhat in the second half of the year, as a consequence of fiscal
consolidation efforts being brought forward in some countries and a forecast loss of momen-
tum in world trade due to the gradual withdrawal of the non-standard measures introduced in
response to the crisis. The euro area rate of inflation stabilised during Q2 and inflation expecta-
tions remain firmly anchored below 2%. The weakness of domestic demand and continuing
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THE REFORM OF EURO AREA ECONOMIC GOVERNANCE

The sovereign debt crisis has highlighted deep-seated weaknesses in
the supervisory mechanisms designed to safeguard euro area macr-
oeconomic and financial stability. It has also necessitated the intro-
duction of new instruments to address the exceptional events of re-
cent months.

In late April and early May, the expansive wave from the Greek crisis
began to take on unexpected proportions. As it spread to other euro
area economies, far-reaching emergency measures, listed in the ta-
ble below, became necessary. Initially, efforts targeted the Greek li-
quidity crisis. On 2 May, the countries of the euro area set up a three-
year financial assistance programme for Greece, with the commit-
ment of extending bilateral loans for up to €80 billion. This amount
can be increased by an additional contribution of €30 billion from the
IMF. The first payment was made in mid-May, once the Greek au-
thorities had adopted an ambitious and credible fiscal consolidation
programme approved by the IMF, European Commission (EC) and
European Central Bank (ECB).

Nevertheless, given the heightening and spreading of tensions in sov-
ereign bond markets, the Ecofin Council meeting of 9-10 May de-
cided to establish a more effective mechanism to provide financial
assistance to any euro area member country in need, capable of mo-
bilising up to €750 billion (over 8% of euro area GDP). This instrument
comprises three elements. First, the European Financial Stabilisation
Mechanism (EFSM), on which any euro area member country in need
can call, has a fund of €60 billion which the EC will raise on the capi-
tal markets. Second, a company under the name of the European
Financial Stability Facility (EFSF) was set up with the aim of granting
loans to euro area countries in financial difficulty, up to a maximum of
€440 billion, which the EFSF will obtain through bond issues. These
loans will be guaranteed by those euro area member countries not
benefiting from the assistance in proportion to their share in the cap-
ital of the ECB. To ensure the maximum credit rating for bonds issued
by the EFSF, each euro area country will guarantee 120% of its share
in each of the company’s securities issues and, additionally, will set
up a liquidity reserve. The EFSF has been functioning since the end

RECENT EURO AREA AND EU ECONOMIC POLICY DECISIONS

BOX3

of July, since over 90% of the member countries have already offi-
cially approved their participation in this facility, and it is expected to
remain in place for three years. Finally, the IMF made a commitment
to contribute additional funds to this assistance mechanism, amount-
ing to at least half of the total contributions of the EU Member States
(up to a maximum of €250 billion). Recourse to these funds is subject
to strict conditionality hinging on the introduction of fiscal adjustment
and structural reform measures.

These financial solidarity measures among euro area member coun-
tries were accompanied by a very active response from the ECB (dis-
cussed in detail in the main text of this Report) and a major commit-
ment to fiscal consolidation by European countries (see Box 4), thus
containing the spread of the tensions. However, the critical situation
over recent months highlighted the need to fully overhaul governance
in the euro area in order to prevent the emergence of situations that
jeopardise euro area financial stability and, were they to materialise,
to offer a more rapid and structured response.

European institutions are making considerable progress in this area,
with the creation of a working group within the European Council in
April (Van Rompuy Task Force), with the support of the EC, ECB and
all EU Member States, in an attempt to establish a more robust po-
litical architecture for the euro area and the EU. This group will present
its final conclusions in October. In the meantime, its work is already
very advanced, as indicated by the Commission’s communication of
30 June, which sets out a series of specific reform proposals and a
road map for their introduction.

The reforms proposed thus far focus on the review of the supervisory
mechanisms and are likely to involve, specifically, a strengthening of
the Stability and Growth Pact (SGP) and a widening of surveillance to
macroeconomic imbalances and competitiveness divergences of
Member States. In the fiscal area, it is proposed that government
debt should again have the relevance it was originally given by the
Pact, on account of its close relationship to the sustainability of public
finances. Consequently, countries with levels of debt above 60% of

DECISION

Suspension of application of minimum credit rating threshold applicable to Greek marketable debt

DATE INSTITUTION

11 February  Heads of State or Government Commitment to take measures necessary to safeguard euro area financial stability

25 March Heads of State or Government Establishment of principles of future financing mechanism for Greece. Bilateral loans between
member countries and IMF

11 April Eurogroup Agreement on specific terms of possible financial support to Greece

2 May Eurogroup Approval of Greek support programme

3 May ECB

7 May Heads of State or Government Euro area governance and structural reform drive

9-10 May ECOFIN European Financial Stabilisation Mechansim

10 May ECB Securities Markets Programme

12 May European Commission Presentation of first proposal for governance reform

7 June Eurogroup European Financial Stability Facility

10 June ECB Publication of contribution to governance reform

30 June European Commission Announcement with more specific proposals for governance reform

SOURCE: Banco de Espafa.
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THE REFORM OF EURO AREA ECONOMIC GOVERNANCE (cont’d)

GDP will be subject to the Excessive Deficit Procedure (EDP), unless
the variable is declining at a satisfactory pace (as measured against a
yet to be set numerical target). Furthermore, an extension of the sys-
tem of sanctions and incentives is proposed, whereby they will kick in
more automatically, even in a pre-emptive capacity, when progress
towards compliance with medium-term objectives is not satisfactory.
In the case of countries subject to the EDP, the Commission upholds
the suspension and subsequent cancellation of financial commit-
ments associated with structural, agricultural and fishing funds, which
make up most of the EU’s budget, for those countries that fail to
comply with the recommendations. Finally, to provide an incentive for
compliance with the SGP while respecting the national sovereignty of
fiscal policies, the Commission will make a proposal in September
establishing the minimum requirements to be met by national fiscal
frameworks (fiscal rules, multiannual budgetary programmes), with
the recommendation that they apply to all tiers of government.

For the surveillance and correction of macroeconomic imbalances, a
scoreboard of economic and financial indicators will be created.
These indicators will include the current account balance, real effec-
tive exchange rates measured using unit labour costs and the GDP
deflator, net external assets, house prices, government debt and the
private sector credit/GDP ratio. Nevertheless, given the complexity in
establishing the target or reference values for these indicators, the
situations of those countries with larger imbalances will be analysed
in greater depth, incorporating other relevant criteria, and on this ba-
sis the necessary recommendations will be made. In the most ex-
treme cases, the country will be placed in an “excessive imbalances
position”, triggering a procedure of closer supervision by the Euro-
group and the European Council and leading to the issuance of more

BOX3

detailed economic policy recommendations. Meanwhile, the country
will be required to report regularly to Ecofin and the Eurogroup on its
progress in implementing reforms. The functioning of this mechanism
will be consistent with the outcome of the surveillance of structural
reform in the Member States conducted by the Commission within
the framework of the Europe 2020 strategy, using as a basis the Na-
tional Reform Programmes (NRPs).

All these changes will be integrated into the “European semester”,
which will be launched in 2011 and will foster the ex ante coordina-
tion of national policies with European objectives. The Semester will
start in January each year with the publication by the European Com-
mission of a report entitled “Annual Growth Survey”, in which eco-
nomic issues of relevance to the EU and euro area are reviewed, and
will continue in April when the Member States submit their Stability
and Convergence Programmes and NRPs to the European Council.
The Council’s response will be given in July, with the publication of
country-specific economic policy guidelines which should be taken
into account in the national government budgets for the following
year.

In addition to strengthening the surveillance mechanisms, considera-
tion is being given to the possibility of establishing a permanent crisis
management mechanism to tackle a possible restructuring of debt by
a Member State. The design of this permanent mechanism is still
pending discussion by the Working Group, but there is a broad con-
sensus that the financial assistance provided through it will necessar-
ily be subject to a strict conditionality to ensure that the correction of
imbalances is addressed with sufficient resolve and to minimise situ-
ations of moral hazard.

3.1 Economic
developments

tight credit standards point to a slow, uneven economic recovery, with growth rates of less
than 1.5% forecast for 2011. Furthermore, the downside risks to this scenario have increased
owing to the possible effect that a new crisis episode may have both on the confidence of
households and firms, although for the moment no noticeable impact has been observed, and
on financing conditions in the economy. Progress in the areas of fiscal consolidation, struc-
tural reform and euro area governance — details of which will be provided in October — is key
to restoring the correct functioning of financial markets, to reducing to a minimum the probabil-
ity that the downside risks eventually materialise and to laying the foundations for more robust
growth.

According to the second National Accounts estimate for 2010 Q1, euro area GDP rose by
0.2% over the previous quarter (see Table 1). This increase was chiefly attributable to the
positive contribution from stockbuilding and, to a lesser extent, to favourable developments in
government consumption, exports and investment in capital goods. Conversely, private con-
sumption declined slightly, while construction investment fell sharply owing to the bad weather.
Imports quickened, causing net external demand to subtract 0.5 pp from the GDP growth
rate, despite the vigour of exports (see Chart 8). The sectoral breakdown of value added also
reflects the delays in activity in construction, the only sector to experience a negative quarter-
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BUDGETARY ADJUSTMENT PLANS IN THE EURO AREA

The severe tensions in the sovereign bond markets during April and
May have substantially upset the pace of the design and implementa-
tion of fiscal consolidation plans in some euro area countries.

Greece was the first to step up its efforts, amid a crisis of confidence
that took its economy to the brink of economic collapse. The situa-
tion was such that it required the activation of a financial assistance
package under very stringent conditions, including the requirement to
draw up a credible and ambitious fiscal consolidation plan. Thus,
having already submitted three successive packages of measures in
the course of 2010 Q1, on 2 May — immediately after the Eurogroup
meeting approving the terms of the assistance mechanism - the
Greek government presented an aggressive consolidation plan, this
time with realistic targets and more specific measures. The imple-
mentation of the plan will be reviewed quarterly by the EC, ECB and
IMF. The government’s new budgetary targets envisage a deficit re-
duction of 11 pp of GDP between 2010 and 2014 (see accompany-
ing table), one of the biggest such reductions in the developed econ-
omies in recent decades. To achieve this goal, the Greek government
plans to introduce important discretional measures which create suf-
ficient leeway to counter the impact that the contraction in GDP is
having on tax revenue. Almost half of the consolidation drive is
planned for 2010, when the deficit is expected to drop by more than
5 pp of GDP. The measures introduced rely heavily on expenditure
cuts in the form of a pension and public sector wage freeze for the
next three years, restrictions on public sector recruitment and a size-
able adjustment in public investment expenditure. Additionally, reve-
nue increases are expected as a result of hikes in VAT, excise duties
and income tax.

Following the extraordinary meeting of Ecofin on 9-10 May, Spain and
Portugal, two economies severely affected by the tensions in govern-
ment bond markets, were urged to step up their fiscal austerity efforts
in 2010 and 2011. Accordingly, they announced additional initiatives
on 12 and 13 May, respectively. Spain’s consolidations measures,
which are explained in greater detail in Section 4 of this Report, in-
clude a deficit reduction of 0.5 pp of GDP in 2010 and a further 1 pp

BUDGET TARGETS IN THE EURO AREA (2009-2012)

% of GDP
BUDGET BALANCES (a)

2009 2010 2011 2012
Germany -3.3 -5.5 -4.5 -3.5
Greece -13.6 -8.1 =76 -6.5
Spain -11.2 -9.3 -6.0 -4.4
France -7.5 -8.2 -6.0 -4.6
Italy -5.3 -5.0 -3.9 -2.7
Portugal 9.4 -7.3 -4.6 -3.0
Euro area -6.3 -6.6 -5.1 -3.9

SOURCES: Stability and Convergence Programmes and additional measures
introduced in 2010.

a. Deficit (-) / surplus (+). The deficits that exceed 3% of GDP have been
shaded.

BOX 4

in 2011, which would mean reducing the deficit from the 11.2%
reached in 2009 to 9.3% in 2010, and to 6% in 2011 (compared with
the 7.5% previously planned). Meanwhile, in mid-May the Portuguese
government announced new adjustment measures amounting to
1.2% of GDP in 2010 and an additional 1% in 2011. Furthermore, the
introduction of some of the measures set out in the Stability Pro-
gramme submitted in March, initially planned for 2011, was brought
forward to 2010. As a result, new deficit targets of 7.3% for 2010 and
4.6% for 2011 (instead of the previous 6.6%) were set. The decisions
having the greatest budgetary impact include, on the revenue side, a
VAT increase (of 1 pp to 21%) and the increases in personal income
tax and corporate income tax. On the expenditure side, the measures
with most impact are the reduction in government investment, public
sector wage restraint and restrictions on recruitment. Overall, more
than 60% of the fiscal consolidation agreed within the framework of
the Stability and Growth Pact (SGP) for the period 2009-2013 will be
carried out in 2010 and 2011. In both cases, austerity measures have
been introduced on the income and expenditure sides, although in
Spain’s case expenditure will bear the brunt.

Meanwhile, Italy and Germany have not altered their targets from
those set in their initial stability programmes, but both countries have
drawn up austerity programmes for the coming years that will take
effect from 2011. The programmes specify measures which, under
other circumstances, would have been included in the scope of
budgetary discussions for that year. Italy issued a legislative decree
on 25 May, targeting an overall consolidation of 1.6% of GDP to be
spread equally between 2011 and 2012. Aimost two-thirds of the
adjustment comes from government expenditure restraints in the
form of wage cuts, a freeze on public sector recruitment, cuts in pen-
sions and expenditure on medicines and, most of all, a reduction in
transfers to local government. Revenue from the fight against tax
evasion also makes a considerable contribution (almost one-third of
the total from all measures). In Germany, the government presented
a consolidation plan on 7 June for the period 2011-2014, aimed at
achieving compliance with the provisions of the EDP and a structural
deficit in 2016 close to the Constitution’s target of 0.35% of GDP. The

FISCAL ADJUSTMENT. CHANGES IN THE STRUCTURAL BALANCE

MARCH 2010 ESTIMATES
JULY 2010 ESTIMATES

% of GDP
0.8

0.6
0.4
0.2

0.0
-0.2
-0.4

-0.6
2010 2011

SOURCES: European Commisison and Banco de Espana.
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BUDGETARY ADJUSTMENT PLANS IN THE EURO AREA (cont’d)

plan envisages a deficit reduction of 1.1% of GDP over the four years
(0.5% in 2011) and also relies heavily on government expenditure
restraints, particularly welfare and armed forces expenditure. How-
ever, also being planned are increases in energy taxation and the in-
troduction of a new banking sector charge from 2012.

Finally, on 30 June the French government presented a preparatory
report outlining the budgetary programme for the next three years
(2011-2013), which is to be approved in the autumn. On the basis of
what has been announced so far, which is still very tentative, France
intends to contain its budget deficit by freezing central government
expenditure over the three-year period, reducing transfers to local
government, eliminating tax deductions and implementing restraints
on health expenditure. The forthcoming pension reform will also have
a significant impact on the country’s public finances.

With these budgetary plans, the euro area as a whole looks set to
maintain a moderately loose or neutral fiscal policy stance in 2010,
with considerable differences between the group formed by Greece,
Portugal and Spain, which, together with Ireland, have already start-
ed to introduce ambitious fiscal plans, and France and Germany,
which support a loose fiscal policy (see accompanying table). In

BOX 4

2011, fiscal consolidation will probably be more generalised, although
the degree is still likely to differ across countries. The adjustment for
this year, measured as changes in the structural balance, will foresee-
ably amount to almost 0.6% of euro area GDP (see accompanying
chart), an additional effort of 0.3 pp compared with the Commission’s
spring estimates, which do not take into account the additional con-
solidation measures presented in May and June.

The effects of these austerity measures on economic growth are very
uncertain, although the lack of corrective measures in those econo-
mies with sizeable imbalances would undermine confidence and
hamper economic growth. Empirical evidence on the macroeconom-
ic effects of fiscal consolidation indicates that they are due to multiple
factors. However, the possible short-term negative impact on growth
tends to be less when the adjustment is based on restraining primary
government expenditure, as planned in almost all of the countries
discussed. Furthermore, given the current tensions in the euro area
sovereign debt markets, medium-term budget plans based on cred-
ible measures may be especially beneficial owing to their effect on
consumer and investor confidence, particularly if they are accompa-
nied by institutional and structural reforms that enhance the credibil-
ity of these commitments.

on-quarter change, whereas in industry and services the pace of activity was brisker than in
previous quarters. In year-on-year terms, GDP rose by 0.6%, leaving behind the negative
growth rates recorded since 2008 Q4.

The GDP of the main euro area economies expanded in the first quarter of the year, although
the composition varied in some respects. In Germany the 0.2% increase in GDP was attribut-
able mainly to the high positive contribution from stockbuilding and, to a lesser extent, to
growth in government consumption, while the contribution to GDP from net external demand
was negative due to the rise in imports. By contrast, GDP growth in France and Italy — up by
0.1% and 0.4%, respectively — was supported by favourable external developments, strongly
driven by exports and a moderate rise in imports, while government consumption and stock-
building recorded a zero or slightly negative contribution to GDP. In all three countries private
consumption was markedly weak and investment in capital goods picked up.

Based on National Account figures, the quarter-on-quarter rate of change in employment in
2010 Q1 was zero, after declining for six consecutive quarters. In year-on-year terms, employ-
ment fell by 1.3%, more so than the number of hours worked, most likely reflecting the move-
ment towards the re-storing standard work hours. The year-on-year increase in GDP, however,
meant that apparent labour productivity recorded a positive rate of change — the first since
2008 Q2 - that translated into a considerable reduction in unit labour costs, which in turn gave
rise to an increase in business margins (see Chart 8).

The latest conjunctural information, which refers to developments in 2010 Q2, suggests that
euro area activity grew more than in Q1 (see Chart 9). On the supply side, based on data to
May, both industrial orders and industrial and construction sector production grew with re-
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EURO AREA ECONOMIC INDICATORS (a) TABLE 1

NATIONAL ACCOUNTS (quarter-

2008 2009 2010
Q4 Qi Q2 Q3 Q4 Q1 Q2 Q3

on-quarter rates, unless otherwise indicated)

GDP -1.9 -2.5 -0.1 0.4 0.1 0.2

Private consumption -0.7 -0.6 0.1 -0.2 0.2 -0.1

Government consumption 0.8 0.8 0.7 0.7 -0.2 0.2

GFCF -4.0 -5.3 -1.5 -1.1 -1.2 -1.2

Imports -4.7 -8.0 -2.8 2.8 1.2 3.8

Exports -7.3 -8.4 -1.1 2.9 1.8 2.1

Contributions to quarter-on-quarter GDP growth (pp)

Domestic demand (excl. stocks) -1.1 -1.3 -0.1 -0.2 -0.1 -0.3

Change in stocks 0.3 -1.1 -0.6 0.5 0.0 1.0

Net external demand -1.1 -0.2 0.5 -0.1 0.1 -0.5

GDP (year-on-year rate) -2.0 -5.2 -4.9 -4.1 -2.1 0.6

ECONOMIC INDICATORS (average data for the quarter)

IPI seasonally and working day-adjusted -6.8 -9.3 -1.7 2.6 1.3 2.5 2.3

Economic sentiment 80.0 71.5 75.6 84.1 91.9 96.6 99.3 101.3
Composite PMI 40.2 37.6 43.2 49.5 53.6 54.4 56.6 56.7
Employment -0.4 -0.8 -0.5 -0.5 -0.2 0.0

Unemployment rate 8.0 8.8 9.3 9.7 9.8 9.9 10.0

PRICE INDICATORS (year-on-year change in end-of-period data)

HICP 1.6 0.6 -0.1 -0.3 0.9 1.4 1.4

PPI 1.2 -3.2 -6.5 -7.7 -2.9 0.9 3.1

Qil price (USD value) 40.5 46.8 68.8 67.7 74.4 78.8 75.0 76.1
FINANCIAL INDICATORS (end-of-period data)

Euro area ten-year bond yield 3.8 4.1 4.2 3.8 4.0 4.0 3.7 3.6
US-euro area ten-year bond spread -1.76 -1.31 -0.63 -0.47 -0.17 -0.08 -0.72 -0.55

Dollar/euro exchange rate
Appreciation/ depreciation of the

1.392 1.331 1.413 1.464 1.441 1.348 1.227 1.299
EER-21 (b) 2.5 -0.6 -0.9 0.2 -1.0 -45  -10.3 -7.8

Dow Jones EURO STOXX 50 index (b) -44.3 -15:5 -2.0 17.2 21.0 -1.2 -138.2 -6.7

SOURCES: European Commission, Eurostat, Markit Economics, ECB and Banco de Espana.

a. Information available to 28 July 2010.
b. Percentage change in the year to date.
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spect to the previous quarter. The industry and services confidence indicators published by
the European Commission and those associated with purchasing manager surveys indicated
an improvement in the quarterly average, although in May and June they fell back somewhat
due to expectations of weaker demand, while optimism regarding order books rose. The latest
information from the qualitative indicators, for developments in July, points to a large increase.
Meanwhile, the unemployment rate remained flat at 10% and the qualitative indicators for the
labour market continued to strengthen.

On the demand side, retail sales were weak in April and May, and car registrations were still
affected by the phasing-out of car purchase incentive plans in the average for the quarter,
although there are signs that the contractionary effect may be coming to an end. Consumer
confidence fell in May, possibly associated with the increase in uncertainty caused by the
sovereign debt crisis, before improving in June and July. As to investment in capital goods,
both the level of capacity utilisation and the European Commission’s assessment of indus-
trial order books increased notably during Q2 and QG, although both still remain below their
long-term averages. In addition, goods exports grew at a firm pace in April and May, while the
improvement in the outlook for exports and in the assessment of foreign orders continued
through to July. Lastly, the European Commission’s industrial stock level assessment indica-
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EURO AREA NATIONAL ACCOUNTS CHART 8
OUTPUT AND EMPLOYMENT PRIVATE CONSUMPTION AND INVESTMENT
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tor suggests that, during the spring, the contribution of stockbuilding to GDP growth may
have fallen.

In short, available indicators, mostly for Q2, point to growth in euro area GDP of around 0.5%,
driven by the strength of world trade and, temporarily, by investment in construction, which is
likely to counter the sharp decline in the previous quarter associated with the adverse weather
conditions. The sovereign debt crisis does not seem to have had a noticeable impact on con-
fidence indicators in view of their trend over recent months. The accommodative stance of
monetary policy and the introduction of a raft of non-standard measures, which were adopted
to restore the correct functioning of the financial system and to bolster confidence in the euro
area, would seem to have provided support to the ongoing recovery. Looking ahead to the
second half of the year, the pace of growth is expected to slow somewhat owing to the impact,
in the short term, of the early implementation of fiscal consolidation measures in some coun-
tries and to the persistent weakness of consumption and investment. In particular, unfavour-
able labour market conditions and low growth in wage income constrain the expansion of
private consumption, while excess plant capacity and the still very tight credit standards faced
by some countries and sectors hinder the resumption of investment. The pace of world growth
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EURO AREA. REAL INDICATORS CHART 9
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a. Non-centred annual percentage changes, based on the quarterly moving average of the
seasonally adjusted series.

b. Normalised data.

¢. Quarter-on-quarter rates of the original series. Quarterly average.
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GDP AND HICP FORECASTS FOR THE EURO AREA (a) TABLE 2

2010 2011
GDP HICP GDP HICP
ECB (June 2010) 0.7-1.3 1.4-1.6 0.2-2.2 1.0-2.2
European Commission (May 2010) 0.9 1.5 1.5 1.7
IMF (July 2010) 1.0 1.2 1.3 1.3
OECD (May 2010) 1.2 1.4 1.8 1.0
Consensus Forecast (July 2010) 1.1 1.5 14 1.5
Eurobarometer (July 2010) 1.1 1.4 1.3 1.5

SOURCES: European Commission, Consensus Forecast, Eurosystem, IMF, MJ Economics and OECD.

a. Annual rate of change.

is expected to moderate in the second half of the year, as the non-standard measures adopt-
ed in response to the crisis run their course.

The latest forecasts for 2011 published by international agencies point to a subdued recovery,
with GDP growth rates in the euro area of between 1.2% and 1.5% (see Table 2). The moder-
ate and gradual pace of the recovery is consistent with the usual pattern of developments
following a financial crisis, characterised by high levels of excess capacity and tight credit
standards, which hinder a more robust pick-up in domestic demand. As a result of the sover-
eign debt crisis, the downside risks to this baseline scenario have increased. Such risks may
stem, inter alia, from greater financial tension and the weakening of business and consumer
confidence. Furthermore, the recovery hinges closely on the success of the fiscal consolida-
tion drive and structural reforms in driving potential growth and in curbing any lasting increase
in unemployment. The unprecedented measures that are being adopted and the ongoing
progress in improving European governance should contribute to preventing these risks from
materialising.

Euro area inflation levelled off during Q2, after picking up in the first few months of the year as
a result of the increase in energy prices. In June the HICP stood at 1.4%, while core inflation,
as measured by the CPI excluding unprocessed food and energy, was 0.9%, both rates un-
changed from March. Producer prices rose by 3.1% in May, compared with -1% in January,
with a particularly sharp rebound in the prices of energy and non-energy intermediate goods.
Thus, weak demand, reflected in the sizable slack in capacity, could well be associated with
the difficulties encountered by firms to pass on some of the increases in their costs to consum-
ers and helps to explain the favourable developments in the prices of the most stable compo-
nents of the HICP. In this context, long-term inflation expectations remain anchored below 2%
and there is a consensus among international agencies that inflation with remain at moderate
levels over the coming quarters (see Table 2).

According to estimates published by the ECB, the euro area current account balance ran a
deficit of €44 billion (1.2% of GDP) between January and May 2010, down from the level re-
corded for the same period of the previous year (1.6% of GDP). This improvement was the
result of the more favourable behaviour observed in all of its components, particularly the
goods balance, which recorded a surplus. As regards the financial account for the same
period, net capital outflows in the form of direct investment amounted to €55 billion, com-
pared with €40 billion in the same period of the previous year, while portfolio investment re-
corded net inflows of €87 billion, down on the €135 billion for the period January-May 2009.
As a result, the basic balance, which is the sum of these two types of investment and the
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EURO AREA. PRICE INDICATORS CHART 10
Year-on-year percentage changes
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current account balance, scarcely changed, showing a deficit of €12.5 billion (see Chart
11).

According to the European Commission’s spring forecasts, the euro area’s general govern-
ment budget deficit will stand at 6.6% of GDP in 2010, its highest level since the creation of
the monetary union (see Table 3). The fiscal policy stance this year will foreseeably be slightly
expansive, with considerable differences across countries. More specifically, Greece and, sub-
sequently, Spain and Portugal had to accelerate their plans for fiscal consolidation, in compli-
ance with the recommendations of the Ecofin Council meeting of 9-10 May, while France and
Germany still maintain sizeable stimulus measures. For 2011 the Commission expects a deficit
correction of up to 6.1% of GDP, as a result both of the economic recovery and of the planned
fiscal consolidation measures, which next year will be more generalised, in accordance with
the programmes submitted and/or approved recently by the countries concerned (see Box 2).
Furthermore, government debt in the euro area could well stand at around 85% of GDP in
2010, a 7 pp increase on the previous year.

By country, there has been a notable improvement in Greek public finances during the first half
of 2010, with a deficit reduction of 45% over the previous year. This exceeds the 40% target
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3.2 Monetary and
financial developments

MONETARY AND CREDIT AGGREGATES AND BALANCE OF PAYMENTS CHART 11
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SOURCES: ECB and Banco de Espana.

a. A positive (negative) sign denotes a surplus (deficit) on the current account balance.
b. Capital inflows minus outflows. A positive (negative) sign denotes a net capital inflow (outflow).

of the economic programme announced by the government in May and required under the
conditionality of the financial assistance programme. In the cases of Spain and Portugal, the
Commission gave a very positive assessment of the new targets approved in May, although for
2011 both economies will have to specify additional measures to reduce their deficits. Lastly,
the Ecofin Council of 13 July decided to initiate an excessive deficit procedure against Cyprus,
whose fiscal deficit exceeded the 3% of GDP reference value of the Stability and Growth Pact,
and against Finland, whose deficit, in line with forecasts, will exceed the reference value in
2010. Consequently, 15 euro area countries are currently subject to excessive deficit proce-
dures — the exception being Luxembourg.

Over recent months financial developments in the euro area have been characterised by the
escalation of tensions in government bond markets. Investor concerns over the sustainability
of public finances in a number of countries, particularly Greece, led to sovereign spreads wid-
ening considerably. The financial support package for Greece was not enough to reverse this
trend and the tensions spread to the interbank and bank funding markets, and also to share
prices and the exchange rate of the euro, which fell sharply. As Box 3 describes, the situation
called for an urgent, unprecedented response from the governments of the EU Member States,
which led to the creation on 9 and 10 May of a mechanism to provide financial assistance to
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EURO AREA: GENERAL GOVERNMENT BUDGET BALANCES AND PUBLIC DEBT TABLE 3
OF EURO AREA COUNTRIES (a)

% del PIB

2008 2009 2010 2011

EDP (b) EC (o) IMF (d) EC (o) IMF (d)

Belgium -1.2 -6.0 -5.0 -5.1 -5.0 -4.4
Germany 0.0 -3.3 -5.0 -5.7 -4.7 -5.1
Greece -7.7 -13.6 -9.3 -8.7 -9.9 -8.8
Spain -4 -11.2 -9.8 -10.3 -8.8 -9.6
France -3.3 -7.5 -8.0 -8.3 -7.4 -7.1
Ireland -7.3 -14.3 -11.7 -12.1 -12.1 -11.5
Italy -2.7 -5.3 -5.3 -56.3 -5.0 -5.3
Luxembourg 2.9 -0.7 -3.5 -3.8 -3.9 -5.0
Netherlands 0.7 -5.3 -6.3 -5.9 -5.1 -5.1
Austria -0.5 -3.4 -4.7 -4.8 -4.6 -4.5
Portugal -2.9 -9.4 -8.5 -8.7 -7.9 -7.5
Finland 4.2 -2.2 -3.8 -3.6 -2.9 -3.2
Slovenia -1.7 -5.5 -6.1 -6.1 -5.2 -4.9
Cyprus 0.9 -6.1 =71 -7.6 olL -8.8
Malta -4.5 -3.8 -4.3 -5.0 -3.6 -4.8
Slovak Republic -2.3 -6.8 -6.0 -8.0 -5.4 -7.4
MEMORANDUM ITEM: Euro area (including Malta and Cyprus)
Primary balance 1.0 =5} -2.9
Total balance -2.0 -6.3 -6.6 -6.9 -6.1 -6.3
Public debt 69.4 78.7 84.7 83.7 88.5 87.7

SOURCES:European Commission, Eurostat and IMF.

a. Deficit (-) / surplus (+). The deficits that exceed 3% of GDP have been shaded.
b. Spring 2010 notification of Excessive Deficit Procedure.

c. European Commission forecasts (spring 2010).

d. IMF forecasts (April 2010).

any euro area member country, subject to strong conditionality. For its part, the ECB intro-
duced - as described below — a number of measures, including a Securities Markets Pro-
gramme aimed at helping restore the appropriate functioning of certain debt securities mar-
kets. The phasing-in of these initiatives, together with the success of a series of government
bonds issues and the stress-testing of a large number of EU banks, inter alia, led to a gradual
easing of the volatility and tensions in the financial markets from mid-June, and more espe-
cially in July, with the publication of the results of the stress tests.

The absence of inflationary pressures in the medium term, in the context of slow economic
recovery, meant that, in its meetings to August, the ECB’s Governing Council left official inter-
est rates unchanged. Hence the rate on main refinancing operations has stood at 1% since
May 2009, while those on the marginal lending and deposit facilities were 1.75% and 0.25%,
respectively (see Chart 12).

In response to the resurgence of tensions in government bond markets and their pass-through
to the banking system, the ECB, which had already started to withdraw some of the enhanced
credit support measures, embarked on new courses of action. Thus, in early May, the ECB
decided to suspend the application of the minimum credit rating threshold to marketable debt
instruments issued or guaranteed by the Greek government, to bolster longer-term liquidity
provision by returning to three-month refinancing operations based on a fixed-rate tender
procedure with full allotment and by conducting a new six-month longer-term refinancing op-

BANCO DE ESPANA 50 ECONOMIC BULLETIN, JULY 2010 QUARTERLY REPORT ON THE SPANISH ECONOMY



Jan-09 Apr-09 Jul-09 Oct-09 Jan-10 Apr-10 Jul-10

INTERBANK MARKET
(monthly average)

MAY 2010
s JUNE 2010
—1-28 JULY 2010

ES

EURO AREA INTEREST RATES CHART 12
ECB INTEREST RATES EXPECTED ECB RATE AT END OF QUARTER.
REUTERS SURVEYS
MINIMUM BID RATE IN MROs

s MARGINAL LENDING FACILITY 27 JANUARY 2010

s DEPOSIT FACILITY 31 MARCH 2010

= EONIA 30 JUNE 2010

% %
4 25
3 2.0
2 1.5 /
1 ot 1.0
0 0.5

Q2 Q3 Q4 Qt Q2 Q3 Q@4
2010 2011

ZERO COUPON CURVE

31 MAY 2010
s 30 JUNE 2010
— 28 JULY 2010

16 5.0
14 .0
12

1.0 3.0
08 2.0
06

04 1.0
02 00

EONIA 1 month 3 6 9 1 year
months months months

EURIBOR

SOVEREIGN SPREADS OVER GERMANY

FRANCE
SPAIN
BELGIUM

bp
250
200
150
100
50
0

Jan-09 Apr-09 Jul-09 Oct-09 Jan-10 Apr-10 Jul-10

ITALY
NETHERLANDS

0 2 4 6 8 10 12 14 16
years

SOVEREIGN SPREADS OVER GERMANY

AUSTRIA
PORTUGAL
IRELAND

GREECE
FINLAND

1000
900
800
700
600
500
400
300
200
100

0
Jan-09 Apr-09 Jul-09 Oct-09 Jan-10 Apr-10 Jul-10

SOURCES:ECB and Banco de Espafia.

a. ECB estimate drawing on swap market data.
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eration, and to resume US dollar liquidity-providing operations. Furthermore, to counter the
tensions in the debt securities markets and ensure the transmission of monetary policy, it in-
troduced, as a temporary measure, the Securities Markets Programme, through which it con-
ducts sterilised purchases of public and private debt in the secondary market. The amount
purchased weekly has fallen gradually since May, declining to negligible levels in recent weeks,
and totals some €60 billion. The interventions are sterilised through weekly tenders to re-ab-
sorb the liquidity injected. Additionally, in the framework of non-standard measures and en-
hanced credit support, the Covered Bond Purchase Programme, which was launched one
year ago, concluded as foreseen at the end of June, with €60 billion worth of bonds purchased
(in the Spanish market covered bonds are referred to as cédulas hipotecarias).

The European Commission authorised the extension of the government programmes to pro-
vide support to the banking system for those countries which had so requested, both in the
form of guarantees for new debt issuance — subject to stricter conditions — and capital injec-
tions. Consequently, the stress tests conducted within the common framework designed by
the Committee of European Banking Supervisors on 91 EU banks, representing 65% of the
sector, revealed a relatively small overall capital shortfall of €3.5 billion, attributable to seven
institutions whose Tier 1 capital ratio would fall below 6% in some of the adverse scenarios
considered.

Interbank interest rates rose moderately during Q2 and in July. The average levels of three-
month and one-year EURIBOR reached 0.9% and 1.4%, respectively, in July. The financial
turmoil led to increased demand for German government bonds, with yields on the ten-year
bund falling to 2.76% in July. This decline was more moderate than for US ten-year govern-
ment bonds, and as a result the spread between German and US bonds fell to around 40 bp.
In the euro area, sovereign bond spreads vis-a-vis Germany widened generally to reach record
highs in some countries on 7 May, climbing above 900 bp in the case of Greece for the ten-
year benchmark bond and 300 bp in Ireland and Portugal (see Chart 12). The introduction of
financial assistance mechanisms and the support of the ECB achieved a substantial short-
term adjustment, although it failed to take hold, since the upward pressure on sovereign bond
yields continued, particularly in the peripheral countries. These developments started to un-
wind after 10 June, after the success of government bond issues and more particularly in
certain countries with the publication of the stress tests on domestic banks. Nevertheless,
Greek bond spreads remained extremely high following the further downgrading of Greece’s
sovereign debt rating to speculative grade by Moody’s, as S&P had already done in April. In
addition to Greek debt, Moody’s also downgraded the sovereign rating of Portugal to A1 and
of Ireland to Aa2.

The risk premia in private fixed-income markets have also rebounded since March, albeit rela-
tively moderately. Meanwhile, the cost of bank loans to the private sector held steady, with the
exception of home loans, which fell to 3.58% in new business in May, compared with 3.66%
in March. Nevertheless, financing conditions remained tight. According to the bank lending
survey for Q2, the lending standards for new loans to households and firms again tightened
slightly, a trend which is expected to continue over the next three months. Moreover, the de-
mand for loans remained weak with no variation, except in loans for house purchase, which
rose slightly. Against this background, bank loans to the private sector recovered slightly in
year-on-year terms (see Chart 11). The pace of the decline in lending to non-financial corpora-
tions eased in year-on-year terms to -1.9% in June, after -2.4% in March. Lending to house-
holds grew 2.8% year-on-year in June, 0.8 pp more than in March, on account of the greater
buoyancy of credit for house purchases. However, the year-on-year decline in consumer lend-
ing increased further to -1.6% at the end of Q2.
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EURO AREA INTEREST RATES, EXCHANGE RATE AND STOCK MARKET INDEX CHART 13
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a. On new business.
b. Floating interest rates and up to 1-year initial rate fixation.

Movements in equities markets also reflected the climate of uncertainty, with indices posting
sharp falls (see Chart 13). Influenced by the lifting of some uncertainties, exchanges resumed
an upward trend in July. Overall, the EURO STOXX 50 index has fallen by around 7% since the
end of 2009. Along the same lines, the euro slid sharply against the dollar until the beginning
of June, before appreciating more than 8% since, making for a depreciation of around 8% in
nominal effective terms so far this year. Finally, the M3 monetary aggregate has remained lack-
lustre, with a slightly positive year-on-year growth rate in June.
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4.1 Demand

4 The Spanish economy

On QNA estimates, the year-on-year rate of contraction of GDP continued to ease in 2010 Q1.
Specifically, at 1.3% the decline was 1.8 pp less than in 2009 Q4. The quarter-on-quarter rate
of 0.1% was the first positive figure after seven consecutive quarters of falls and consequently
ended the recession which had begun in 2008 Q2 and brought a cumulative fall of 4.6% in
GDP. As in previous quarters, the smaller year-on-year drop in GDP resulted from a fresh re-
duction in the negative contribution from national demand, partially offset by a less positive
contribution from net exports. The year-on-year fall in employment underwent a sharper mod-
eration than that in activity, and, as a result, the growth of apparent labour productivity slowed
t0 2.4%, a rate which, although high, was below the more than 3% seen in 2009.

On the available information, in 2010 Q2 the quarter-on-quarter rate of change of GDP re-
mained moderately positive, standing at 0.2%. This development took place in a setting in
which the gradual recovery of the world economy, driven by the emerging countries and cer-
tain factors of a temporary nature (such as the expiration of some government measures to
support demand and households bringing forward their spending to beat the entry into force
of VAT rises) offset the possible negative effect on some agents’ confidence of the fresh out-
break of financial instability which originated in the sovereign debt markets. In year-on-year
terms, the fall in GDP is estimated to have eased further in 2010 Q2 to -0.2%, a drop which is
1.1 pp less sharp than in the first three quarters of this year (see Chart 14). These develop-
ments seem to be reflecting the progressively less unfavourable tone of national demand, the
fall in which eased to -0.8% in year-on-year terms, mostly as a result of the pick-up in private
consumption. The contribution of the external sector to year-on-year GDP growth remained
positive (0.6 pp), but was appreciably lower than in the last few quarters due to the surge in
imports, boosted by the improvement in exports (which have a high import content) and by a
series of temporary factors which seem to have stimulated imports of consumer durables.

In Q2 the process of job destruction is estimated to have eased further to -2.6% year-on-year.
The moderation (of 1 pp) in the fall is similar in size to that seen in GDP, so the growth rate of
productivity seems to have remained near the level of the preceding quarter. The expansionary
trend in compensation per employee seems to have slowed considerably, which, given the
still-high growth of productivity, will have led to negative rates of change in unit labour costs.
Finally, the rise in year-on-year CPI growth rates initiated at end-2009 persisted in 2010 Q2,
reaching 1.5% in June. This development was due mainly to energy price rises, while the pace
of expansion of the CPI excluding energy and unprocessed food prices remained low, al-
though it picked up slightly during the quarter. The leading indicator of HICP for July has begun
to reflect the effects of the VAT rise, with an increase in the year-on-year rate to 1.9%.

In 2010 Q2 private consumption expanded in quarter-on-quarter terms at a rate similar to that
in the previous quarter, resulting at the same time in the first positive year-on-year change in
almost two years. The confidence indicators relating to this spending component followed
diverging paths, since, while the consumer confidence indicator fell somewhat, seeming to
reflect the heightened tensions in the financial markets, the retail confidence indicator contin-
ued to improve, although more slowly than in Q1 (see Chart 15). July saw decreases in both
indicators (only slight in the first, but notable in the second). Meanwhile, the quantitative indica-
tors point to relatively uneven behaviour of the various consumer spending components. Thus,
again notable was the sharp year-on-year growth of new private vehicle registrations (with a
rate somewhat above 30% in Q2), which is related to households bringing forward their spend-
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MAIN DEMAND AGGREGATES. CONTRIBUTION TO GDP GROWTH (a) CHART 14
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a. Year-on-year percentage change based on seasonally adjusted series.

ing to get in ahead of the expiration of Plan 2000E and of the VAT rises at the beginning of Q3.
This latter factor would also explain the high buoyancy shown by other durable goods, along
with other temporary influences, such as the process of implementation of the TDT and the
holding of the soccer World Cup. By contrast, the consumption of non-durable goods per-
formed less favourably, as shown by the retail trade index, which fell off in the quarter as a
whole, after rising in Q1.

At the beginning of Q3, the behaviour of household consumption spending may have been
shaped to some extent by the higher prices induced by the rise in indirect taxes, although, on
a longer time horizon, private consumption can be expected to continue to recover, albeit at a
more modest pace. This will foreseeably be due, firstly, to the persistence of some of the fac-
tors which influenced consumer spending, such as the still-unfavourable performance of the
labour market, the decline in wealth and the relatively tight credit conditions. Secondly, the
fiscal consolidation could have a certain impact on household disposable income in the short-
term, which, however, would be offset by the beneficial effects on household confidence in the
medium-term resulting from the decrease in uncertainty entailed by the process of budgetary
adjustment. The information available on the non-financial accounts of the institutional sectors,
which extends to 2010 Q1, shows that in cumulative four-quarter terms household income
continued to decelerate and the saving rate fell slightly to 18.5% of disposable gross income,
0.3 pp less than the figure for 2009 as a whole. This decline can be expected to continue in
the coming quarters as a result of the simultaneous effect of the gradual recovery in household
spending and the deceleration in household income.

Meanwhile, it is estimated that the growth rate of general government final consumption
slowed in year-on-year terms in Q2, although the deceleration was modest, since the tax
measures approved in mid-May had still not had their full effect on this spending component.
This profile will foreseeably be corroborated by the budget outturn data for June, which showed
a slowdown in personnel costs consistent with the public sector pay cuts, while, in contrast,
net purchases show greater inertia.

The available information shows that investment in capital goods fell for the second consecutive
quarter in quarter-on-quarter terms, following the temporary improvement seen in the second
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PRIVATE CONSUMPTION CHART 15
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b. Normalised confidence indicators (difference between the indicator and its mean value, divided
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half of 2009. Among the quantitative indicators, new commercial vehicle registrations showed
a slowing profile in the April-dJune period, reflecting a certain petering-out of the boost from
Plan 2000E, although the quarter-on-quarter rate was still positive, unlike that shown by the
apparent investment indicator for capital goods. Among the qualitative indicators, business
confidence, both of industry as a whole and of the capital goods producing sectors, increased
further in Q2, with improvements in the assessment of order books. Finally, capacity utilisation
in manufacturing industry is still clearly below its historical average, although the April and July
quarterly surveys showed a cumulative improvement of four pp to 72.7%. In any event, these
developments are consistent with an additional improvement in terms of the year-on-year rate,
which, in all likelihood, will have reached positive values by Q2 (see Chart 16).

The uncertainty as to the strength of the recovery and continuing tight credit conditions might
further check the implementation of new investment projects by non-financial corporations, as
illustrated by the results of the industrial investment survey for the first half of the year. Simul-
taneously, firms seem to be undertaking a certain restructuring of their balance sheets, such
that, in the four quarters preceding 2010 Q1, the sector’s net borrowing dipped by 1 pp in
comparison with 2009 as a whole to stand at 1.2% of GDP. Contributing to this development
was the decrease in business investment and the recovery of business saving, the latter driven
by the smaller decline in the surplus and by the fall of interest payments.
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GROSS FIXED CAPITAL FORMATION CHART 16
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b. Normalised indicator (difference between the indicator and its mean value, divided by the
standard deviation).

As regards investment in construction, the various indicators available point to a slight de-
crease in the year-on-year rate of contraction, comparable with a somewhat greater easing of
the quarter-on-quarter fall. Thus, the indicators of both inputs and employment, available up
to May for the former and up to June for the latter, reflect a decrease in their rate of adjustment,
with less negative year-on-year rates than in previous quarters. Additionally, the qualitative in-
dicators of business sentiment in the sector show a certain recovery of confidence, based on
a comparison between the averages of the Q2 and Q1 data, and this trend continued in July.

By type of construction work, the available information points to divergent behaviour between
residential investment, where the year-on-year fall-off seems to have eased, and other con-
struction, where it seems to have sharpened. However, in the first case, the rate of fall seems
to have continued to be high, in line with the significant decrease in the stock of housing under
construction, since the flow of housing completions, despite a progressive decrease, contin-
ues to outpace housing starts. Specifically, the number of housing approvals in May was
8,400, only slightly above the monthly average observed since spring 2009 and barely 15% of
the average observed for one month of 2007. On the demand side, according to the data on
transactions and on new mortgages granted, there has been a certain recovery in house pur-
chase and sale figures in recent months. This relatively favourable development might be
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FOREIGN TRADE CHART 17
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linked to an improvement in the housing affordability indicators due to cuts in interest rates and
in house prices, as well as the boost derived from certain tax factors, such as the VAT rise in
July and the partial abolition of house-purchase tax credits in January 2011. Regarding other
construction, non-residential building approvals moved unfavourably up to May, while the re-
cent figures for civil engineering works have suffered from the possible decrease in the volume
of projects financed by the State Fund for Employment and Local Sustainability in relation to
the previous 2009 State Fund for Local Investment, a trend which will foreseeably continue in
the future as a result of the planned cuts in government investment.

The latest available information suggests that in 2010 Q2 the contribution of net external de-
mand to year-on-year GDP growth continued to be positive, albeit smaller than in Q1, be-
cause, although both exports and imports rose notably, the latter did so more sharply (see
Chart 17). The notable pick-up in imports is in line with the vigour of some components of
demand whose import content is relatively high, as is the case of exports and of durable goods
consumption, the latter being boosted, as mentioned above, by some temporary factors.
Meanwhile, exports moved upward as the external markets strengthened (their growth rate
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4.2 Production
and employment

picked up from 16.5% in Q1 to 19.2% on average in April and May) and the price competitive-
ness indices performed strongly, favoured by the depreciation of the nominal effective ex-
change rate since the beginning of the year.

On customs data, real goods exports increased by 15.6% year-on-year in the April-May peri-
od, somewhat below the rate in Q1 (17.4%), although the April figure may have been affected
to some extent by the volcanic ash crisis. The greater export buoyancy materialised above all
in capital goods, basically due to notable growth of land and sea transport equipment (of
which particularly the former has a temporary component), and in non-energy intermediate
goods. At the same time, exports of consumer durables eased because of weakening car
sales as government programmes providing direct aid for car purchases in numerous Euro-
pean economies gradually expired. By geographical area, the improvement was apparent both
in real sales to the EU and, to a greater extent, in those to third markets, the most notable
growth being in exports to China, South-East Asian countries and Japan.

The analysis of real exports of tourism services in Q2 was strongly influenced by a series of
temporary factors which had a substantial impact on the indicators (see Box 5). These include
Easter Week falling on different dates in 2009 and 2010 and, above all, the effects of the vol-
canic ash cloud fallout from Iceland, which caused the closure of European airspace for one
week in April and the cancellation of thousands of flights in May. Thus, both tourism receipts
per balance of payments information and the various nominal and real indicators traced a path
of notable decline in April and of recovery in the ensuing two months, despite the fact that the
May data were partially effected by the volcanic ash cloud. Specifically, foreign tourist inflows
recovered in year-on-year terms from -13.3% in April to 1.7% in June, while overnight hotel
stays by non-resident travellers were up from 0.1% to 5.5%, and total expenditure by foreign
tourists rose from -11.3% to 2.4%. As regards exports of non-tourism services, the balance of
payments data relating to the two-month period of April-May point to a certain improvement
in Q2, in line with the recovery of goods trade.

Turning to the imports side, on the most recent information it is estimated that goods pur-
chases abroad rose strongly in 2010 Q2. Specifically, on customs data, real goods imports
increased by 17.6% year-on-year, amply exceeding the average growth in Q1 (8.8%) and re-
flecting the more favourable performance of national demand and the strength of exports. By
product group, mention should be made of the strong rises in purchases of intermediate prod-
ucts for use in the chemicals, iron & steel and transport equipment manufacturing industries,
in line with the recovery of activity in these sectors, and in purchases of consumer durables
(except cars), which may be related to the acquisition of electrical appliances due to the dig-
ital switchover and to consumer anticipation of the impending rise in indirect taxes. Finally, the
balance of payments data to May point to a certain improvement in real imports of services in
2010 Q2, both in tourism and in non-tourism services.

In 2010 Q2, the gross value added of the total market economy is estimated to have remained
steady with respect to the first quarter of the year, although in year-on-year terms the rate of
fall in activity seems to have continued to ease. In industry and market services the estimated
year-on-year rates were positive for the first time since mid-2008 (see Chart 18).

Industry again recorded a positive year-on-year performance in Q2, albeit at a more moderate
pace than in Q1. The industrial production index (IPl) performed favourably in April and May,
s0, although lacking the June figure, it has probably posted its first quarter with positive year-
on-year rates since 2007. Among the labour market indicators, the year-on-year rate of fall of
the number of social security registrations eased by more than 2 pp to 4.9%, and the number
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NON-RESIDENT TOURISM: IMPACT OF THE CRISIS AND RECENT PERFORMANCE

On QNA figures, Spanish tourism exports fell by 9.6% in 2009, after
a decline of 4.3% in 2008. The decreases in quarter-on-quarter terms
were particularly sharp between 2008 Q2 and 2009 Q1 (around 4 pp
on average in each of those quarters). The number of inbound tour-
ists fell by 11.3% between 2008 and 2009. Obviously the main rea-
son for this is the international economic crisis, which reached its
peak precisely in late 2008 and early 2009. In any event, during the
crisis non-resident tourism performed more poorly in Spain than at
international level. Specifically, the World Tourism Organisation (WTO)
reports that between 2008 and 2009 world real travel receipts fell by
4.3%, and world inbound tourists by 2.2%. Therefore, there must be
other factors which explain the observed performance.

One first possibility is that, although the crisis hit all tourism destina-
tions, it did so with varying severity in each case. Indeed, as can be
seen in the chart, in 2009 the drop in tourist arrivals in Spain and in
tourism receipts was comparable to that seen in the countries of
northern and central Europe. However, the Mediterranean destina-
tions competing most directly with Spain withstood better the effects
of the world recession, the most notable examples being Turkey and
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Morocco. There are two potential explanations for this. The first is
that the various countries of origin have different weights within the
tourism exports of each destination country. In this respect, the de-
crease in tourist arrivals in Spain extended to most of our main pro-
viders of tourists in 2009, including, as shown by the chart, the United
Kingdom and Germany, which still show no signs of a solid recovery
of tourism demand. Specifically, given the significant weight of the
United Kingdom among our providers of tourists (around 25%), some
of the greater impact of the crisis on tourism in Spain compared with
other countries is explained by the appreciation of the exchange rate
of the euro against the pound sterling. The second explanation is
that, given that the crisis has negatively affected the income of poten-
tial tourists, these have opted to replace higher-cost destinations with
other less expensive ones.

The evidence suggests that Spain has continued to lose market
share in its two main tourism generating markets (the United King-
dom and Germany). Indeed, Spanish non-resident tourism continues
to perform more weakly than the international tourism flows, which
are exhibiting a more solid recovery (world tourist arrivals increased
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a. Provisional 2010 data. The numbers of inbound tourists refer to the cumulative January-February figure for the United States; January-March
for France and Italy; January-April for the United Kingdom, Germany and Morocco; and January-May for Spain, Turkey and Egypt. The tourism
receipts are the cumulative January-March figure for Italy, France, Netherlands and Egypt; and January-April for other countries.
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NON-RESIDENT TOURISM: IMPACT OF THE CRISIS AND RECENT PERFORMANCE (cont’d)

by 7% to April), albeit rather uneven across the various areas. The
emerging economies, particularly the Asian ones (whose cyclical po-
sition runs ahead of that of the advanced economies) are leading this
recovery, whereas, by contrast, tourist arrivals in Europe grew very
weakly, with a sharp decrease in northern Europe.

However, the unfavourable trend in Spanish non-resident tourism has a
structural component, as indicated by the fact that, since 2000, tourism
exports have grown, on average, by 3.5 pp less than world real re-
ceipts. Therefore, above and beyond the effects of the crisis and other
conjunctural factors, Spain’s performance of recent years has to be set
against a background of loss of competitiveness as a tourist destination
in comparison with eastern Mediterranean countries, some of which
boast more modern facilities in the beach tourism segment than those
in Spain and a more favourable price-quality ratio.

Once the crisis had passed its peak, non-resident tourism in Spain
began a slow recovery in late 2009, in which the decline in tourism
receipts in real terms eased gradually to -0.2% in 2010 Q1 according
to QNA data, and there was a progressive recovery of tourist arrivals.
In Q2 two factors made it harder to interpret the conjunctural data on
tourism because they increased greatly their volatility, in particular by
prompting much sharper falls in April. Specifically, those steeper falls
seem to reflect the effect of Easter Week falling on different dates in
2010 and 2009 and, above all, the constraints on European air space
as a result of the Icelandic volcano eruption, which largely explains
the aforementioned weakness of tourist arrivals in Europe, which de-
creased by 3% in April. Those falls were particularly significant in the

BOX 5

case of trips which at least either started or ended in a western or
northern European country or depended on the air traffic in those
regions. Given the composition by country of origin of the non-resi-
dent tourists visiting Spain, the arrivals of passengers on international
flights and the arrivals of tourists decreased significantly (oy 12% and
13% year-on-year, respectively), as reflected in overnight stays and
average length of stay in hotels (these, in any event, are remaining
buoyant in 2010 as a whole, against a background of sharp price
cuts by hotels). Consequently, the balance of payments data showed
that in April nominal tourism receipts decreased further by 4.7%.

The tourism indicators for subsequent months point to a return to the
path of gradual growth, although the data for Q2 as a whole will be
negatively affected by the temporary effects of the aforementioned
volcano eruption. Thus, in this period, arrivals of foreign tourists de-
creased by 3.1%, and, accordingly, they were down by 1.8% in the
first half as a whole. This behaviour will foreseeably pass through to
real tourism receipts, which will keep falling year-on-year in Q2.

The performance of non-resident tourism in Spain in the coming
months will be overshadowed by the relatively weak recovery of some
of our generating markets. Against this background, the growth po-
tential of the Spanish tourism sector will depend on its ability to im-
prove quality and strengthen the process of diversification towards
tourism segments with greater spending power, including most nota-
bly the urban and business segments, which are less sensitive to
competition from the Mediterranean sun and sand destinations with
price and cost advantages.

of registered unemployed tended to stabilise. Meanwhile, the quarterly average of the senti-
ment indicators also improved in Q2, although the profiles of the European Commission’s indi-
cator and of the PMI differed from one another during that quarter. Thus, while the former im-
proved continuously, the latter worsened gradually and in June stood below its March level,
although it nevertheless remained above the contraction-expansion threshold. In July, the Eu-
ropean Commission’s confidence indicator again worsened slightly.

In the construction sector, value-added is estimated to have held at similar rates in Q2, as a
result of a moderation in the rate of fall of residential investment, which seems to have been
broadly offset by the fall-off in public works.

In market services, the information available for 2010 Q2 points to a return to moderately
positive quarter-on-quarter rates following the equally modest contraction in the January-
March period. This assessment is based on the quantitative indicators. Thus, both the index
of services sector activity and that of large firms’ sales showed a more favourable year-on-year
change than in Q1, with wholesale & retail trade, transport and accommodation & food service
activities performing best, at the expense of those associated with corporate services, which
continue to be notably sluggish. As regards employment, the average number of social secu-
rity registrations in the sector showed a slightly positive change for the second quarter running,
after more than six successive quarters of falls. By contrast, the qualitative indicators per-
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GROSS VALUE ADDED AND EMPLOYMENT BY BRANCH OF ACTIVITY (a) CHART 18
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SOURCES: INE, Ministerio de Fomento and Banco de Espafia.

a. Year-on-year percentage rates based on seasonally adjusted series, except for the EPA which
is based on crude series. Employment in terms of full-time equivalent jobs. For incomplete
quarters, the year-on-year rate for the period available within the quarter is taken.

b. Series linked by the DG Economics, Statistics and Research on the basis of the control survey
conducted using the methodology applied until 2004 Q4.

c. Quarter-on-quarter rates based on seasonally adjusted series.
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4.3 Costs and prices

formed unevenly, since while the PMI stood above the 50% threshold in Q2 after more than a
year-and-a-half below it, the European Commission’s confidence survey on the sector showed
a decline, which continued in July.

In the labour market, the various conjunctural indicators available indicate that the rate of fall
of employment eased further in Q2. Thus the average number of social security registrations
decreased by 1.9% year-on-year, which represents a moderation of 1.1 pp with respect to the
rate of fall a quarter earlier. Furthermore, in quarter-on-quarter terms, the decrease in the
number of registrations eased by 0.1 pp to -0.3%. Meanwhile, hires registered by the INEM
(National Public Employment Service) again rose in year-on-year terms in Q2 (4.2% compared
with 2% in the previous quarter), driven by temporary recruitment.

The Q2 Labour Force Survey shows a year-on-year fall in employment of -2.5%, a moderation
of 1.1 pp with respect to the previous quarter. The smaller year-on-year decrease in employ-
ment was apparent in all sectors of the market economy except for agriculture, and was par-
ticularly significant in construction and industry. The slower rate of fall of employment fed
through especially to wage-earners, whose numbers diminished by 2.4% year-on-year, com-
pared with 3.7% in the previous quarter, although the performance of the self-employed also
improved slightly, since their numbers fell by 3%, against 3.3% previously. By nationality, the
rate of job destruction slowed more amongst Spanish workers, who posted a fall of 2.1%,
against 4.6% in foreign workers. With regard to contract duration, the rate of decline of tem-
porary workers again eased (-3.8%), although labour shedding continued to be far higher in
this group than among those with permanent contracts, who decreased by 1.9%. As a result,
the proportion of temporary to total employees increased slightly to 24.9%, 0.5 pp more than
in the preceding quarter, although slightly down on a year earlier (25.2%). Lastly, part-time
hires continued on the path of growth initiated a quarter earlier, with an advance of 2%, while
full-time workers decreased by 3.1%. This left the ratio of part-time to full-time workers at
13.5%, against 12.9% a year earlier.

The labour force recovered notably from the falls of the last two quarters, with growth of 0.2%.
This recovery was based on the inclusion of young people and of Spanish males over age 45
in the labour force. The population over age 16 held at a growth rate of 0.1%, while the par-
ticipation rate increased to 60.1% (from 59.8% in the previous three quarters). As regards the
breakdown by sex, the female labour force rallied slightly in Q2 to growth of 1.6% (1.4% in Q1),
while the male labour force held on a downward path, although the pace eased (from -1.8%
in Q1 to -0.9% in Q2). In terms of nationality, there was a 1.5% reduction in foreign nationals,
basically as a result of the continued decline in the foreign population, amounting to -0.7%
year-on-year. The participation rate of this group, however, decreased to 76.91%. Spanish
nationals increased in number by 0.5% and their participation rate was 57.7%.

Finally, the number of unemployed increased by around 30,000 with respect to Q1, to stand
at 4.6 million. However, the year-on-year increase in unemployment eased to around 500,000
people, with a year-on-year rate of change of 12.3%, below the figure of 15% in the previous
quarter. The unemployment rate rose by 0.1 pp during the quarter to 20.1%. The unemploy-
ment registered by the INEM (National Public Employment Service) also showed a slowdown
in the increase in numbers unemployed in 2010 Q2, with a year-on-year increase of 12.6%,
following a figure of 18.5% in Q1.

Collective bargaining in recent months has confirmed the path of greater wage moderation
seen since the beginning of the year. These developments were favoured by the fall in inflation
in the closing months of 2009, which rendered the wage indexation clauses ineffective, and by
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WAGE INDICATORS AND LABOUR COSTS CHART 19
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SOURCES: INE and Ministerio de Trabajo e inmigracion.

a. The last year, with information from collective bargining agreements to June 2010.

b. Previous year's indexation clause.

c. ETCL (quarterly labour costs survey). Year-on-year rates of change.

d. Revised: collective bargining agreements with economic efects in the year but which were
signed in previous years and are in force for more than one year. New: collective bargining
agreements signed and with economic effects in the year, this being the first or only year they are
in force.

the multi-year agreement entered into by the social partners last February. It is still early to say
whether the public sector wage cut is having a moderating effect on wage growth in the pri-
vate sector, although an effect of this kind in the coming months cannot be ruled out. An ad-
ditional factor which could favour wage moderation in the second half of the year is the inclu-
sion of provisions in the final design of labour market reform to make it easier for individual
firms to opt out of certain clauses in sectoral collective agreements. Relatively few agreements
were entered into in the first half of the year, since they covered only 3.6 million workers (some-
what less than half the number in the first half of 2009). Nearly all these agreements date from
prior years and have been revised to include a wage increase of 1.3% for 2010, somewhat
more than 1 pp below the previous year’s settlement (see Chart 19). The newly signed agree-
ments (which apply to somewhat more than 200,000 workers) contain, on average, somewhat
lower wage increases for this year, in line with the upper limit of 1% set in the wage settlement
for the period 2010-2012.

In terms of compensation per employee, the market economy component eased very slightly
in 2010 Q1, by scarcely 0.1 pp to 2.5%. This change contrasts with the figures in the quar-
terly labour costs survey, according to which the growth rate of total cost dipped by 1.5 pp to
1% year-on-year. It is expected that in Q2 the observed slowdown in negotiated wage rates
will contribute to an additional reduction in wage growth, which, together with the stabilisation
of productivity growth rates, will allow unit labour costs to fall more sharply in the market
economy (see Chart 20).

Meanwhile, the final demand deflator seems to have accelerated moderately in 2010 Q2,
which, against a backdrop in which the domestic component of inflation (measured by the
GDP deflator) is estimated to have continued growing moderately, can be attributed to an
upturn in import prices. This in turn seems to be basically due to higher oil prices.

The main consumer price indicators also picked up in Q2. The CPI increased by 1.6%,
compared with the growth of 1.1% in the January-March period (see Chart 21). The rise in
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PRICE AND LABOUR COSTS IN THE MARKET ECONOMY
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PRICE INDICATORS
Differentials vis-a-vis the euro area (a)
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a. Twelve-month percentage change based on the original series.

the overall index was mainly due to the higher rate of expansion of energy prices (to which
the butane and natural gas price rises in April contributed) and, to a lesser extent, of proc-
essed food prices. Also, unprocessed food and non-energy industrial goods prices de-
creased somewhat more slowly. By contrast, the growth rate of services prices eased
slightly, posting a change of 1%. As a result of the movements in its various components,
the CPI excluding unprocessed food and energy rose by 0.1 pp in Q2 to a year-on-year
rate of 0.2%.

The quarterly average increase in HICP inflation was 0.4 pp in both Spain and the euro area.
This meant that the differential remained unchanged at 0.1 pp (see Chart 22). In terms of core
inflation, the differential held at -0.6 pp for the third quarter running, as a result of small chang-
es of opposite sign in the differentials of the services and non-energy industrial goods compo-
nents, the growth rates of which, in any event, continued to be lower in Spain. The differentials
relating to the more volatile components also underwent more modest changes, with slight
reductions in the positive differential in the case of energy products, and in the negative dif-
ferential in the case of unprocessed food. The leading indicator of the Spanish HICP for July
has started to reflect the effects of the VAT rise, which brought about an increase in the year-
on-year rate to 1.9% in July, 0.4 pp more than in June. The estimated rise in the euro area is
0.3 pp, giving a differential of 0.2 pp.
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STATE BUDGET OUTTURN TABLE 4

€mand %
Outturn
QOutturn FEEEIEYS Initial budget FEREIES OUﬁ:Ar;rjan_
2009 change 2010 change Percentage 2009 2010  Percentage
2009/2008 2010/2009 Jan-Jun Jan-Jun change
change
2010/2009

1 2 3 4=3/1 5 6 7 8=7/6
1 REVENUE 102,038 -21.1 121,206 18.8 4.8 46,352 55,386 19.5
Direct taxes 54,096 -27.0 66,393 22.7 6.8 21,941 24,383 111
Personal income tax 30,432 -29.9 42,633 40.1 10.7 14,626 17,762 21.4
Corporate income tax 20,188 -26.1 20,184 -0.0 -32.2 5,648 4,746 -14.5
Other (a) 3,476 2.8 3,576 2.9 0.5 1,767 1,875 6.1
Indirect taxes 28,664 -26.9 40,736 421 13.9 15,218 24,433 60.6
VAT 15,784 -36.7 26,111 65.4 18.3 9,202 17,926 94.8
Excise duties 10,141 -9.6 11,964 18.0 -0.5 4,655 5,068 8.9
Other (b) 2,739 -11.2 2,661 -2.9 1.2 1,361 1,439 5.8
Other net revenue 19,277 20.4 14,076 -27.0 -23.1 9,194 6,570 -28.5
2 EXPENDITURE 189,319 27.8 184,542 -2.5 13.4 83,171 86,180 3.6
Wages and salaries 26,570 5.8 27,572 3.8 6.8 13,196 13,508 2.4
Goods and services 4,860 7.2 3,515 -27.7 5.7 1,880 1,941 3.3
Interest payments 17,650 10.8 23,224 31.6 23.2 7,414 9,116 23.0
Current transfers 112,412 35.8 108,137 -8.3 19.0 46,310 49,698 7.3
Investment 10,468 -1.6 9,390 -10.3 3.5 4,907 4,604 -6.2
Capital transfers 17,360 941 14,452 -16.7 9.5 9,464 7,314 -22.7
3 CASH-BASIS BALANCE 3=1-2)  -87,281 = -63,336 = = -36,819 -30,794 =
MEMORANDUM ITEM: TOTAL TAXES (State plus share of regional and local governments)
Personal income tax 63,857 -10.5 65,734 2.9 1.1 29,276 30,337 3.6
VAT 33,573 -30.1 29,281 -12.8 2.2 18,632 24,473 31.4
Excise duties 19,349 =il 20,450 5.7 2.4 9,138 9,794 7.2

SOURCE: Ministerio de Economia y Hacienda.

a. Includes revenue from the tax on the income of non-residents.
b. Includes taxes on insurance premiums and tariffs.

The producer price index continued to accelerate at the beginning of Q2 and, as a result, the
year-on-year rate rose from 2.4% in March to 3.7% in April. However, subsequently this trend
was broken and June saw the first slowdown in a year, to 3.2%. In any case, that break in the
rising trend of the year-on-year rate was caused by the contribution of the energy component.
By contrast, the other groups of goods continued to show a mild tendency to accelerate
throughout the quarter, more marked in the case of intermediate goods, which reached a rate
of 3.2% after five quarters of falls. In the euro area, on data to May, producer prices grew
somewhat more slowly than in Spain, except in the case of intermediate goods and capital
goods, the favourable differential to Spain of which was, in any event, very close to zero. Fi-
nally, the import and export prices of industrial products grew notably, reaching rates of 10.2%
and 5.5%, respectively, in May, and this was accompanied by pick-ups in the prices of nearly
all their components.

4.4 The State budget After one-and-a-half years of continuous year-on-year widening of the public deficit in cash
terms (measured in cumulative terms since the beginning of the year), it decreased to €30.8
billion in the first half of 2010, after a negative balance of €36.8 billion in the corresponding
period of 2009 (see Table 4). The balance improved as a result of both the strong increase in
revenue (19.5%) and the notable slowdown in payments to a rate of 3.6%. In both cases,
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4.5 Balance of payments

these developments reflected the impact of measures approved by the government between
last year and the opening months of this one. In light of the behaviour observed in this first half,
and provided that the expected impact on the public finances of the tax rises and the spending
cuts planned for the second half of the year materialise, it can be expected that the balance
for 2010 as a whole will gradually approach the government’s budget targets. On 20 May the
government approved a set of far-reaching measures (see Table 1) entailing spending cuts of
around €15 billion in cumulative terms between 2010 and 2011, the initial effects of which
became apparent in June. By contrast, the social security budget outturn worsened in the
January-May period, as described in Box 6.

For the description of public receipts, information is available on total takings from the main
taxes, i.e. the portions assigned to the State and to the ordinary-regime regional govern-
ments, which are shown at the bottom of Table 4. According to this information, total re-
ceipts increased by 5.8% year-on-year in the first half. Among the direct taxes, personal
income tax picked up due to the effect of the elimination of the €400 tax credit, already
reflected in withholdings on earned income, and, to a lesser extent, to the rise in the with-
holding rate on capital gains (although the latter, nevertheless, continued to show strongly
negative rates in the first half of the year). Meanwhile, the weak receipts from corporate
income tax persisted. Noteworthy among the indirect taxes was the pick-up in VAT receipts
by 31.4% with respect to the first half of the previous year. In this case the performance is
affected by the sharp decrease in refunds, which, until last year, had been buoyed by the
earlier refund schedule under new legislation. Excise duties were up by 7.2%, spurred by
rate increases in the second half of 2009. The items aggregated under the “Other State
revenue” heading fell sharply, mainly due to lower fee collections on guarantees provided
to credit institutions in response to Royal Decree-Law 7/2008 and to lower public debt is-
sue premiums.

State cash-basis expenditure increased by 3.6%, a rate which, despite its recent decel-
eration, continues to exceed the budget forecast for the year as a whole (-2.5%), because
the outturn data for the months elapsed still partially include the impact of the measures
adopted to cut spending. Specifically, since the only month affected by the wage cut was
June, the sharp year-on-year fall in personnel costs in that month (5.8%) showed up only
as a modest deceleration, to 2.4%, in cumulative terms in the whole of Q2. It should be
noted that the growth of current transfers, which are mostly to other general government
agencies, continued to be high despite the slowdown in the quarter, due to payments to
the National Public Employment Service a year ago. Meeting the budget forecast for 2010
as a whole in this expenditure area would require the most recent trend towards modera-
tion to be maintained. By contrast, capital transfers fell sharply due to the large amounts
transferred to local government to build up the State Fund for Local Investment in 2009.
The replacement of this fund by the State Fund for Employment and Local Sustainability,
the amount of which is lower than that of its predecessor, should enable the negative
rates of these transfers to be maintained in the remainder of the year. Lastly, mention
should be made of the dynamism of interest payments due to the increased public debt
outstanding.

In the first five months of 2010, the combined current and capital account balance was a
deficit of €22.4 million, 22% less than in the same period a year earlier (see Table 5). Most of
this correction is due to the smaller current account deficit, which narrowed by 15% to €26
billion. This adjustment is in turn explained by the decrease of more than €5.5 billion in the
income deficit, partly offset by the widening of the trade and current transfers deficits (by
around €400 million and €1 billion, respectively).

BANCO DE ESPANA 48 ECONOMIC BULLETIN, JULY 2010 QUARTERLY REPORT ON THE SPANISH ECONOMY



SOCIAL SECURITY BUDGET OUTTURN

The Social Security System posted a non-financial surplus of €6.5
billion to May 2010, down 31.6% on the same period of the previous
year. Non-financial revenue decreased by 4%, while the rise in pay-
ments amounted to 4.6% (see accompanying table).

Despite the fall in non-financial revenue, the revenue from Social Se-
curity contributions rose slightly by 0.5%, as compared with a fall of
4.4% expected for 2010 as a whole. This small increase took place
against a background of easing in the rate of fall of employment,
which curbed the fall in the number of Social Security registrations
seen since June 2008.

Spending on contributory pensions grew by 5.3% to May, which was

more than budgeted for the whole of the year. In 2010 H1 the number
of contributory pensions increased by 1.7%, in line with the number

SOCIAL SECURITY SYSTEM (a)

BOX 6

of registrations in the previous year. Spending on sickness benefits
was up by 9.6%, in marked contrast to the fall of 9.5% budgeted for
the whole of 2010.

As regards the National Public Employment Service (SPEE, by its
Spanish abbreviation), the deficit decreased significantly to €728 mil-
lion in the period January-May 2010, against a deficit of €4 million in
the same period of the previous year. This improvement is explained
by the sharp growth of €45.5% in revenue, which amply offset the
notable rise in expenditure (10.1%). In cumulative terms to June, the
growth in spending on unemployment benefits slowed markedly. The
coverage rate stood at 78.2% in May, more than 4.5 pp above that in
the same month of 2009. The number of those receiving benefits
rose by 18.3% with respect to May of the previous year, while regis-
tered unemployment grew by 9.3% year-on-year to June.

Current and capital transactions, in terms of recognised entitlements and obligations

€m and %

Budget

2009 2010
1 2

1 REVENUE 128,726 119,479
1.1 Social security contributions 113,324 108,358
1.2 Current transfers 7,439 8,356
Other 2,963 2,765
2 EXPEDITURE 114,476 116,599
2.1 Wages and salaries 2,453 2,483
2.2 Goods and services 1,995 2,033
2.3 Current transfers 109,465 111,556
Contributory pensions 93,339 95,320
Sickness 8,144 7,373
Other 7,982 8,862
2.4 Other 563 528
3 BALANCE 9,250 2,880

Outturn JAN-MAY

% change 2009 2010 % change
3=2/1 4 5 6=5/4
-3.4 40,324 38,731 -4.0
-4.4 35,525 35,693 0.5
12.3 3,761 2,217 -41.0
-6.7 1,039 821 -21.0

1.9 30,804 32,222 4.6
1.2 735 732 -0.4
1.9 435 413 -5.1
1.9 29,380 31,035 5.6
2.1 25,446 26,797 5.3
L5 1,199 1,314 9.6
11.0 2,734 2,924 6.9
-6.3 254 42 -83.5
-68.9 9,620 6,508 -31.6

SOURCES: Ministerio de Hacienda, Ministerio de Trabajo e Inmigracién and Banco de Espafia.

a. Only data relating to the system, not to the entire Social Security Funds sector are given.

In the period from January to May 2010, the trade deficit increased by 1% in comparison with the
same period of 2009, to €18.8 billion. This near stabilisation was the result of opposing move-
ments in the non-energy deficit, which improved, and in the energy deficit, which worsened,

against a background of higher oil prices than a year ago. Both exports and imports of goods

posted high nominal growth against a backdrop of worsening terms of trade. Meanwhile, the

services balance posted a surplus of €8.1 billion, up 0.3% on the same period of 2009, as a result

of the narrower non-tourism services deficit, offset by the worsening of the tourism surplus.
Nominal tourism receipts fell by 0.4% in the whole of the reporting period, following significant
decreases in the previous year. Tourism payments increased by 2% to May, boosted by promo-
tional offers and despite the moderate deterioration of household confidence. As regards other

services, both receipts and payments grew modestly in the first five months of 2010.
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BALANCE OF PAYMENTS: MAIN COMPONENTS (a) TABLE 5

€m
January-May % change
2009 2010 2010/2009 (b)
CREDITS Current account 119,605 128,486 7.4
Goods 64,222 74,642 16.1
Services 33,191 33,475 0.9
— Tourism 12,761 12,708 -0.4
— Other services 20,431 20,767 1.6
Income 16,484 15,214 -7.7
Current transfers 5,707 5,254 -7.9
Capital account 2,731 4,260 56.0
Current + capital accounts 122,336 132,746 8.5
DEBITS Current account 150,204 154,481 2.8
Goods 82,846 93,357 12.7
Services 25,066 25,327 1.0
— Tourism 4,110 4,206 2.3
— Other services 20,956 21,121 0.8
Income 31,807 24,662 -22.5
Current transfers 10,485 11,135 6.2
Capital account 666 619 -7.2
Current + capital accounts 150,870 155,099 2.8
BALANCES  Current account -30,599 -25,995 4,604
Goods -18,624 -18,815 -191
Services 8,126 8,148 22
— Tourism 8,651 8,502 -149
— Other services -525 -354 171
Income -15,328 -9,448 5,875
Current transfers -4,778 -5,880 -1,103
Capital account 2,064 3,641 1,677
Current + capital accounts -28,535 -22,354 6,181

SOURCE: Banco de Espana.

a. Provisional data.
b. Absolute changes for balances.

The deficit on the income balance narrowed by 38% in the first five months of 2010. The cur-
rent transfers deficit widened by 23% due to fact that the easing of emigrants’ remittances
was outweighed by the fall-off in the Community flows included in this sub-balance. By con-
trast, the increase in general government receipts from the various Community funds included
in the capital balance caused the related surplus to widen by approximately €1.6 billion
(76.4%).
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5.1 Highlights

5 Financial developments

Developments on domestic financial markets in 2010 Q2 unfolded against a backdrop of fresh
episodes of turbulence linked on this occasion to the crisis in confidence affecting the Spanish
economy and others in the euro area. As a result, there was high volatility in prices and a wid-
ening of risk premia on both public- and private-sector bonds, which also showed notable
volatility. These developments were accompanied by a downgrading of Spanish public debt by
S&P (in April) and Fitch (in May). During July, there was some easing of tensions on account of
the economic policy responses adopted at both the European and domestic levels, and most
particularly due to the announcement to disclose the results of the stress tests of financial in-
stitutions, and to their actual publication subsequently. In any event, the financing conditions
on markets currently faced by credit institutions, corporations and governments remain more
restrictive than those in place in previous quarters (see Box 7).

Stock market indices underwent moderate falls in Q2 which were partly corrected in July (see
Chart 23). As at 28 July, the IBEX 35 was 2.1% down on its end-March level, less of a fall than
in the Eurostoxx 50 (5.6%) and the S&P 500 (5.4%). Since the start of the year the respective
declines have amounted to 10.9%, 6.7% and 0.8% for the Spanish, European and US indices.
Volatility increased notably, rising to levels at the end of May not seen since December 2008,
though these have been subsequently corrected. The yield on Spanish 10-year government
debt stood at over 4.8% (over 1 pp above the end-March figure). And this, along with the
decline in the yield on the benchmark German Bund, translated into a notable widening of the
interest-rate spread between both bonds, which stood in mid-June at around 220 bp, narrow-
ing subsequently to below 150 bp in late July. The credit risk premia of Spanish corporations
on derivatives markets trended similarly. In the case of interbank loans, interest rates rose, with
the 12-month Euribor standing at the end of the period at 1.42%, 21 bp up on March.

On the real estate market, and according to the latest data published by the Spanish Housing
Ministry, the fall in open-market housing continued in 2010 Q2, although the rate of decline
moderated further. The year-on-year rate of decline therefore eased from 4.7% in March 2009
t0 3.7% in June.

There were generally slight reductions in interest rates on bank lending to households and
firms in 2010 Q2, with the exception of the rise in loans for over €1 million to the corporate
sector (see Chart 23). Conversely, the cost of corporate securities issues rose both for bonds
and equity. According to the July Bank Lending Survey (BLS), the difficulties in gaining access
to wholesale funding and the liquidity situation would have led banks to tighten credit stand-
ards over this period, especially in the case of those applied to companies. That contrasts with
the stability or slight easing of standards anticipated in April by respondent intermediaries.’ In
the last BLS, agents anticipated a further tightening of standards for the current quarter.

The latest data available — for May — on private-sector financing show a slight increase in the
year-on-year growth rate of household debt to 0.5%, from 0.1% in March. The funds raised by
companies continued to contract with the same intensity as in March (2.4% year-on-year). The
breakdown of corporate liabilities by instrument highlights the continuing reduction in credit
granted by resident credit institutions and the acceleration in the pace of bond issues, al-

1. For greater detalils, see “Encuesta sobre Préstamos Bancarios en Espafia: julio de 2010”, by Jorge Martinez Pagés, in
the July edition of the Boletin Econdmico.
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RECENT TENSIONS IN SPANISH FIXED-INCOME MARKETS

During 2010 Q2 there was a fresh bout of tension in European finan-
cial markets. The source of this turbulence lay in the problems of
sustainability of Greek public finances, which have ultimately prompt-
ed a crisis of confidence in several euro area economies. The Spanish
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SOURCES: Bloomberg, Datastream and Banco de Espafia.

BOX7

markets are among those most affected by these developments, to
which the greater deterioration in the budget deficit (despite the fact
that outstanding public debt departed from a comparatively low lev-
el), diminished growth prospects and the market’s negative percep-

2 GROSS FIXED-INCOME ISSUES (a)
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a. Issues by monetary financial institutions and non-financial corporations include those made by their resident and non-resident
subsidiaries. Information is not included on issues made by other financial intermediaries.

b. Five-day moving averages.
c. Weighted average of individual data.

d. The different contracts have been linked back maintaining the recorded percentage change.
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RECENT TENSIONS IN SPANISH FIXED-INCOME MARKETS (cont’d)

tion about the situation of certain segments of the Spanish financial
system have all contributed. These developments have been accom-
panied, moreover, by downgrades of Spanish long-term public debt
by S&P (from AA+ to AA, in April) and by Fitch (from AAA to AA+, in
May). Against this background, this Box focuses on describing how
these tensions have affected funding conditions for the various sec-
tors of our economy in recent months.

Yields rose in the Spanish public debt market and, together with the
decline in yields on the related German bonds (which acted as safe-
haven securities), this led to a significant widening in interest-rate
spreads between the respective instruments (see Panel 1). In the pri-
mary market, the general government sector continued raising the
funds needed to meet payments associated with deficit financing and
outstanding debt redemptions, albeit at a higher cost (see Panels 2
and 3).

The financial sector was also greatly affected by these tensions
through several channels. First, the rise in public debt yields, which
normally act as a reference for setting the price of private securities,
exerted upward pressure on credit institutions’ borrowing costs. In
addition, the depreciation of securities issued by general government
has an adverse effect on bank balance sheets, insofar as banks are
one of the main holders of such securities. Lastly, certain intermediar-
ies were harmed by the market’s negative view of their financial posi-
tion in association with the impairment of their assets, real estate as-
sets in particular. It should further be borne in mind that the recourse
by this sector to the markets plays an important role, since the raising
of deposits has proven insufficient to fund the expansion of their activ-
ity (even though activity is advancing sluggishly) and to meet the pay-
ments relating to the maturity of previously issued debt.

As in the case of public securities, the tensions were reflected in a rise
in yields on securities issued by the financial sector, and in credit risk
premia, increasing in both cases to notably higher levels than those
observed in Europe on average (see Panels 4 and 5). But, unlike with
general government, the expression of the difficulties in raising funds
was a decline in the volume of issues, meaning that the fresh re-
sources raised were lower in May and June than redemptions of out-

BOX7

standing debt (see Panels 2 and 3). That led to the biggest decline
seen in the outstanding balance of these intermediaries’ fixed-income
securities since 2008 Q4, following the bankruptcy of Lehman Broth-
ers.

Non-financial corporations were also affected by these tensions, al-
beit to a lesser extent. And it should be borne in mind that the bulk of
this sector’s funding requirements is usually covered through resort to
bank loans. That said, in the months prior to the recent bout of finan-
cial turbulence certain major companies had increased their recourse
to the markets, though this trend has eased since May, in a setting
marked by the tightening of market financing conditions. Accordingly,
net issues in June were negative (see Panels 2 and 3). As was the
case with credit institutions, risk premia rose, standing at levels high-
er than those observed in Europe on average (see Panel 6).

The degree of financial tension in recent months has shown notable
variability. There have been specific periods where tensions were es-
pecially intense (e.g. during the first week of May), and others in which
they eased somewhat, as was temporarily the case following the an-
nouncement of the measures adopted by the Ecofin and ECB on 9
May. In recent weeks there has been a clear improvement, as re-
flected in the favourable outcome of Treasury tenders, in the return to
the market of certain private issuers and in the fall in market yields
and risk premia (see Panels 1, 4, 5 and 6). Contributing to these latest
developments have been the measures adopted over recent months
at the European and national levels. Among the former are the crea-
tion of the European Financial Stabilisation Mechanism and the Euro-
pean Financial Stability Facility and, most particularly, the decision to
disclose the results of the stress tests of banks and their subsequent
publication, which have reduced uncertainty and dispelled the doubts
that had been raised over certain intermediaries. In Spain’s case, the
stress tests were performed with a greater degree of detail and cov-
ered practically the entire financial system. Other developments that
have proven conducive to easing the turbulence have been the ap-
proval of the labour-market and savings-bank reforms and the fiscal
consolidation package. In any event, despite this improvement, cur-
rent financing conditions on markets remain more restrictive than
those prevailing before the onset of the Greek fiscal crisis.

though the relative weight of this type of financing is scant. In seasonally adjusted annualised

quarter-on-quarter terms, bank credit granted to households continues to show a positive al-

beit moderate growth rate, while that extended to companies continues to decline. The latest

information on credit by type, for 2010 Q1, shows an across-the-board decline by branch of

activity, albeit with notable divergence in terms of intensity. The latest provisional figures sug-

gest that during June the moderate pick-up in household liabilities continued, while the rate of

decline of bank financing of companies eased somewhat.

The stability of household liabilities and income meant that the household debt/gross dispos-

able income (GDI) ratio held during Q1 at around the same levels as end-2009. The debt

service burden continued to fall, owing to the lower average financing costs of outstanding

BANCO DE ESPANA 53 ECONOMIC BULLETIN, JULY 2010 QUARTERLY REPORT ON THE SPANISH ECONOMY



FINANCING CONDITIONS AND ASSET PRICES CHART 23
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SOURCES: Bloomberg, Credit Trade, Datastream, MSCI Blue Book, Ministerio de Vivienda and
Banco de Espafia.

a. Five-day moving averages.

b. The cost of equity is based on the three-stage Gordon dividend discount model.

c. The cost of market-based long-term debt is calculated as the sum of the average 5-year CDS
premium for Spanish non-financial corporations and the 5-year euro swap rate.

d. There is a break in the series in June 2010, as data relating to credit card use are excluded as
from that month.

e. Base 2001 to December 2004; base 2005 thereafter.

debt. However, there was some decline both in the sector’s gross saving ratio and its net lend-
ing capacity once the liabilities relating to debt repayment were discounted following several
consecutive quarters of rises. Lastly, net wealth fell off slightly as a result of the decline both in
the real estate and (to a lesser extent) financial components. The provisional data for Q2 point
to a continuation of the foregoing trends.

In the case of companies, there was a slide in business surpluses, in line with the contraction
in borrowed funds. Accordingly, the debt ratio held stable during Q1. The debt burden ratio
continued to fall, albeit at a lesser rate, as a consequence of the decline in the average cost of
outstanding debt. On the provisional data available, it is estimated these same trends contin-
ued during the subsequent months. For the sample of companies reporting to the quarterly
Central Balance Sheet Data Office survey (CBQ), among which the biggest have a notable
weight, the data for 2010 Q1 show a recovery in return-on-equity levels, resulting from the rise
observed in this ratio for the major corporate groups.
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NET FINANCIAL TRANSACTIONS
Four-quarter data

% GDP

National economy

Non-financial corporations and households and NPISHs
Non-financial corporations

Households and NPISHs

Financial institutions

General government

MEMORANDUM ITEM:
Financing gap of non-financial corporations (a)

SOURCE: Banco de Espafia.

TABLE 6
2009 2010

2005 2006 2007 2008
Ql Q2 Q3 Q4 Qi
-6.5 -8.4 56 =91l -8.1 -6.9 =518 -4.7 -4.3
-84 -11.1  -138.5 -7.0 -4.4 -0:5 2.4 4.9 6.1
-7.1 9.5 -11.6 -7.2 -6.6 -4.8 =28 -0.7 0%
-1.3 -1.7 =1.8) 0.2 2.3 4.3 5.0 5.6 52
0.9 0.7 2.1 2.0 2.0 1.9 1.7 1.6 1.4
1.0 2.0 1.9 -4 456 -8.4 99 -11.2 -11.8
-11.4 178 -169 -11.9 -9.6 -6.9 -3.8 -0.7 1.2

a. Financial resources that cover the gap between expanded gross capital formation (real investment and permanent financial investment)

and gross saving.

The volume of doubtful loans has continued increasing, albeit with less intensity than in the
previous months. As a result of this and of the decline in debt, the doubtful assets ratio has
continued rising. Specifically, for the other resident sectors as a whole (which include, in addi-
tion to households and firms, intermediaries other than credit institutions), this indicator stood
in May at 5.5%, 0.4 pp above the December figure.

In the case of general government, the slowdown in its attendant debt continued, although the
rate of expansion remains very high (20% in May 2010, compared with 29% at end-2009). This
buoyancy in the raising of funds, along with the sluggish increase in GDP, has been reflected
in further increases in the debt/GDP ratio, and has also entailed a rise, albeit one more moder-
ate, in the associated debt service burden.

The latest information on the Financial Accounts, relating to 2010 Q1, reflects a further de-
crease in the nation’s net borrowing to 4.3% of GDP in twelve-month cumulated terms (0.4 pp
below the December level). As in previous periods, this development was the result of a rise in
the non-financial private sector’s financing capacity, which was partly offset by the increase in
the general government deficit, which stood at 11.8% of GDP, and the slight reduction in finan-
cial institutions’ saving (see Table 6). Most significantly, the balance of corporations’ net finan-
cial transactions was positive for the first time since 1998. In line with the rise in the budget
deficit, it was the general government sector which channelled the bulk of the net funds raised
abroad through the purchase of public debt securities by the rest of the world.

In sum, there was a fresh bout of financial instability in Europe in 2010 Q2 that singularly af-
fected the Spanish economy, which has proven particularly vulnerable to the crisis owing to its
high debt with the rest of the world. That has entailed a notable tightening of financing condi-
tions in the markets on which general government, firms and credit institutions operate, condi-
tions that have turned around partly in July. If these greater difficulties were ultimately to feed
through to household and corporate credit transactions, they might pose a factor of risk to the
economic recovery, although the recent slackening of these tensions has lessened the likeli-
hood of this risk materialising. These developments have come about in a setting in which the
private-sector indicators of financial pressure have continued stabilising to some extent as a
result of the lesser macroeconomic deterioration and of the stabilisation (households) and the
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5.2 Households

5.3 Non-financial
corporations

fall-off (firms) in this sector’s borrowed funds, although the sluggish increase in revenue is pre-
venting the reduction of debt/income ratios, which remain at high levels. In the case of gen-
eral government, liabilities have continued increasing at a higher rate, albeit one more moder-
ate than in the preceding quarters. That reinforces the need to persevere with the efforts
needed to see through an ambitious and credible fiscal consolidation process.

During 2010 Q2, interest rates on new credit business with households declined (by 21 bp on
loans for house purchases and by 82 bp on loans for consumer purchases and other ends,
although in this latter case a significant portion of the decline is attributable to changes in the
attendant statistics?). However, in their replies to the BLS, banks stated that during this same
period they had slightly tightened credit standards as a result mainly of the liquidity situation
and of the difficulties of gaining access to wholesale funding, and they anticipated a further
tightening of supply in Q3.

Against this background, household debt increased slightly in April and May 2010, posting
year-on-year growth of around 0.5% in the latter month, compared with 0.1% in March. The
breakdown by type shows that while credit for house purchases was growing at that date at a
rate of around 1%, funds earmarked for consumption and other purposes contracted by 0.5%
in relation to the same period a year earlier.

Turning to portfolio decisions, on the latest financial accounts information for 2010 Q1,
household investment in financial assets, measured in cumulated annual terms and as a
percentage of GDP, held at similar levels to those recorded at end-2009 (see Table 7). Hold-
ings of cash and cash equivalents remain the main destination for these flows, although their
volume in terms of GDP declined by 0.8 pp to 3.3%, while the relative significance of those
invested in equities and insurance technical reserves scarcely showed any change, account-
ing respectively for 1.1% and 0.9% of GDP. Net investment in other deposits and fixed-in-
come securities — under which time deposits are included — was negative for the second
quarter running.

In line with the stability shown both by debt and income, the household debt ratio held at
around 125% of GDI in 2010 Q1 (see Chart 24). Conversely, the debt burden ratio continued
declining (on this occasion by 0.4 pp), to below 17% of GDI, owing to the fall in the average
cost of outstanding loans. Households’ net lending capacity, once the expenses associated
with the liabilities incurred were stripped out, posted a slight fall for the first time since late
2007, although it remained at historically high levels. Net household wealth fell slightly as a
result of the decline in the real estate component (associated with the fall in house prices) and,
to a lesser extent, of the loss of value of financial assets.

The latest data on households’ doubtful loans ratio, for 2010 Q1, show it has stabilised some-
what, to which both the easing of the debt burden and the slowdown in the pace of job de-
struction might have contributed. This indicator thus fell for the second quarter running, in the
case of loans extended for house purchase and renovation (standing at 2.7% compared with
the high of 3% in September), and rose in the case of loans for consumption and other pur-
poses (to 7.2%, 0.3 pp up on December 2009).

In 2010 Q2, companies’ borrowing costs showed different patterns according to the type of
liability involved. The interest rate on new credit transactions for amounts below €1 million fell

by 13 bp, standing at 4.08% in June, while the rate on transactions for a higher amount in-

2. In particular, credit card transactions have been excluded since June 2010.
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TRANSACTIONS OF HOUSEHOLDS, NPISHs AND NON-FINANCIAL CORPORATIONS
Four-quarter data

% GDP
2009

2006 2007 2008 Qs Q4
HOUSEHOLDS AND NPISHs
Financial transactions (assets) 11.1 7.2 2.7 3.6 4.2
Cash and cash equivalents 3.1 -1.0 -0.4 3.4 4.1
Other deposits and fixed-income securities (a) 5.9 7.5 6.8 0.3 -1.4
Shares and other equity (b) -1.1 0.5 -0.1 0.8 1.1
Mutual funds 0.2 -1.1 -3.4 -0.7 0.0
Insurance technical reserves 1.8 0.9 0.2 0.4 0.9
Of which:
Life assurance 0.6 0.2 -0.2 0.1 0.6
Retirement 1.0 0.4 0!8 0.3 0.3
Other 1.1 0.4 -0.3 -0.6 -0.4
Financial transactions (liabilities) 12.7 9.1 2.5 -1.4 -1.4
Credit from resident financial institutions (c) 138.0 9.4 3.4 -0.3 -0.5
House purchase credit (c) 10.0 7.1 2.7 0.2 0.1
Consumer and other credit (c) 3.0 2.1 0.8 -0.2 -0.4
Other -0.2 -0.3 -0.9 -1.1 -0.9
NON-FINANCIAL CORPORATIONS
Financial transactions (assets) 251 14.4 5.0 -5.5 -74
Cash and cash equivalents 2.3 -0.4 -1.1 -0.9 -0.2
Other deposits and fixed-income securities (a) 2.3 2.1 2.3 0.2 -0.6
Shares and other equity 11.3 7.8 3.1 0.7 -0.6
Of which:
Vis-a-vis the rest of the world 8.3 6.6 3.1 1.1 0.0
Trade and intercompany credit 8.3 3.4 0.1 -5.5 -6.0
Other 0.9 1.5 0.6 0.0 0.3
Financial transactions (liabilities) 34.5 26.0 12.2 -2.9 -6.4
Credit from resident financial institutions (c) 17.6 13.9 o15) -1.6 -3.0
Foreign loans 3.3 2.8 2.8 1.8 -0.1
Fixed-income securities (d) 1.8 0.5 0.3 0.9 1.3
Shares and other equity 2.9 4.8 2.6 1.1 1.3
Trade and intercompany credit 8.4 4.3 -0.1 -5.8 -6.4
Other 0.6 -0.3 1.1 0.7 0.5
MEMORANDUM ITEM: YEAR-ON-YEAR GROWTH RATES (%):
Financing (e) 242 1165 6.4 0.5 -1.0
Households and NPISHs 19.6 12.5 4.4 -0.1 -0.3
Non-financial corporations 27.9 17.7 7.9 0.8 =116

SOURCE: Banco de Espafia.

a. Not including unpaid accrued interest, which is recorded under "Other".

b. Excluding mutual funds.

¢. Including off-balance-sheet securitised loans.

d. Including issues of resident financial subsidiaries.

e. Defined as the sum of bank credit extended by resident credit institutions, foreign loans, fixed-income securities and financing through
securitisation special-purpose entities.

2010
Q1

4.1
3.3
-0.8
1.1
0.0
0.9

0.5

0.4
-0.3
-1.1
-0.1

0.3
-0.2
09

-4.8

0.1
-0.6
0.9

0.1
-3.4
0.0
-5.7
-3.6
-0.8
1.3
1.0
-3.6
0.0

1.4
0.1
25

TABLE 7

creased by 29 bp, to 2.56%. The yield demanded on fixed-income securities rose, more mark-

edly so for longer-dated terms (70 bp) than for commercial paper (22 bp). The cost of share

issuance rose by 148 bp, reflecting the increase in the risk premium, although it should be

borne in mind that this indicator is estimated with less precision. Lastly, according to the July

BLS, it is estimated that banks tightened their lending standards for loans to companies be-

tween April and June (in contrast to the slight easing anticipated in the previous survey), while

they expected a further contraction in supply, albeit one of less intensity, over the three follow-

ing months.
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INDICATORS OF THE FINANCIAL POSITION OF HOUSEHOLDS AND NPISHs CHART 24

DEBT RATIOS DEBT BURDEN
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SOURCE: Banco de Espafa.

a. Includes bank credit and off-balance-sheet securitised loans.

b. Assets 1 = Total financial assets less "other".

c. Assets 2 = Assets 1 less shares less holdings in mutual funds.

d. Estimated interest payments plus debt repayments.

e. Balance of households' use of disposable income account.

f. Gross saving less estimated debt repayments.

g. Calculated on the basis of the estimated changes in the stock of housing, in the average area
per house and in the price per square metre.

Companies’ debt has continued to shrink, with its year-on-year growth standing in May at
-2.4%, scarcely 0.1 pp more than in March. However, the related quarter-on-quarter rates in-
dicate that this decline has eased somewhat in recent months. In terms of debt instruments,
it is credit granted by resident banks that is falling with most intensity (-4.4% year-on-year),
with loans from abroad also falling off considerably (-3.7%). Conversely, fixed-income issues,
which are mainly used by the biggest corporations, continued to show a higher rate of expan-
sion in May (48%).

The breakdown of credit by type, the latest information on which is for March 2010, shows that
there has been negative year-on-year growth in all branches, although to a very limited extent
in the case of credit earmarked for real estate activities (-0.4%) and for other services (-1.1%).
In the construction industry, debt continued to decline at a marked rate (-11.9%, compared
with -14.1% at end-2009), while the rate of contraction of bank financing granted to industry
increased (to 6%, 3.5 pp up on the previous quarter).
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5.4 General government

In step with these developments, the Financial Accounts information for 2010 Q1 shows that
the outstanding balance of net financial transactions of the non-financial corporations sector
was positive for the first time since 1998, accounting — in twelve-month cumulated terms — for
a value equivalent to 0.9% of GDP, compared with -0.7% in December. Further, the financing
gap, an indicator defined as the difference between companies’ gross saving and gross capi-
tal formation plus permanent investment abroad, also turned positive, standing in annual cu-
mulated terms at 1.2% of GDP compared with -0.7% the previous quarter.

The latest National Accounts estimates of business surpluses, for 2010 Q1, show that such
surpluses continued on the declining path of the previous months, in year-on-year terms. This
reduction in revenue meant that, despite the contraction in liabilities, the corporate debt ratio
scarcely altered (see Chart 25). Nonetheless, the fall in the average cost of debt on balance
sheets was once again reflected in a decline in the debt burden ratio.

The information on the sample of corporations reporting to the CBQ, among which the biggest
have a notable weight, reveals a different pattern during the opening months of 2010 between
the major groups and the other companies, with profits for the former having discernibly trend-
ed more favourably. The better performance of the major groups is no doubt linked to the fact
that the geographical diversification of their activity has allowed them to offset the negative
impact of the weak growth in the Spanish economy. The distinct performance of business
surpluses also influenced debt (which rose to a greater extent for corporations with a lesser
international presence) and debt burden ratios, the latter rising for these corporations. As an
overall effect of these developments, the indicators of financial pressure on investment and
employment once again increased, after having fallen in 2009 Q4. However, in Q2 analysts
revised their expectations about listed companies’ earnings upwards, particularly concerning
changes in short-term profits, whereby the related rate of increase has once again turned
positive (see Chart 26).

The doubtful assets ratio of non-financial corporations continued to rise during the opening
months of 2010, standing at 6.8% in March, 0.6 pp up on end-2009. This increase is chiefly
due to the behaviour of credit to construction and real estate services companies, whose ratio
rose from 9.6% to 10.6%, while in the other branches the rise was 0.3 pp, to 3.7%.

General government net borrowing continued to grow during 2010 Q1, rising in annual cumu-
lated terms to 11.8% of GDP, 0.6 pp up on end-2009 (see Table 6).

The principal means of financing the general government deficit continued to be through the
issuance of fixed-income securities, as a result of which a net volume of funds equivalent to
11% of GDP (see Chart 27) was raised in 2010 Q1 in annual cumulated terms. The bulk of
these placements was in securities maturing at over one year, while the relative weight of
short-term bonds fell once again. The funds obtained through loans continued to account for
a modest amount, standing on this occasion at around 0.7% of GDP. Notable on the assets
side is the negative value of deposit flows, in contrast to the increase in the outstanding
amount invested in these instruments in the preceding quarters.

Despite the easing of the growth rate of general government indebtedness, this variable re-
mains high (20% in May). And this, combined with lacklustre output, has made for a further
increase in the debt/GDP ratio, which was around 55% in March, 2 pp more than in December
2009. Nonetheless, the lower level of borrowing costs has helped lessen the increase in the
debt service burden associated with these liabilities, which stood in March at around 1.9% of
GDP.

BANCO DE ESPANA 59 ECONOMIC BULLETIN, JULY 2010 QUARTERLY REPORT ON THE SPANISH ECONOMY



INDICATORS OF THE FINANCIAL POSITION OF NON-FINANCIAL
CORPORATIONS

DEBT (a) / GOP + FR (b) DEBT (a) / ASSETS (c)

NFC. NATIONAL ACCOUNTS
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SOURCES: INE y Banco de Espafa.

a. Interest-bearing borrowed funds.

b. Gross operating profit plus financial revenue.

c. Defined as total inflation-adjusted assets less non-interest-bearing liabilities.

d. Aggregate of all corporations reporting to the CBSO that belong to the Endesa, Iberdrola, Repsol and
Telefénica groups. Adjusted for intra-group financing to avoid double counting.

e. Includes interest plus interest-bearing short-term debt.

f. NOP, using National Accounts data, is defined as GOS -interest and dividends received - interest paid -
fixed capital consumption.

g. Own funds valued at market prices.

h. Own funds calculated by accumulating flows from the 1996 stock onwards.

i. Indicators estimated drawing on the CBA and CBQ surveys. A value above (below) 100 denotes more
(less) financial pressure than in the base year.
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5.5 The rest of the world

OTHER FINANCIAL INDICATORS OF NON-FINANCIAL CORPORATIONS CHART 26

CUMULATIVE CHANGE IN NET WORTH (a) PROFIT GROWTH EXPECTATIONS OF LISTED FIRMS
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SOURCES: I/B/E/S and Banco de Espafia.

a. Net worth is proxied by the valuation at market price of shares and other equity issued by non-
financial corporations.

GENERAL GOVERNMENT CHART 27
Four-quarter data
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SOURCE: Banco de Espana.

a. A postive (negative) sign denotes an increase (decrease) in assets or a decrease (increase) in
liabilites.

In 2010 Q1, the nation’s net borrowing continued to fall to 4.3% of GDP in twelve-month cu-
mulated terms, 0.4 pp below the December 2009 level and 4.8 pp down on the end-2008
figure. This was due to the increase in the non-financial private sector’s net lending capacity,
which was partly offset by the increase in the general government deficit and, to a lesser ex-
tent, by the decline in financial institutions’ saving.

The sectoral breakdown of financial transactions vis-a-vis non-residents shows that net capital in-
flows in 2010 Q1 continued to be routed preferentially through general government, with funds
raised abroad by this sector accounting for 6.2% of GDP in twelve-month cumulated terms. Net li-
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NET FINANCIAL TRANSACTIONS AND NET FINANCIAL ASSETS VIS-A-VIS CHART 28
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SOURCE: Banco de Espana.

a. Four-quarter data for transactions. End-period data for stocks. Unsectorised assets and
liabilities not included.

b. A negative (positive) sign denotes that the rest of the world grants (receives) financing to (from)
the counterpart sector.

¢. Insurance companies and portfolio investment institutions.

abilities obtained by credit institutions increased slightly to around 1.8% of GDP. Conversely, net
flows associated with institutional investors and other non-financial institutions, which include secu-
ritisation funds, were once again negative. Despite the nation’s lower net borrowing, funds raised in
the rest of the world by sectors other than the Banco de Espana did not suffice to meet it; conse-
quently, once again, the flow of Banco de Espafia net assets vis-a-vis non-residents was negative,
accounting for 1.4% of GDP in annual cumulated terms (see Chart 28). On the incomplete informa-
tion for Q2 drawn from the Balance of Payments (covering the period to May), this trend is expected
to have intensified in the subsequent months, in a setting in which the various sectors of the econ-
omy underwent greater difficulty gaining access to funding in the rest of the world.

The information on financial flows vis-a-vis the rest of the world in 2002 Q1 shows a decline in
the volumes of both assets and liabilities (see Table 8). Thus, in 12-month cumulated terms,
capital inflows accounted for an amount equivalent to 4.4% of GDP, compared with the figure
of 5% three months earlier. By instrument, the bulk of these funds was channelled through
non-residents’ purchases of fixed-income securities, which represented 3.3% of GDP. These
transactions were once again concentrated in securities issued by general government, flows
in which amounted to 5.5% of GDP. Net foreign purchases of credit institutions’ debt were also
positive, while non-residents disinvested of securities issued by other sectors. Foreign direct
investment in Spain stood at 0.8% of GDP (0.3 pp up on December 2009).

Capital outflows accounted for 0.1% of GDP in 2010 Q1 in twelve-month cumulated terms,
0.2 pp down on December 2009. In terms of instruments, there was a further reduction in the
outstanding balance of loans granted in the interbank market to foreign institutions, a pattern
likewise seen in the funding raised by these intermediaries in the rest of the world. Net pur-
chases of fixed-income securities were slightly negative, while those of shares and other eg-
uity fell by 0.2 pp (to 1.3% of GDP). The contraction in Spanish foreign direct investment was
more pronounced, posting a negative value (-0.9% of GDP) for the first time since the related
series for this variable began in 1990.
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FINANCIAL TRANSACTIONS OF THE NATION TABLE 8
Four-quarter data

% GDP

2006 2007 2008 2009 2010

Q3 Q4 Q1
NET FINANCIAL TRANSACTIONS -8.4 -9.6 -9.1 -5.8 -4.7 -4.3
FINANCIAL TRANSACTIONS (ASSETS) 18.1 14.8 2.5 -2.5 0.3 0.1
Gold and SDRs 0.0 0.0 0.0 0.0 0.0 0.0
Cash and deposits 5.2 2.1 -0.3 -5.9 -1.8 -1.6
Of which:
Interbank (a) 3.4 4.2 -0.5 -5.6 -1.7 -1.6
Securities other than shares -1.2 1.6 1.3 0.5 0.0 -0.3
Of which:
Credit institutions -2.0 1.8 1.6 1.5 1.8 0.7
Institutional investors () 0.7 0.0 -1.3 -1.3 -0.5 -0.1
Shares and other equity 10.8 8.8 1.9 2.1 1.5 1.3
Of which:
Non-financial corporations 8.3 6.6 3.1 1.1 0.0 0.1
Institutional investors () 1.2 -1.1 -1.6 -0.1 0.3 0.8
Loans 2.1 1.2 0.8 0.4 0.2 0.0
FINANCIAL TRANSACTIONS (LIABILITIES) 26.5 24.3 11.6 3.2 5.0 4.4
Deposits 0.3 7.3 9.0 1.5 0.9 0.5
Of which:
Interbank (a) 0.6 6.7 6.2 -0.2 0.7 -0.6
Securities other than shares 21.3 8.1 -2.6 -1.2 3.8 3.3
Of which:
General government 1.0 -1.8 1.2 3.3 5.1 5.6
Credit institutions 8.0 3.6 -1.9 -0.6 1.1 0.9
Other non-monetary financial institutions 12.3 5.8 -1.9 -3.7 -2.4 -3.0
Shares and other equity 0.5 4.6 8.8 1.7 0.9 1.5
Of which:
Non-financial corporations 0.1 4.7 2.4 0.5 0.1 0.6
Loans B85 3.1 2.7 2.1 0.3 -0.4
Other, net (c) -0.4 0.3 0.4 -1.2 -1.3 -1.3
MEMORANDUM ITEMS:
Spanish direct investment abroad 8.4 9.5 4.7 2.4 0.6 -0.9
Foreign direct investment in Spain 2.5 4.5 4.6 2.0 0.5 0.8

SOURCE: Banco de Espafa.

a. Correspond only to credit institutions and include repos.
b. Insurance corporations and portfolio investment institutions.
c. Includes, in addition to other items, the asset-side caption reflecting insurance technical reserves and the net flow of trade credit.

As a result of the developments in financial flows with the rest of the world and of the changes
in asset prices and in the exchange rate, the value of net liabilities incurred by the Spanish
economy amounted to 89% of GDP in March 2010, somewhat more than 1 pp below the
December figure (see Chart 28). By institutional sector, this change was essentially due to the
decrease in the debit balance vis-a-vis non-residents of financial institutions (excluding the
Banco de Espafia) and of the non-financial private sector, which was offset only partly by the
increase in general government net liabilities (by 1.3 pp) and by the slight reduction (0.2 pp) in
the Banco de Espanfa’s credit position.

30.7.2010.
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Overview'

Results of non-financial corporations in 2010 Q1

In 2010 Q1, business activity picked up somewhat at the non-financial corporations reporting
their data to the Central Balance Sheet Data Office Quarterly Survey (CBQ), continuing in the
pattern that emerged in the last stretch of 2009. In the sample overall, gross value added
(GVA) rose by 2.6% to March 2010, as compared to a decrease of 12.5% in 2009 Q1. This
positive performance extended to virtually all sample firms, irrespective of size or sector, and
was accompanied by greater momentum in both imports and exports.

In turn, personnel costs fell by 1.7% in 2010 Q1, in comparison with a fall of 1.2% a year
earlier. This quickening of the rate of decline of personnel costs is due to greater contain-
ment of wage costs, and to the continued sharp fall in employment at corporations report-
ing to the CBQ. Thus, the workforce adjustment in 2010 Q1 was just as severe as in 2009
(in both periods the average number of employees fell by 2.8%). As regards wage costs,
average compensation rose by 1.1% in 2010 Q1, more than 0.5 pp less than a year ear-
lier (1.7%), with a very homogeneous performance in all sectors of the sample. Further, as
in recent quarters, the brunt of the fall in employment was borne by temporary employ-
ment, which fell by 8.5%, although this is a slowdown in the pace of decline. Conversely,
the fall in permanent employment quickened slightly, to —1.8%. All sectors of activity, with-
out exception, cut their workforces in 2010 Q1. The most severe job losses were in indus-
try (-4.1%) and in wholesale and retail trade and accommodation and food service activi-
ties (-3.3%).

As a result of the pick-up in productive activity and the decline in personnel costs, sample
firms’ gross operating profit (GOP) rose by 6.5% in 2010 Q1, in sharp contrast to the fall of
20.9% recorded in 2009 Q1. In turn, financial revenue and financial costs decreased signifi-
cantly in the quarter, due to the delayed effects of lower interest rates, which affected revenue
and costs, the lower dividends received and stabilisation of debt levels at CBQ corporations
(which remained virtually unchanged in the quarter). In any event, the decline in financial rev-
enue and costs resulted in growth in ordinary net profit (ONP) of 10.2%, slightly higher than the
growth in GOP and in marked contrast to the decrease of 31.2% recorded a year earlier. In
turn, growth in ONP prompted an increase in returns at sample firms as compared with 2009
Q1; thus, return on investment stood at 4.4% in 2010 Q1, an increase of 0.2 pp on the previ-
ous year and one that was widespread across all sectors of productive activity. As a result of
this minor increase in return on investment, and of the decrease in the ratio that measures the
cost of debt, the difference between these two ratios was positive (1.2) in 2010 Q1, and 0.8 pp
higher than in 2009 Q1 when it stood at 0.4.

Lastly, extraordinary costs and revenue made a marginal contribution to results in 2010 Q1, as
there were no significant extraordinary transactions. In comparison with a year earlier, gains
from disposals declined (due to share disposals in 2009 Q1), corporate income tax rose and
fair value losses also rose, albeit very marginally. These transactions were small in comparison
with a year earlier, resulting in lower growth in net profit than in ONP. That said, net profit
(profit for the year) rose by 4.8% to March 2010, in sharp contrast to a year earlier when it fell
by 27.9%.

1. The information that serves as a basis for this article is that sent by the 703 corporations that had voluntarily reported
their quarterly data to the Central Balance Sheet Data Office (CBSO) as at 14 June 2010. The GVA generated by this
aggregate accounts for 13.6% of the total GVA of non-financial corporations.
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PROFIT AND LOSS ACCOUNT. YEAR-ON-YEAR CHANGES AND PROFIT RATIOS TABLE 1
Growth rates of the same corporations on the same period a year earlier

Number of corporations [ 9243 8206 | 7718 80 703
Total national coverage _ 33.7% 27.8% _
PROFIT AND LOSS ACCOUNT ] ]
1 VALUE OF OUTPUT (including subsidies) [ 000 | 80 01 118 174 139
Of which: I I
— Net amount of turnover and other operating income _ 5.9 1.4 _
2 INPUTS (including taxes) [ era | a7 16  -184 196 209
Of which: I I
— Net purchases Ces0 | a4 11 209 506 445
— Other operating costs _ 8.9 1.4 _
S.1 GROSS VALUE ADDED AT FACTOR COST [1 - 2] [ %6 | 64 29 | 85 25 26
3 Personnel costs _ 6.9 3.4 _
S.2 GROSS OPERATING PROFIT [S.1 - 3] [ 146 | 559 97 | 1438 209 65
4 Financial revenue _ 194 9.5 _
5 Financial costs [ 51 | 381 148 | 308 218  -166
6 Net depreciation, impairment and operating provisions _ -0.2 15.0 _
S.3 ORDINARY NET PROFIT [S.2 + 4 — 5 - 6] [ 89 | 42 224 | B5 B2 102
7 Gains (losses) from disposals and impairment (c) - -34.2 (b) _

7' As a percentage of GVA (7 / S.1) 2.7 -6.4
8 Changes in fair value and other gains (losses) (c) - 39.1 -51.2 _

8' As a percentage of GVA (8 /S.1) -1.6 -3.4
9 Corporate income tax _ -16.3 -66.1 _
S.4 NET PROFIT[S.3 +7 +8-9] 8.6 -47.3

S.4' As a percentage of GVA (S.4/S.1)) - 255 15.1 _
PROFIT RATIOS Formulas (d) ]
R.1 Return on investment (before taxes) (8.3 +5.1)/NA 8.9 7.6 _
R.2 Interest on borrowed funds / interest-bearing borrowing 5.1/1BB 4.8 5.0 _
R.3 Ordinary return on equity (before taxes) S3/E 12.5 9.9 _
R.4 ROI - cost of debt (R.1 - R.2) R1-R2 4.1 26 |29 04 12

SOURCE: Banco de Espafia.

a. All the data in these columns have been calculated as the weighted average of the quarterly data.
b. Rate not significant or not calculable because the relevant figures are of opposite sign.

c. New P&L headings resulting from application of the new General Chart of Accounts (PGC 2007,
d. NA = Net Assets (net of non-interest-bearing borrowing); E = Equity; IBB = Interest-Bearing Borrowing; NA = E + IBB. The financial costs

in the numerators of ratios R.1 and R.2 only include the portion of financial costs that is interest on borrowed funds (5.1) and not other financial
costs (5.2).

NB: In calculating rates, internal accounting movements have been edited out of items 4, 5 and 7.

To sum up, the gradual and moderate pick-up in firms’ productive activity seen in the final
stretch of 2009 continued in 2010 Q1. Moreover, the decline in both personnel and financial
costs meant that a growing number of corporations and productive sectors were able to re-
port growth in profits, with higher returns on investment in comparison with 2009 Q1. How-
ever, there was no improvement in employment, which continued to head down, or in busi-
ness investment to accompany this incipient growth in activity at CBQ firms.

Activity There was a moderate pick-up in productive activity at the corporations reporting to the CBQ in
2010 Q1, after a year in which gross value added (GVA) deteriorated significantly, with signs of in-
cipient recovery evident only in the last few months. Thus, GVA rose by 2.6% in 2010 Q1 (see Table
1 and Chart 1), in comparison with a fall of 12.5% in 2009 Q1. Production and inputs were also
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NON-FINANCIAL CORPORATIONS REPORTING TO THE CENTRAL BALANCE CHART 1

SHEET DATA OFFICE
GROSS VALUE ADDED AT FACTOR COST PERSONNEL COSTS
Rate of change Rate of change
% CBA/CBQ % CBA/CBQ cBQ
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EMPLOYMENT AND WAGES GROSS OPERATING PROFIT
Rate of change Rate of change
=== PERSONNEL COSTS PER EMPLOYEE
====== AVERAGE NUMBER OF EMPLOYEES
% CBA/CBQ CcBQ % CBA/CBQ CBQ
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2005 (a) 2006 (a) 2007 (a) 2008 (@) 2009 (b) 2010 (c) 2005 () 2006 (a) 2007 (@) 2008 (a) 2009 (b) 2010 (c)

REPORTING NON-FINANCIAL 2005 2006 2007 2008 2009 2010

CORPORATIONS

Number of corporations CBA 9,135 9,286 9,243 8,206 — —
CBQ 811 829 846 814 778 703

% of GDP of the sector CBA 33 34 34 28 — —

non-financial corporations CBQ 14.6 14.4 14.3 13.0 12.4 13.6

SOURCE: Banco de Espana.

a. 2005, 2006, 2007 and 2008 data drawn from corporations reporting to the annual survey (CBA), and
average data of the four quarters of each year in relation to the previous year (CBQ).

b. Average of the first four quarters of 2009 relative to the same period of 2008.

c. Data for 2010 Q1 versus 2009 Q1.

more dynamic, with growth rates in the period of 13.9% and 20.9%, respectively, in marked con-
trast to the negative growth rates (—17.1% and —19.6%, respectively) seen a year earlier. External
activity also showed greater dynamism, as both exports and imports posted higher rates of growth
(18.3% and 28.7%, respectively) to March 2010. It must be taken into account, however, that these
year-on-year growth rates compare with 2009 Q1, when the recession was at its peak.

A more detailed analysis (see Table 2.A) shows that the recovery extended to virtually all sectors
of activity, with the exception of information and commmunications. This was the only one in which

GVA continued to decline (-5.8%) in 2010 Q1, as a result of the poor performance of telecom-
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NON-FINANCIAL CORPORATIONS REPORTING TO THE CENTRAL BALANCE CHART 1
SHEET DATA OFFICE (cont'd)
FINANCIAL COSTS ORDINARY NET PROFIT
Rate of change Rate of change
% CBA/CBQ CBQ % CBA/CBQ cBQ
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RETURN ON INVESTMENT (R.1) COST OF DEBT (R.2) AND
Ratios ROI - COST OF DEBT (R.1-R.2)
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REPORTING NON-FINANCIAL

oG RATENE 2005 2006 2007 2008 2009 2010
Number of corporations CBA 9,135 9,286 9,243 8,206 — —
CBQ 811 829 846 814 778 703
% of GDP of the sector CBA 33 34 34 28 — —
non-financial corporations CBQ 14.6 14.4 14.3 13.0 12.4 13.6

SOURCE: Banco de Espafia.

a. 2005, 2006, 2007 and 2008 data drawn from corporations reporting to the annual survey (CBA), and
average data of the four quarters of each year in relation to the previous year (CBQ).

b. Average for the four quarters if 2009 relative to the same period of 2008.

c. Data for 2010 Q1 relative to the same period of 2009.

munications companies. Among the other sectors, industry was particularly noteworthy, posting
the highest increase in GVA (13.8%), from the low level of 2009 Q1 when it contracted by 35.3%.
Energy firms and those engaging in wholesale and retail trade and accommodation and food
service activities also recorded sharp increases in GVA (around 6% in both cases) in the quarter.
Thus, GVA at wholesale and retail trade and accommodation and food service activity firms rose
by 6.8%, in keeping with the incipient recovery in private consumption in the quarter and in
contrast to 2009 Q1 when their value added fell by 12.9%. In turn, GVA at energy sector com-
panies to March 2010 rose by 5.9%, mainly owing to increased momentum in the utility subsec-

BANCO DE ESPANA 90 ECONOMIC BULLETIN, JULY 2010 RESULTS OF NON-FINANCIAL CORPORATIONS IN 2010 Q1



IMPACT OF OIL PRICES ON THE REFINING SECTOR CHART 2
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SOURCES: Banco de Espafia and Ministerio de Industria, Turismo y Comercio (Informe mensual
de precios).

a. 2009 data relate to the CBQ.

DISTRIBUTION OF CORPORATIONS BY RATE OF CHANGE IN CHART 3
GVA AT FACTOR COST
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<-20 (-20/0) (0/20) =20
Class marks (or intervals) of the rate

SOURCE: Banco de Espana.

tor (electricity, gas and water) where GVA rose by 6.9%. This positive performance was due to
higher electricity demand (which, on Red Eléctrica data, rose by 4.3% in 2010 Q1) and lower
generating costs borne by the electric utilities, as a result of the high rainfall levels in the quarter
that meant that the bulk of the electricity generated came from hydroelectric plants. In the other
large energy subsector, oil refining corporations saw a sharp fall in their GVA (-12.7%), as a result
of rising crude oil prices against a backdrop of shrinking operating margins (see Chart 2). Lastly,
the sector that covers all other activities recorded very modest growth (1.1%), which was, nev-
ertheless, a significant improvement on a year earlier when GVA fell by 8.7%.

Chart 3 presents qualitative data on the breakdown of sample firms, irrespective of their size or
sector, by rate of change of GVA. The first conclusion to be drawn is that the percentage of
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VALUE ADDED, EMPLOYEES, PERSONNEL COSTS AND COMPENSATION PER EMPLOYEE.

BREAKDOWN BY SIZE AND MAIN ACTIVITY OF CORPORATIONS
Rates of change of the same corporations on the same period a year earlier

Total

SIZE:
Small
Medium
Large

BREAKDOWN BY ACTIVITY:

Energy
Industry

Wholesale & retail trade and
accommodation & food
service activities

Information and
communication

Other activities

Employment and
personnel costs

GROSS VALUE ADDED
AT FACTOR COST

EMPLOYEES
(AVERAGE FOR PERIOD)

cBALCBQ | cBA

PERSONNEL COSTS

TABLE 2.A

COMPENSATION PER
EMPLOYEE

CBA

2008 2008

0.6 3.4 2.8

cBAlcBQ

+c I ' B
35 [142 485 18| 1162 59 48
30[ 72 85 59 35000 06 22
08 (232 858 138] 1762 52 4

-1.5

0.4 -

0.9

1.2

companies whose GVA has increased rose significantly, to 53.7%, in 2010 Q1; this is almost
20 pp more than a year earlier (35.4%) and is proof that the pick-up in activity has gradually
spread to a greater number of firms. The chart also shows a substantial shift towards the higher
GVA growth segments; thus, the percentage of companies whose GVA has risen by more than
20% has almost doubled, from just over 15% in 2009 Q1 to almost 28% to March 2010.

In 2010 Q1, personnel costs fell by 1.7%, amplifying the rate of decline in 2009 (-1.2%). As
then, this decrease was due to the fall in employment in the period. It is also connected with
the lower rate of growth in average compensation, which rose by 1.1% in the quarter, as com-
pared with an increase of 1.7% a year earlier.

The average number of employees at corporations reporting to the CBQ fell by 2.8% in 2010
Q1, arate of decline identical to that recorded a year earlier, despite the incipient pick-up in activ-
ity. The adverse employment performance stems from the workforce adjustments that contin-
ued to be seen in most firms that make up the CBQ sample. The brunt of these adjustments was
borne by temporary employment, which fell by 8.5%, although this is a slowdown in comparison
with 2009 when the rate of decline verged on 16%. Permanent employment also fell, albeit to a
lesser extent (—1.8%), but this is a deterioration in comparison with 2009 when permanent em-
ployment fell by 0.3% in Q1 and by 0.8% in the year as a whole. An analysis by sector (see Table
2.A) shows that employment declined in all sectors of activity, but with a varying degree of inten-
sity. Thus, both the industry and the wholesale and retail trade and accommodation and food
service activity aggregates continued to record the sharpest falls in employment, although in
both cases with an improvement on the previous year. The average number of employees at
industrial firms fell by 4.1% to March 2010, against —5.2% in 2009, while in the wholesale and
retail trade and accommodation and food service activity aggregate the workforce cuts moder-
ated, from —5.7% in 2009 to —3.3% in 2010 Q1. Other sectors of activity recorded smaller cuts,
from —2% in the other activities aggregate to —2.8% in the information and communications sec-
tor, although in all these cases employment fell more sharply than in 2009. Lastly, the data in
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ANALYSIS OF THE INDUSTRIAL SECTOR

The data compiled by the CBQ on industrial corporations reflect
a pick-up in their productive activity in 2010 Q1. Thus, their GVA
rose by 13.8% to March, in sharp contrast to the severe contrac-
tion (-35.83%) recorded in 2009 Q1. This improvement was as-
sisted by the recovery in external activity, with notable growth
both in exports and imports, in light of the gradual revival in world
trade. However, not all industrial subsectors recorded an equally
positive performance. Thus, while some subsectors, such as
chemicals or manufacture of mineral and metal products, posted
strong growth in GVA (42.9% and 55%, respectively), activity at
others, such as manufacture of computer and electronic prod-
ucts or the food industry, continued to contract in 2010 Q1. In
turn, in keeping with past performance, personnel costs contin-
ued to head down, falling by 3% in the quarter. This is a conse-
quence of the extensive workforce adjustments, which affected
virtually all industrial subsectors and led to a cut of 4.1% in the

BOX 1

average number of employees in the sector. As in the quarterly
sample as a whole, average compensation in the sector was con-
tained, growing by 1.2% in the period. The slight pick-up in activ-
ity, on the one hand, and the decrease in personnel costs, on the
other, meant that ordinary profit rose sharply in 2010 Q1, repre-
senting a significant reversal of trend as compared with a year
earlier. Thus, gross operating profit (GOP) rose by 78.2% in 2010
Q1, regaining the ground lost in the severe contraction (-70.3%)
recorded in 2009. Once the decrease in financial costs and rev-
enue in the quarter is discounted, ordinary net profit (ONP) also
rose substantially, in contrast to the negative values recorded in
2009 Q1. The growth in ONP prompted a pick-up in returns in
2010; thus, return on investment stood at 3.4%, an increase of
slightly more than 2.5 pp on a year earlier (0.7%). There was also
a clear improvement in return on equity, which, at 3.5%, moved
back into positive territory (from —=2.4% in 2009 Q1). In turn, the

PERFORMANCE OF THE INDUSTRIAL CORPORATIONS REPORTING TO THE CBSO

GROSS VALUE ADDED AT FACTOR COST
Rate of change
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. .
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=&
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2007 2008 2009 2,010
2,356 2,069 — —

CBQ 320 309 302 294 315 300 288 279 309 299 285 280 283 272 258 246 246 242 233 208 188 — — —

% of GDP of the sub-sector industrial CBA 28.7 31.1

corporations

SOURCE: Banco de Espafia.

33.6 24.5 0.0 =

CBQ 19.1 19.6 16.9 17.1 18,5 17.5 16.3 17.4 19.4 19.6 16.6 17.0 16.2 16.2 12.8 8.8 10.4 10.6 11.9 108 9.6 — — —
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ANALYSIS OF THE INDUSTRIAL SECTOR (cont’d)

ratio that measures the cost of debt continued to decline in 2010
Q1, to 3.3%, 0.5 pp lower than a year earlier. This prompted a
recovery in the difference between the return on investment and
financial costs, from the clearly negative values seen in 2009 Q1
(=3.1) to just above zero (0.1) in 2010 Q1. This latter figure sums
up, to a great extent, the present situation of the industrial sector,
where the signs of improvement in productive activity in 2010 Q1

BOX 1

prompted growth in both ordinary profit and returns. However,
this pick-up in activity has still to extend to all sector aggregates,
and to pass through into employment generation, as industrial
corporations reporting to the CBSO continue to destroy jobs. Ac-
cordingly, data on coming quarters are needed in order to deter-
mine to what extent the incipient turnaround seen in 2010 Q1
may prove to be a firm change in trend.

Table 4 confirm that most sample firms (59.8%) continued to make cuts in their average work-

force, although the percentage is slightly lower than in 2009 (61%).

Average compensation continued to moderate in 2010 Q1, growing by 1.1%, 0.6 pp less than

ayear earlier. Thus, there was further containment of wage costs at corporations reporting to the

CBQ, against a backdrop of lower wage increases negotiated in collective bargaining agree-

ments and low inflation rates (0.8% at end-2009). Wage growth was very similar in virtually all

sectors, averaging approximately 1%. Thus, wage costs in both the industry and the wholesale

and retail trade and accommodation and food service activity aggregates rose by 1.2%, while in

the energy sector and the other activities aggregate wage costs rose by just 0.2% and 0.6%,

respectively. In fact only the information and communications sector reported higher growth

(2.3%) in average compensation in 2010 Q1. Lastly mention should be made of the figures pre-

sented in Table 2.B, which distinguishes between corporations that maintained or increased

their average staff levels and those that made workforce cuts. The table shows an above-aver-

age increase (1.8%) in average compensation in the group of firms where average staff levels fell,

and a decline in personnel costs per employee (—2.1%) in the quarter in the group of firms where

average staff levels rose (or remained the same). However, it should be noted that wage growth

was also moderate in the group of firms where the average workforce was cut, confirming that

wage cost containment is firming up and extending to most corporations in the sample.

Profits, rates of return
and debt

Gross operating profit (GOP) rose by 6.5% in 2010 Q1, due to the increased buoyancy of
productive activity and the decline in personnel costs resulting from the continued fall in

employment. The pick-up in GOP represents a quite significant change in trend as com-

pared with 2009 Q1 when it deteriorated considerably (-20.9%). Moreover, as was the case

throughout 2009, financial costs declined in 2010 Q1 (-15.6%), prompting an attendant

decline in their relative importance in non-financial corporations’ results. In turn, the ratio

that measures the interest burden (interest on borrowed funds/GOP + financial revenue)

continued in the downward path seen since 2008, falling to levels similar to those recorded

in 2007, confirming the beneficial effect the decline in financial costs is having on the busi-

ness cost structure (see Chart 4).

The following table analyses the factors behind the decline in financial costs in 2010:

Change in financial costs
A. Interest on borrowed funds (1 + 2)
1 Due to the cost (interest rate)
2 Due to the amount of interest-bearing debt

B. Commissions and cash discounts

10 Q1/09 Q1
-15.6%
-17.1%
-17.2%

0.1%
1.5%
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EMPLOYMENT AND PERSONNEL COSTS TABLE 2.B
Details based on changes in staff levels

TOTAL CBQ %%izgg&go(gz CORPORATIONS
CORPORATIONS REDUCING
2010 Q1 NI EITANEINE) STAFF LEVELS
STAFF LEVELS

Number of corporations 703 309 394
PERSONNEL COSTS:
Initial situation 09 Q1 (€m) 7,118.6 2,124.0 4,994.6
Rate 10 Q1 /09 Q1 -1.7 2.0 -3.3
AVERAGE COMPENSATION:
Initial situation 09 Q1 (€) 11,291.0 13,805.1 10,479.4
Rate 10 Q1 /09 Q1 1.1 -2.1 1.8
NUMBER OF EMPLOVYEES:
Initial situation 09 Q1 (000s) 631 154 477
Rate 10 Q1 /09 Q1 -2.8 4.2 -5.0
Permanent Initial situation 09 Q1 (000s) 541 129 412

Rate 10 Q1 /09 Q1 -1.8 3.7 -3.5
Non-permanent |nitial situation 09 Q1 (000s) 90 25 65

Rate 10 Q1 /09 Q1 -8.5 6.7 -14.3

SOURCE: Banco de Espana.

As the figures show, the decline in financial costs in 2010 Q1 was due exclusively to the lower
interest rates, with no impact from changes in debt levels. The successive interest rate cuts
made since 2009 were gradually passed through to firms’ financial costs and results; in con-
sequence, the ratio that measures the financial cost stood at 3.2% in 2010 Q1, 0.6 pp lower
than in 2009 Q1. This is its lowest value throughout the time series, signifying, in turn, that little
room remains for further decline. Debt, which is the other determinant of financial costs, un-
derwent no substantial change in the sample firms, against a backdrop of sluggish investment.
Indeed, the data compiled by the CBQ to approximate business investment indicate that gross
fixed capital formation fell by 18.8% in 2010 Q1 in the CBQ sample overall, affecting all activ-
ity aggregates. The E1 and E2 ratios (see Chart 4) may be used to complete the analysis of
firms’ debt levels and their financial position. The E1 ratio shows that debt levels traced a very
stable path, with values very similar to those recorded in 2009; moreover, this was true of both
components of the ratio (interest-bearing borrowing and net assets), in keeping with the ab-
sence of large-scale investment and debt transactions. In turn, the E2 ratio was practically
stable in 2010 Q1, in contrast to the gentle increase seen since 2004. This was due both to
the positive influence of the containment of borrowing and the increase in GVA (the ratio de-
nominator) in the quarter.

Financial revenue fell sharply to March 2010 (-18.3%), due to the dip in dividends received (-3.3%)
and, especially, to the sharp decline in interest received as consideration for loans and deposits
(-30.2%). The combined impact of lower financial costs and revenue and higher depreciation and
operating provisions (which rose by 5.7%) resulted in growth in ONP of 10.2% in 2010 Q1, in
marked contrast to the sharp decline (—-31.2%) of a year earlier. In keeping with the GVA and GOP
performance described above, ONP rose in virtually all sectors of activity of the sample, with the
sole exception of information and communications where it fell by 10.2%. In any event, the com-
bined performance of ONP and financial costs (the numerator used to calculate the return on in-
vestment) prompted a pick-up in returns in 2010 Q1. Thus, return on investment (R.1) stood at
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PURCHASES AND TURNOVER OF CORPORATIONS REPORTING DATA ON TABLE 3
PURCHASING SOURCES AND SALES DESTINATIONS
Structure and rates of change

oA [ cBa@
Corporations reporting source/destination 8,206 _
Percentage of net Spain 655 | 840 83 848
purchases by Source  Total aproad 85 [ 160 147 152
EU countries 72111 99 108
Percentage of net tumover Spain g7 918 919 913
by destination Tolal abroad 163 |82 81 . 81
EU countries 03 60 49 68

demand (exports less

SOURCE: Banco de Espana.

a. All the data in these columns have been calculated as the weighted average of the quarterly
data.

PERSONNEL COSTS, EMPLOYEES AND AVERAGE COMPENSATION PER EMPLOYEE TABLE 4
Percentage of corporations in specific situations

CBA - Q@

2007 2008 08Q1-Q4(a) 09Q1-Q4(@ 2009Q1  2010Q1

PERSONNEL COSTS 100 2 10 100 100 100
Falling 25.9 205 84 570 540 566
AVERAGE NUMBER OF EMPLOYEES 100 2 10 100 100 100
Falling 31.3 s82 462 624 610 508
Constant or ising 683 s s ae @0 402

SOURCE: Banco de Espanfia.

a. Weighted average of the relevant quarters for each column.

4.4% to March 2010, 0.2 pp higher than a year earlier. Return on equity also performed favourably,
standing at 5.4%, an increase of 0.8 pp on 2009 Q1. In fact, returns in all sectors were similar to
or slightly higher than a year earlier, showing that this positive performance extended to a growing
number of CBQ sample firms. This is further confirmed by the data presented in Table 6, which
offers a breakdown by level of return. Thus, in the case of return on investment (R.1), the percent-
age of corporations with positive returns rose by 3 pp, to 67.3% (from 64.4% in 2009), while in the
case of return on equity (R.3), this percentage rose to 63.7%, almost 6 pp above the 2009 Q1
figure (57.9%). Lastly, the small increase in the return on investment ratio, together with the decline
in financial costs, meant that the difference between the two was positive (1.2) in 2010 Q1 and
higher than a year earlier (0.4), representing a turnaround in the trend of previous quarters.
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DEBT RATIOS

E1. INTEREST-BEARING BORROWING /

CHART 4

E2. INTEREST-BEARING BORROWING / GVA (b)

NET ASSETS (a)
Ratios TOTAL CBA
TOTAL CBQ
CBA excluding MGs (c)
CBQ excluding MGs (c)
% CBA/CBQ cBQ % CBA/CBQ cBQ
60 600
500
£ 400
300
40 /
200 /
30 100
2005 2006 2007 2008 2009 2010 2005 2006 2007 2008 2009 2010
2005 2006 2007 2008 2009 2010
CBA 200.7 243.5 263.5 293.4
2005 2006 2007 2008 2009 2010 CBQ 270.2 339.7 373.2 409.7 461.0 464.4
CBA 448 472 470 482 32'2 et 1758 208.6 2292 263.2
CBQ excl.
CBQ 46.4 490 4877 484 480 477 MGs 228.7 283.9 313.0 359.0 400.5 401.4
INTEREST BURDEN
(Interest on borrowed funds) / (GOP + financial revenue)
% CBA/CBQ cBQ
. L]
§ L]
25
. L
. ||
10
2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
CBA 16.8 15.6 14.0 121 12.5 15.4 19.8 23.3
cBQ 17.7 16.7 156.2 13.3 13.1 17.3 21.6 29.3 22.7 18.6

SOURCE: Banco de Espana.

a. Ratio calculated from final balance sheet figures. Net assets include an adjustment to current

prices.

b. Ratio calculated from final balance sheet figures. Interest-bearing borrowing includes an
adjustment to eliminate intragroup debt (approximation of consolidated debt).
¢. MGs: sample corporations belonging to the main reporting multinational groups. These do not

include the large construction companies.
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GROSS OPERATING PROFIT, ORDINARY NET PROFIT, RETURN ON INVESTMENT AND
ROI-COST OF DEBT (R.1 - R.2).

BREAKDOWN BY SIZE AND MAIN ACTIVITY OF CORPORATIONS

Ratios and growth rates of the same corporations on the same period a year earlier

TABLE 5

GROSS OPERATING ORDINARY NET PROFIT ~ RETURN ON INVESTMENT ROI-COST OF DEBT
PROFIT (R.1) (R.1-R.2)

CBA | CBQ@  cBA | CBQ@
SIZE: I I
Small 270 a3 2= s [lEETET
Medium 142 -262 259 9.8 60 41 37 51 14 05 04 25
BREAKDOWN BY ACTMTY: I I
Energy 1604 <114 82 -19/ 00 458 116 77[ 78 85 50 28 88 16 18
Industry 228|498 708 782 -346 448 () () 72 28 07 84 20[-08 81 01
Wholesale & retail trade and
accommodation & food service  -8.2 -17.6 8.9 3.7
activities
Information and communication  -0.3 |86 81 7.7 60 167 415 102 236|282 282 208 181283 280 259

SOURCE: Banco de Espafia.

STRUCTURE OF REPORTING CORPORATIONS' RETURN ON INVESTMENT AND

ORDINARY RETURN ON EQUITY

CBQ (a)

RETURN ON
INVESTMENT (R.1)

Number of corporations 820
Percentage of corporations by R <= 0% 35.6
profitability bracket 0% < R <= 5% 26.7
5% <R <=10% 13.8
10% <R <= 15% (SHI
156% <R 18.2
MEMORANDUM ITEM: Average return 4.2

SOURCE: Banco de Espania.

TABLE 6
ORDINARY RETURN
ON EQUITY (R.3)
2009 Q1 2010 Q1
820 703

42.1 36.3
18.5 21.9
9.5 10.9

5.7 6.2

24.1 24.7
4.6 5.4

a. All the data in these columns have been calculated as the weighted average of the quarterly

data.

To conclude, an analysis of extraordinary costs and revenue shows that extraordinary revenue

fell considerably in terms of rate of change, as there were no significant transactions in 2010

Q1, as compared with 2009 Q1 when substantial capital gains were obtained from share

disposals. All the above, along with the increase in corporate income tax, dented net profit
growth somewhat in comparison with the rate of growth of ONP and GOP; thus, net profit
rose by 4.8% to March 2010, in marked contrast to the severe contraction (-27.9%) recorded

a year earlier.
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DEBT OF SPANISH NON-FINANCIAL CORPORATIONS. DEVELOPMENT OVER TIME AND
COMPARISON WITH THE EURO AREA



Introduction

Development of Spanish
non-financial
corporations’ debt ratios,
2000-2007

Debt of Spanish non-financial corporations. Development over time and comparison
with the euro area

The authors of this article are Arturo Fraile Izquierdo and Carmen Martinez Carrascal, of the Directorate General
Economics, Statistics and Research.

Between the mid-1990s and 2007, the rate of growth of borrowing by Spanish non-financial
corporations rose very sharply, outpacing the rate of growth of GDP and of income generated
by the sector. In consequence, aggregate debt ratios to gross operating surplus and GDP,
which were initially lower than the euro area average, rose above said average and above the
ratios of most other euro area countries, exceeded only by those of Portugal and Belgium (see
Chart 1). Over the past two years, the rate of growth of corporate debt has moderated signifi-
cantly, recording negative rates of change since end-2009. Nevertheless, low growth in GDP
and corporate profits has meant that debt ratios have remained high.

To assess the implications for macroeconomic and financial stability of this change in the finan-
cial situation of firms, it is important not only to study aggregate indicators for the whole non-
financial corporations sector but also to make a more disaggregated analysis. In particular, a
study at sectoral level that may help determine whether this comparatively high aggregate
debt is the result of widespread greater recourse to borrowing across all branches of activity,
or of a greater increase in borrowing in just some areas of activity or a specific pattern by pro-
ductive specialisation concentrated on activities with greater propensity for debt. Similarly, to
estimate the level of leverage attained, comparisons by sector with other euro area countries
are also appropriate.

This article analyses the debt ratios of Spanish non-financial corporations by sector, both over
time and in comparison with other euro area countries, using the BACH database that con-
tains harmonised data on the balance sheets and profit and loss accounts, aggregated by
sector, of a sample of firms from the main euro area countries. The article first examines the
debt ratios of these corporations in the present decade, a period of maximum growth in cor-
porate debt. There follows a comparative analysis with the euro area for 2007 (permitting an
approximation of the financial position of Spanish firms vis-a-vis their euro area peers immedi-
ately before the economic crisis) and for 2008 (the last year for which information is available
in the BACH database). Accordingly, the analysis reflects the impact on debt ratios of the initial
phase of the recent economic crisis.

One advantage of accounting data is that they permit analysis of indicators that are not available
in the national accounts, such as, for example, debt-to-asset ratios. However, the BACH data-
base does not distinguish between interest-bearing and trade debt, both of which are included
under liabilities. A further disadvantage is that the database covers only a sample of firms (al-
though the coverage is reasonable), meaning that the findings must be interpreted with caution.’

This article analyses three indicators: i) the ratio of debt to gross operating profit (GOP), which
measures the capacity to meet the cost of debt repayments with profits generated; ii) the ratio
of financial costs to GOP, which reflects the debt burden and also helps identify cases in which

1. Thus, while in Belgium and France there is blanket coverage of the different sectors of activity considered, in other
countries the coverage is only partial. For Spain the coverage is average for the group of countries overall. The lowest
levels of coverage are for Germany and Portugal for the hotels and restaurants sector; in both cases the sample firms
represented 20% of the total value added of this branch of activity in 2007. In Spain, the lowest level of coverage corre-
sponded to the real estate sector, where the firms considered represented 34% of total sector employment in 2007.
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DEBT OF NON-FINANCIAL CORPORATIONS CHART 1
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SOURCES: Eurostat and Banco de Espana.

higher debt levels are connected with a higher volume of trade rather than interest-bearing
debt; and iii) the debt-to-asset ratio, which reflects the portion of assets that are financed by
borrowing and is the habitual measure of leverage.

Regarding the sectoral breakdown, seven branches of activity are considered: real estate;
construction; wholesale and retail trade; hotels and restaurants; manufacturing; energy (elec-
tricity, gas and water supply); and transport, storage and communications.?

As Chart 2 shows, the debt-to-GOP ratio rose in the non-financial corporations sector as a
whole between 2000 and 2007, with a quite widespread increase across the different branch-
es of activity. In fact, transport, storage and communications (which recorded the lowest ratio
in most years) and energy were the only sectors in which it did not rise. However, the extent of
the increase varied considerably by sector. Real estate firms saw the sharpest rise, especially
in the latter years of the period, resulting in a debt-to-GOP ratio in 2007 that was some 650 pp
higher than in 2000. The increase was also quite significant in the hotels and restaurants sec-
tor (350 pp). Conversely, the lowest climb was seen in wholesale and retail trade (43 pp), fol-
lowed by construction, whose ratio did not rise significantly (80 pp) since the marked increase
in sector debt was partially offset by the strong income momentum in the period.

Although debt ratios rose, the decline in the cost of borrowing meant that between 2000 and
2004 the proportion of gross business income needed for debt servicing declined. As from 2004,
against the backdrop of a tightening in the monetary policy stance, this ratio began to rise, espe-
cially in real estate services due to their comparatively high debt levels. In this sector, the portion
of GOP absorbed by financial costs rose by 31 pp between 2000 and 2007, with most of this
growth concentrated in the final years of the period. The construction sector recorded a much
more moderate increase (2.6 pp; 7.8 pp as from 2004), similar to that of most other branches of
activity, since although its debt levels were among the highest, a comparatively large proportion

2. On average in the period, these branches of activity represented 71% of the value added of all non-financial corpora-
tions. For the euro area they represented 66% in 2007. The sectors not covered were either not available for all the
countries considered or were of marginal weight in the total non-financial corporations sector.
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DEBT AND DEBT BURDEN OF NON-FINANCIAL CORPORATIONS. 2000-2007 CHART 2
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a. Debt includes trade credit.
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Comparison with the euro
area of Spanish firms’
debt ratios before the
crisis

corresponded to trade debt. The only two sectors in which this indicator did not rise in the period
analysed were energy, and transport, storage and communications, in line with the decline in their
debt ratios in the period and, prior to 2005, due to the decline in the cost of borrowing.

In the case of the debt-to-asset ratio, the increase was also quite widespread, but less marked,
with real estate and construction firms posting the strongest growth. Real estate firms saw
their leverage ratio climb by 13 pp between 2000 and 2007, from a relatively low level at the
start of the decade in comparison with other branches of activity to one of the highest by
2007. In the case of construction, which recorded the highest debt-to-asset ratio throughout
the period, the rise was also notable, albeit somewhat smaller (11 pp). The other service ac-
tivities analysed presented much more moderate increases (or virtually none at all in the case
of wholesale and retail trade), while in transport, storage and communications and in energy
the ratio declined, in step with the debt-to-GOP ratio. Accordingly, these continued to be the
least indebted sectors in 2007.

Table 1 presents, for each country and sector, the 2007 values for all three ratios analysed, while
Chart 3 compares the Spanish indicators with the euro area average.® As the table shows, in most
countries the debt-to-GOP ratio differs significantly by sector, with real estate and construction firms
posting comparatively high values. In fact in 2007 real estate firms recorded the highest debt ratios
in all countries save for Germany and ltaly where construction firms presented the highest leverage.
Conversely, electricity, gas and water supply firms recorded, on average, the lowest levels. The com-
parison by country shows that the most significant differences between Spain and the rest of the
euro area were in real estate: in this sector Spanish firms’ ratios were among the highest, second
only to their Portuguese peers, and aimost 50% higher than the weighted average as a function of
GDP. Spanish construction firms presented debt-to-GOP ratios similar to the average of the other
countries (and below the weighted average), while Spanish transport, storage and communications
firms recorded lower ratios, reflecting a greater debt repayment capacity than their euro area peers.

In step with their higher debt-to-GOP ratios, real estate firms also presented the highest debt
burden ratios in all countries except Italy. By contrast, construction firms’ ratios were lower,
despite their relatively high leverage, possibly owing to their comparatively large proportion of
trade debt. The comparison by country shows that, in the real estate sector, Spanish firms
presented the second highest ratios (behind their Portuguese peers). Specifically, Spanish real
estate firms dedicated almost 60% of their gross income to servicing debt, 13 pp above the
average for the other countries and more than 20 pp above the weighted average as a function
of GDP (see Chart 3). By contrast, in all other branches of activity, Spanish firms posted ratios
generally very similar to those of the other countries analysed.

In the case of the debt-to-asset ratio, the construction sector recorded the highest figure in most
countries in 2007 and the electricity, gas and water supply sector the lowest. Spain was notewor-
thy in that it presented a comparatively high ratio both in construction and manufacturing (and, to
a lesser extent, in energy). In all other branches of activity, Spanish firms tended to post recourse
to debt levels similar to the euro area average, save in transport, storage and communications
where Spanish firms recorded lower leverage than most of their euro area peers (see Chart 3).

To draw implications regarding the comparatively high debt levels thrown up by these aggre-
gate indicators for Spanish firms in comparison with their euro area peers, the extent to which

3. The BACH database includes data from the Netherlands and Austria, but neither country is included in the analysis:
the Netherlands, due to the lack of information on financial costs, and Austria, because the sectoral breakdown available
for 2007 is different from that of the other countries.
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DEBT AND DEBT BURDEN RATIOS TABLE 1
BACH database. 2007

COUNTRIES (a)

Spain France Germany ltaly Portugal  Belgium a\fl\gggl’];e(db) Avera(?:()e ratio
DEBT / GROSS OPERATING PROFIT
Manufacturing 624.1 503.5 536.6 626.3 554.2 745.0 559.9 593.1
Real estate 1,538.7 979.5  1,097.1 816.1 2,331.5 1,369.4 1,039.9 1,318.7
Construction 1,136.7 703.2 2,250.0 1,163.7 1,299.1 546.4 1,412.0 1,192.5
Electricity, gas and water supply 622.3 530.4 356.0 502.5 530.7 1,183.8 4915 620.7
Wholesale and retail trade 720.7 637.1 6439 1,035.3 864.4 721.4 746.6 780.4
Hotels and restaurants 829.2 538.8 269.1 826.5 1,121.3 914.7 540.5 734.1
Transport, storage and communications 377.7 559.5 561.5 747.8 748.2 559.1 610.8 635.2
Average (d) 835.6 636.0 816.3 816.9 1,064.2 862.8 771.6 839.2
Weighted average as function of GVA (e) 868.7 689.3 773.4 813.9 1,027.7 823.9 767.4 825.6
FINANCIAL COSTS / GROSS OPERATING PROFIT
Manufacturing 21.8 189 20.5 18.6 24.5 36.0 19.5 23.0
Real estate 58.4 30.3 40.8 25.2 76.6 55.6 855 45.7
Construction 24.0 138.7 26.7 33.3 49.0 17.4 24.5 28.0
Electricity, gas and water supply 22.4 211 9.5 13.3 23.0 35.8 15.6 20.6
Wholesale and retail trade 22.0 15.2 17.9 27.5 34.6 35.6 20.8 26.1
Hotels and restaurants 30.0 171 10.5 28.1 35.9 38.5 18.9 26.0
Transport, storage and communications 13.4 23.7 30.2 23.2 30.7 24.5 26.3 26.5
Average (d) 27.4 19.5 22.3 24.2 39.2 34.8 23.0 28.0
Weighted average as function of GVA (e) 27.7 20.4 24.8 24.0 38.5 36.0 24.2 28.7
DEBT / TOTAL ASSETS
Manufacturing 60.0 56.9 42.9 60.9 57.0 49.7 52.2 53.5
Real estate 63.0 62.5 65.2 62.2 715 55.1 63.3 63.3
Construction 76.2 68.7 67.3 73.5 72.3 51.7 68.5 66.7
Electricity, gas and water supply 49.0 41.3 37.8 51.6 49.0 55.9 43.4 471
Wholesale and retail trade 63.9 65.5 60.4 73.7 66.1 59.6 65.2 65.1
Hotels and restaurants 60.2 67.5 45.3 64.8 63.7 67.9 58.3 61.8
Transport, storage and communications 46.9 66.2 39.1 56.8 64.1 50.1 52.7 55.3
Average (d) 59.9 61.2 51.1 63.4 63.4 55.7 57.7 59.0
Weighted average as function of GVA (e) 62.4 62.5 51.6 64.1 63.9 53.9 58.3 59.2

SOURCES: Eurostat, BACH and Banco de Espana.

a. Non-consolidated data.

b. As a function of the GDP of each country, excluding Spain.

c. Excluding Spain.

d. For each country, simple mean of the sectoral ratios.

e. For each country, weighted average as a function of the GVA of each sector.

these findings reflect the greater weight in Spain, in terms of activity, of the sectors with great-
er propensity for debt (construction and real estate services) was analysed (see the first four
bars of all three panels in Chart 4). Specifically, the first two bars show, for each of the ratios
analysed, average sectoral values for Spain and for an aggregate of the other economies,
considering the weight in terms of GVA of each sector in each country. The next two bars
depict the same ratios calculated by applying an equal sector weighting to all countries (based
on weight in terms of euro area GVA). This exercise shows that, in the case of the debt-to-GOP
and debt-to-asset ratios, with the same sector breakdown the comparatively high level of debt
in Spain tends to converge towards that of the euro area, although it remains higher. Con-
versely, in the case of the debt burden ratio, the gap increases slightly. If real estate firms are
excluded, the debt-to-GOP and debt burden ratios become virtually level (see the last two
bars of all three panels in Chart 4),% but in the case of the debt-to-asset ratio there is no further

4. In fact, in the case of the debt-to-GOP ratio, Spain would dip below the aggregate of the other countries.
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DEBT AND DEBT BURDEN OF NON-FINANCIAL CORPORATIONS. CHART 3
SECTORAL BREAKDOWN. 2007
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SOURCES: Eurostat, BACH and Banco de Espana.

a. Debt includes trade credit.
b. Weighted average by GDP of ratios in Germany, France, ltaly, Portugal and Belgium.
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DEBT AND DEBT BURDEN OF NON-FINANCIAL CORPORATIONS. CHART 4
AGGREGATE INDICATOR. 2007
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SOURCES: Eurostat, BACH and Banco de Espafia.

a. Debt includes trade credit.
b. Weighted average as a function of GDP of debt ratios of Belgium, France, Germany, Italy and
Portugal.

[1]: Aggregate ratio, weighting the sectoral values in each country by the gross value added (GVA)
of that branch of activity.

[2]: Aggregate ratio, weighting each sector equally in all countries (in accordance with weight in
euro area GVA).

[3]: Aggregate ratio, weighting each sector equally in all countries (in accordance with weight in
euro area GVA), excluding real estate.

BANCO DE ESPARA 1 07 ECONOMIC BULLETIN, JULY 2010 DEBT OF SPANISH NON-FINANCIAL CORPORATIONS



DEBT AND DEBT BURDEN RATIOS TABLE 2

BACH database. 2008

COUNTRIES (a)

Spain France Germany Italy Portugal  Belgium Weighted — Average ratio

average (b) ()
DEBT / GROSS OPERATING PROFIT
Manufacturing 890.5 608.5 653.1 724.2 641.6 903.5 669.8 706.2
Real estate and construction 1,869.8 879.2 1,127.3 11,2651 1,962.4 1,064.4 1,104.2 1,259.7
Electricity, gas and water supply 768.8 616.1 632.8 497.5 5236 1,203.9 622.7 694.8
Wholesale and retail trade 805.5 643.1 598.3 1,134.4 875.9 767.6 756.5 803.9
Hotels and restaurants 1,167.4 574.2 2223 1,037.5 1,519.3 821.8 588.1 835.0
Transport, storage and communications 401.7 609.2 555.5 760.2 754.5 581.4 627.2 652.2
Average (d) 982.3 655.1 631.6 903.1 1,046.2 890.4 728.1 825.3
Weighted average as function of GVA (e) 1,178.7 720.9 752.3 982.2 1,119.6 876.4 814.1 890.3
FINANCIAL COSTS / GROSS OPERATING PROFIT
Manufacturing 37.9 23.9 25.3 25.6 31.5 55.4 26.7 32.4
Real estate and construction 68.5 24.0 375 39.0 80.7 43.2 35.2 44.9
Electricity, gas and water supply 29.7 30.9 16.8 16.7 36.8 54.2 28.2 30.9
Wholesale and retail trade 26.8 18.1 17.9 36.6 51.6 43.9 24.7 33.6
Hotels and restaurants 48.4 19.7 10.9 41.0 53.0 40.9 23.5 33.1
Transport, storage and communications 16.2 26.8 32.1 25.7 34.5 31.6 29.0 30.1
Average (d) 37.9 23.9 23.4 30.6 48.0 44.9 27.0 34.2
Weighted average as function of GVA (e) 44.9 23.2 27.3 32.4 51.4 45.4 28.9 35.9
DEBT / TOTAL ASSETS
Manufacturing 58.9 58.1 42.6 58.8 57.9 50.7 51.9 53.6
Real estate and construction 69.2 64.4 65.2 72.4 72.9 53.1 66.3 65.6
Electricity, gas and water supply 52.8 45.3 40.0 53.6 49.2 55.1 45.9 48.7
Wholesale and retail trade 63.4 64.7 58.8 70.9 67.1 58.7 63.7 64.0
Hotels and restaurants 64.1 67.1 42.3 57.9 64.3 60.3 55.0 58.4
Transport, storage and communications 48.7 67.7 39.7 57.4 65.0 51.6 53.6 56.3
Average (d) 59.5 61.2 48.1 61.8 62.7 54.9 56.1 57.8
Weighted average as function of GVA (e) 62.4 63.0 51.3 64.8 64.9 53.8 58.5 59.5

SOURCES: Eurostat, BACH and Banco de Espafia.

a. Non-consolidated data.

b. As a function of the GDP of each country, excluding Spain.

c. Excluding Spain.

d. For each country, simple mean of the sectoral ratios.
e. For each country, weighted average as a function of the GVA of each sector.

Comparison with the euro
area of Spanish firms’ debt
ratios after the first phase
of the recent crisis (2008)

correction of the difference that remained after applying the same sector breakdown, although
for this ratio the differences are smaller.

The BACH database for 2008 includes a change in the sectoral groupings, the main implica-
tion for the purposes of this analysis being that a large proportion of firms that were previ-
ously classified as real estate services are now included in the construction sector. Accord-
ingly, these two branches of activity have been grouped together, it being impossible to
maintain the sectoral definitions used in the preceding sections.®

As Table 2 shows, debt-to-GOP ratios rose in general in 2008, both in Spain and in the other euro
area economies. Although this was a result, in some cases, of higher corporate debt (for example,
in the energy sector and, somewhat less generally, in construction and real estate services), it was

5. The other branches of activity are also affected by changes in the sectoral groupings, but to a lesser extent. In any
case, for the purposes of this analysis, the rate of change of the indicators between 2007 and 2008, constructed on the
basis of the new sectoral groupings available, has been applied to the 2007 levels, to prevent any possible skips in levels
arising from changes in the sectoral breakdowns.
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RATES OF GROWTH OF DEBT, GROSS OPERATING PROFIT, ASSETS AND FINANCIAL COSTS OF NON- TABLE 3
FINANCIAL CORPORATIONS
BACH database. 2008

%

COUNTRIES

Spain France Germany ltaly Portugal Belgium
SECTORS
MANUFACTURING
Debt 0.1 4.6 2.5 1.3 7.8 7.7
Gross operating profit -29.9 -13.5 -15.8 -12.4 -6.9 =11.2
Financial costs 21.8 33.9 3.7 20.5 19.7 36.5
Total assets 2.0 2.4 3.1 4.9 6.1 5.6
REAL ESTATE AND CONSTRUCTION
Debt -1.7 4.6 1.4 10.4 10.2 14.4
Gross operating profit -28.9 1.6 7.2 -0.3 -5.5 4.9
Financial costs 14.7 71 1.6 18.4 28.7 21.3
Total assets -4.0 5.1 1.9 1.1 8.7 16.7
ELECTRICITY, GAS AND WATER SUPPLY
Debt 26.4 18.8 151 5.2 9.7 12.8
Gross operating profit 2.3 2.3 -35.3 6.3 11.2 11.0
Financial costs 35.8 49.5 13.9 24.8 78.0 67.9
Total assets 17.3 8.3 8.8 1.3 9.2 14.4
WHOLESALE AND RETAIL TRADE
Debt -1.0 1.3 -0.4 0.6 3.2 3.6
Gross operating profit -11.4 0.3 7.2 -8.1 1.9 -2.6
Financial costs 8.1 19.6 7.2 221 51.8 20.2
Total assets -0.2 2.5 2.3 4.6 1.7 5.2
HOTELS AND RESTAURANTS
Debt 17.4 1.9 -12.6 16.7 10.6 -7.2
Gross operating profit -15.9 -4.3 5.8 -7.1 -18.4 3.3
Financial costs 35.6 10.2 10.0 35.7 20.5 9.7
Total assets 10.3 2.6 -6.4 30.5 9.5 4.4
TRANSPORT, STORAGE AND COMMUNICATIONS
Debt 6.7 6.7 4.9 3.4 6.3 9.0
Gross operating profit 0.3 -2.0 6.0 1.7 5.4 4.8
Financial costs 20.6 10.9 12.8 12.2 18.2 35.3
Total assets 2.7 4.3 3.2 2.3 4.8 5.8

SOURCES: Eurostat, BACH and Banco de Espafa.

largely owing to a less favourable profit performance (see Table 3). The most marked profit contrac-
tions were, in general, in manufacturing and in hotels and restaurants, and in the case of Spain also
in the real estate sector. In Spain, where the data available does distinguish between construction
and real estate services, debt-to-GOP ratios rose in both, but much more markedly in real estate.

Spanish firms recorded a particularly severe contraction in corporate profit in 2008 (see Table 3),
prompting a higher increase in their debt-to-GOP ratios, especially in firms linked to the real
estate sector and, to a lesser extent, in hotels and restaurants and manufacturing firms. Thus,
in 2008, Spanish non-financial corporations recorded higher ratios than their euro area peers
in most branches of activity, with the sole exception of the transport, storage and communica-
tions sector (see Chart 5).

The debt burden ratio also rose, in general, by country and by sector, and more markedly than
the debt-to-GOP ratio, reflecting the rise in the average cost of borrowing.

As regards the debt-to-asset ratio, the differences between Spanish firms and their euro area
peers were less marked than in the case of the debt-to-GOP ratio, although on this indicator
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DEBT AND DEBT BURDEN OF NON-FINANCIAL CORPORATIONS. CHART 5
SECTORAL BREAKDOWN. 2008
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SOURCES: Eurostat, BACH and Banco de Espafia.

a. Debt includes trade credit.
b. Weighted average by GDP of ratios in Germany, France, ltaly, Portugal and Belgium.
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DEBT AND DEBT BURDEN OF NON-FINANCIAL CORPORATIONS.
AGGREGATE INDICATOR. 2008
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SOURCES: Eurostat, BACH and Banco de Espania.

a. Debt includes trade credit.

b. Weighted average as a function of GDP of ratios in Germany, France, Italy, Portugal and

Belgium.

[1]: Aggregate ratio, weighting the sectoral values in each country by the gross value added (GVA)

of that branch of activity.

[2]: Aggregate ratio, weighting each sector equally in all countries (in accordance with weight in

euro area GVA).

[3]: Aggregate ratio, weighting each sector equally in all countries (in accordance with weight in

euro area GVA), excluding real estate and construction
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Conclusions

also leverage was higher in Spain than in the rest of the euro area, save in transport, storage
and communications and in wholesale and retail trade.

When the same exercise as before is conducted to identify factors that may explain why Spanish
firms present higher aggregate debt, it is seen, as in 2007, that if equal weight is assigned to each
sector in all the economies, the difference between the Spanish debt-to-GOP ratio and the euro area
average narrows slightly, although less so than in 2007 (see Chart 6). If real estate and construction
firms are excluded from the sample, a large part — but not all — of the difference is corrected.

In the case of the debt burden ratio, applying the same sectoral breakdown in all the countries
prompts minimal convergence towards the euro area aggregate. Specifically, the difference
(16 pp) decreases by 1.6 pp. If real estate and construction firms are then excluded from the
sample, the Spanish ratio falls more than the euro area aggregate, narrowing the gap. But
there remains a difference between them of 5.6 pp, as in 2007.

Turning lastly to the debt-to-asset ratio, the differences in sectoral breakdown account for
20% of the divergence between the Spanish and euro area ratios. However, in contrast to the
case of the other two indicators, and as in 2007, excluding the construction sector and real
estate services from the sample does not prompt any convergence towards the leverage of
the other euro area countries.

These findings, based on the financial statements of a broad sample of firms, indicate that the
increase in debt ratios in the Spanish non-financial corporations sector overall between 2000
and 2007 was the result of a quite widespread increase across the different branches of activ-
ity. This increase was particularly marked in the case of real estate services.

The comparison with the euro area shows that part of the higher debt of Spanish firms re-
flected in the aggregate ratios prior to the recent economic crisis was associated with the situ-
ation of Spanish real estate firms, whose debt-to-GOP ratios were much higher than those of
their European peers. The fact that the sectors with greater propensity for debt had greater
weight in Spain in terms of activity (especially the construction sector) also helps explain, in
some of the indicators analysed, some of the differences with the euro area average, although
save in the case of the debt-to-asset ratio this is comparatively less important. In the other
sectors, the differences between Spanish and other euro area firms were generally smaller,
though they also reflected higher debt among Spanish firms, save in the case of the debt-to-
asset ratio where the differences tended to be less marked, even in the real estate sector.

The less favourable profit performance of Spanish non-financial corporations during the eco-
nomic crisis led to a widening of the gap between their debt-to-GOP and debt burden ratios and
those of their European peers, especially among real estate firms. In the case of debt-to-asset
ratios the differences also widened somewhat in comparison with 2007, but to a lesser extent.

In short, all the above highlights the need for Spanish firms to make changes in their balance sheets
to reduce debt levels, especially considering that the widespread risk reassessment resulting from
the crisis should also prompt a downward revision of desirable debt ratios. However, these findings
also signal that, in this respect, some areas of activity will need to make greater efforts than others:
the real estate sector, for example, which during the growth phase came to account for too large
a share of the Spanish economy in terms of assets and liabilities. In all other branches, which are
more significant in terms of productive investment, fewer adjustments appear to be needed.

14.5.2010.
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CYCLICAL MIGRATION PATTERNS



Introduction’

Immigrant inflows and the
economic cycle

Cyclical migration patterns

The authors of this article are Aitor Lacuesta and Sergio Puente, of the Directorate General Economics, Statistics and
Research.

Since the mid-1990s, and coinciding with a period of strong economic expansion, the flow of
immigrants into Spain has been very high, amounting to more than 600,000 persons per an-
num between 2006 and 2008. Thus, the foreign population has risen from just over 1% of the
total 15 years ago to 12.2% at the start of 2010, prompting strong population growth — verging
on 2% — throughout the period.

In recent quarters, however, there has been a notable slowdown in immigrant inflows, against
the backdrop of a sharp deterioration in economic activity that has had a severe impact on the
labour market. In particular, INE? estimates show that monthly immigrant inflows have more
than halved, from around 75,000 persons at end-2007 to just over 35,000 at the start of 2010
(see Chart 1). Accordingly, since 2009, the number of immigrants entering Spain has been
similar to those leaving, resulting in a net change close to zero. In this setting, it would be in-
teresting to know the factors behind the decline observed in migration flows and, in particular,
to endeavour to ascertain the role played by the cyclical position.

This article aims to analyse these questions. The next section presents the results of estimat-
ing the effect on migration flows of economic conditions in the countries of origin and destina-
tion. It also includes, on the basis of these estimates, a series of simulations of the possible
development of inflows of immigrants to Spain, under different economic growth hypotheses.
There follows a similar analysis of outflows of immigrants from Spain, although in less detail
given the comparative lack of data available. The last section presents a series of conclu-
sions.

The decision to emigrate may depend on a wide range of factors, but clearly economic factors
are of key importance. The impact of each of these factors may be approximated using an
estimated econometric model, in which bilateral migration flows between countries depend on
different economic variables of each country, with account also taken of other kinds of political
and social factors® that may play a part in the decision to emigrate. Using this kind of analysis
it is possible to quantify the relative impact the different factors, and especially the cyclical
position of the economy, have on migration flows.

In this case, to conduct an empirical exercise of this kind, a database has been used with in-
formation on annual flows of immigrants from the main countries of origin to the OECD coun-
tries between 1980 and 2004, together with data from other series of variables on each coun-
try’s economic and social position.

The main findings of this estimate are presented in Table 1, which shows that economic situ-
ation is a key determinant factor in the decision to emigrate. Specifically it is estimated that for

1. This article summarises the key findings presented in Lacuesta & Puente (2010), £/ efecto del ciclo econdmico en las
entradas y salidas de inmigrantes en Espafia, Documentos de Trabajo, No. 1016, Banco de Espana, forthcoming. 2.See
http://www.ine.es/metodologia/t20/t2030259.htm. 3. In particular, the additional variables included are: geographical
distance; a common language; indicators of political freedom and of conflicts; inequality and fiscal pressure indices; range
of public expenditure; and degree of development of the immigrant community in the host country.
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MONTHLY MIGRATION FLOWS. FOREIGN POPULATION CHART 1
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every additional percentage point of economic growth in the country of destination, immigra-
tion to that country rises by more than 10%. This would suggest that, once the decision to
emigrate has been taken, the choice of the specific country of destination is closely connected
to the economic growth of possible host countries. In principle, the importance of the cyclical
position in the choice of host country would appear more justifiable in the case of short-term
temporary migration, while decisions to emigrate on a permanent basis should have a lower
correlation to the economic situation. But the uncertainty associated with all migration proc-
esses, together with the fact that the first years in the country of destination are generally the
most difficult ones, will tend to raise the importance of the host country’s cyclical position in
migration decisions.

Conversely, according to these estimates, differences in the relative level of GDP per capita
between the countries of origin and destination, which in theory should play a considerable
part when it comes to explaining migration flows, have a much smaller and much less signifi-
cant effect. There is only weak evidence to show that countries with lower GDP per capita
produce higher numbers of immigrants. It should be noted, however, that the nature of the
database used may condition these findings, at least in part, since all the potential host coun-
tries are OECD members. This means that the differences in GDP per capita are very high in
all country pairings, thus reducing the explanatory power of this variable in the regression.

The other determinants included as control variables, which aim to approximate the political
and social situation of the countries concerned, give the expected results. Of particular note is
the effect of the size of the immigrant community in the host country: considering both the
numbers of immigrants from the same country of origin and the size of the immigrant commu-
nity overall, there is a very clear positive impact on migration flows. This could be interpreted to
mean that persons are more likely to decide to emigrate if there is already a network of immi-
grants in the country of destination, whether or not of the same nationality. However, this effect
becomes negative when the proportion of foreign population rises above a certain level, sug-
gesting the existence of elements of saturation. In the case of Spain, the estimates show that
the impact of the presence of immigrants already established in the country remains positive.

Migration elasticities with respect to the economic cycle estimated using the model described
can be used to simulate immigration patterns under different economic growth hypotheses.

Thus, a first exercise is to attempt to assess the extent to which the large flows of immigrants
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DETERMINANTS OF GROSS IMMIGRATION FLOWS (a) (b) (c) TABLE 1

Estimator Standard deviation Significativity
Log (GDP per capita in country of origin) -0.0374 (0.0205) at 10%
Log (GDP per capita in country of destination) 0.0650 (0.1250)
GDP per capita growth in country of origin (pp) -0.0073 (0.0062)
GDP per capita growth in country of destination (pp) 0.1013 (0.0209) at 1%

SOURCE: Banco de Espafia (Documento de Trabajo, No. 1016).

a. Migration flows and stocks are obtained from the OECD, and in the case of Spain, as from 1998, from the municipal registers, as these
are deemed a more appropriate source.

b. The observations are weighted by the square root of a geometric mean of the population of the countries of origin and destination.

c. The regression includes other controls: geographical distance; existence of a common language; indicators of political freedom and of
conflicts; inequality and fiscal pressure indices; range of public expenditure; and degree of development of the immigrant community in the
host country.

ESTIMATED CHANGE IN THE FLOW OF IMMIGRANTS TO SPAIN CHART 2
IN A LOWER GROWTH SCENARIO (a)
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a. The scenario is built by replacing actual GDP per capita growth rates in Spain between 1998 and
2004 with the average of the European OECD member countries.

to Spain in recent years are connected with the country’s strong economic growth. Specifically,
Chart 2 depicts the change that would have been seen in immigration to Spain had Spanish
economic growth equalled average growth in the European OECD member countries between
1998 and 2004. The pink bars in the chart show the total effect of this lower growth scenario
on immigration flows. It is estimated that immigrant inflows would have been 14% lower in the
period, representing some 461,000 fewer immigrants. These estimates indicate that the de-
crease would be due not only to the lower economic growth, but also to the lower degree of
development of the immigrant community associated with this lower level of immigration. The
blue bars in Chart 2 permit a distinction to be drawn between these two effects, as they repre-
sent only the direct impact resulting from lower economic growth. Thus, excluding the effect of
the size of the immigrant community, the decline is substantially smaller (247,000 fewer immi-
grants in the period overall). These findings suggest that a large number of the immigrants
coming to Spain in recent years did so attracted by the country’s strong economic growth, and
that this effect was reinforced by the associated development of immigrant communities. Con-
versely, in the event of prolonged low economic growth, any substantial decrease in immigrant
inflows could be exacerbated by the smaller size of the immigrant communities.
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MODEL FORECASTS FOR IMMIGRANT INFLOWS AND OUTFLOWS AND COMPARISON WITH ACTUAL DATA TABLE 2

Forecast outflows

GDP per capita Actual inflows Forecast inflows (a) Actual outflows o)
2007 1.74 920,534
2008 -0.75 679,172 691,137 406,617
2009 -4.40 466,378 353,455 398,309 377,410

SOURCES: INE and Banco de Espana.

a. Based on the model in Table 1.
b. Based on the model in Table 3.

Cyclical pattern of
immigrant outflows

BANCO DEESPARA 6

The estimates may also be used to approximate how much of the slowdown observed in im-
migration in recent quarters may be explained by the economic crisis. These findings are
presented in Table 2, which shows that immigrant inflows fell considerably between 2007 and
2009, from more than 900,000 immigrants per annum to approximately half that figure. The
decrease in inflows resulting from application of the estimated elasticities would be very similar
to that seen in 2008, but higher than that recorded in 2009. This suggests that the present
decline in immigrant inflows is closely connected to the economic recession and, therefore,
that as the economic situation improves, these inflows could be expected to recover some-
what. However, it should be emphasised that the empirical model used is a relatively simple
one and that it is unable to explain the intensity of migration flows in Spain in recent years.

Just as inflows of immigrants are affected by relative economic opportunities between their
countries of origin and the rest of the world, outflows of immigrants resident in host countries also
depend, in principle, on these same factors. In this case, however, the effect of the economic
cycle on the percentage of immigrants who finally leave their country of destination after a period
of residence is less clear. First, because the cyclical economic component may affect the num-
bers of groups interested, a priori, in temporary residence” abroad. Specifically, if the economic
situation in the country of destination deteriorates, temporary migration flows will shrink with re-
spect to permanent ones. And second, because cyclical developments may also make it more
likely that persons who emigrated with the intention of staying in the host country will decide to
return, when faced with an economic situation that is much worse than expected.

The lack of systematic records of outflows of foreign nationals means that it is not possible to
apply the analysis used in the case of inflows. Accordingly, outflows of foreign nationals from
Spain may only be analysed using the information considered to be most appropriate for this
purpose to date. In the case of Spain, the main difficulty arises from the fact that immigrants
do not generally remove themselves from municipal registers when they decide to leave the
country, whether to return home or to move to a third country. Given these limitations, in its
current population estimates the INE (2008) supplements the information on deregistrations
with data on non-renewals of municipal registrations, following implementation in 2005 of Or-
ganic Law 14/20083, and with the results of a pilot population survey. The aforesaid Law re-
quires that foreign non-EU nationals without a permanent resident permit renew their munici-
pal registration every two years.® These data provide the basis for the following analysis.

4. Immigration may be temporary or permanent; temporary immigrants include, in particular, seasonal immigrant work-
ers, immigrants in transit to another country and those who plan to return to their home countries. 5. The last compul-
sory renewal of data held in the municipal registers was in 1996. These registers were previously governed by Law
7/1985, whereby each municipality was required to renew its register every year ending in 01 and 05. Since May 1996
the new legislation (Law 4/1996) simply requires that local authorities inform of inflows to and outflows from their mu-
nicipalities.
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RATES OF DEPARTURE OF IMMIGRANTS, 2003-2005, AS A PERCENTAGE OF CHART 3
INFLOWS IN 2003

PE BO EC DO UY CU CO ML PY PK IN UA MA RU CN SN VE AR RO CL NG BG BR US MX
COUNTRY OF ORIGIN

SOURCE: Non-renewals of municipal registers (INE).

NB: PE=Peru; BO=Bolivia; EC=Ecuador; DO=Dominican Republic; UY=Uruguay; CU=Cuba;
CO=Colombia; ML=Mali; PY=Paraguay; PK=Pakistan; IN=India; UA=Ukraine; MA=Morocco;
RU=Russia; CN=China; SN=Senegal; VE=Venezuela; AR=Argentina; RO=Romania; CL=Chile;
NG=Nigeria; BG=Bulgaria; BR=Brazil; US=United States; MX=Mexico.

Considering that compulsory renewal is not applicable to all immigrant groups, and that it
takes time for local authorities to confirm deregistrations, the INE estimates that around 30%
of immigrants entering Spain at any one time will eventually leave the country [INE (2008)]. Us-
ing the microdata provided by the INE on certain characteristics of persons who had not re-
newed their municipal registrations (year and province of last registration and nationality), an
empirical estimate has been made of the relationship between outflows of immigrants and
significant macroeconomic variables of the Spanish regions they leave and of their countries of
nationality. For this purpose, the rate of departure of immigrants from Spain in their first years
of residence was estimated, followed by analysis of the correlation with variables such as the
level or rate of change of GDP per capita.

The rate of departure was estimated using data on all inflows of foreign nationals to Spain in
2003, based on the Estadistica de Variaciones Residenciales (statistics on changes in resi-
dence), along with data on municipal registrations not renewed as of December 2005. The
ratio between non-renewals and inflows may be taken as an approximation of the rate of de-
parture, over the first two years of their residence in Spain, of immigrants who entered the
country in 2003.6 This limits analysis of the determinants of the rate of departure, as it rules out
estimates, as made in the previous section, based on changes in bilateral migration flows over
time. Accordingly, the correlations between outflows and the economic cycle obtained using
these estimates should be interpreted with caution.

Chart 3 depicts the rate of departure by nationality for the main countries of origin of immi-
grants to Spain. The average rate of departure estimated on the data available is 18%, al-
though there are considerable differences by nationality. In the case of immigrants from the
United States and Mexico, departure rates are over 37%, while for those from the only two
European countries whose nationals were required to renew registration in 2005 (Romania and
Bulgaria) they are slightly above average. In contrast, a large number of Latin American coun-
tries appear in the lower part of the distribution: for instance, Ecuador, Bolivia and Peru, with

6. The analysis is limited to immigrants entering the country in 2003, as those entering in previous years are less likely to
be subject to compulsory renewal of registration, as they are more likely to have been granted permanent residence, to
have taken Spanish nationality or to have moved within Spain.
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DETERMINANTS OF OUTFLOWS OF IMMIGRANTS WHO ENTERED SPAIN IN 2003 (a) (b) (c) TABLE 3

Estimator Standard deviation  Significativity

Log (GDP per capita in country of nationality-2003) 0.0609 (0.0130) at 1%
Log (GDP per capita in province-2003) (d) -0.4267 (0.0572) at 1%
GDP per capita growth in country of nationality 2005-2003 (pp) 0.0030 (0.0009) at 1%
GDP per capita growth in province 2005-2003 (pp) (d) -0.0112 (0.0091)

SOURCE: Banco de Espana (Documento de Trabajo, No. 1016).

a. Includes only countries with more than 100 inflows whose rate of departure is between 0 and 1.
b. The observations are multiplied by the square root of the number of inflows.
c. The regression includes geographical distance.

d. Province of last residence in Spain.

departure rates of around 12%, and Uruguay, Colombia and Paraguay with rates of around
15%. However, the region’s three largest economies — Argentina, Chile and Brazil — present
rates over 20%, while those for the remaining groups from Africa and Asia are close to average
(18%). Nevertheless, it should be noted that these rates of departure are calculated for the first
years of residence, so the cumulative rate will be higher.

These data have been used to estimate a model that correlates the rate of departure with GDP
per capita in the countries of origin and in the Spanish provinces in which the immigrants were
resident in 2003. Moreover, average GDP per capita growth in both areas in the period 2003-
2005 is used to approximate the cyclical situation. This permits analysis of whether or not
there is a correlation between outflows of immigrants from Spain and the present economic
situation. The model also takes into account the distance between the country of origin and
Spain.

The results of these estimates are presented in Table 3, which shows higher outflows among
immigrants from richer countries, possibly owing to greater mobility among more highly-skilled
workers. This result is similar to that obtained in most international studies and is very robust
to the inclusion of other variables in the specification. The table also shows that immigrants in
Spanish provinces with lower GDP per capita present higher departure rates, possibly due to
the weight of farming in these provinces, meaning that seasonal immigrant farmworkers may
be over-represented. Moreover, the findings show that departure rates are sensitive to some
extent to the economic situation in the country of origin. Specifically, countries of origin with
higher economic growth rates attract more returning immigrants. This is not a very large im-
pact, as a growth differential in GDP per capita in terms of PPP of 1 pp in the country of origin
would boost outflows by 0.3%. However, the economic cycle in the region of destination does
not present a significant negative correlation, although given the low variability of growth at
provincial level this result should be taken with caution.

The model does not permit a direct estimate of the increase in outflows that may have been
due to the recession, since the outflows correspond to just one generation of immigrants
(those who entered Spain in 2003) who leave the country during their first years of resi-
dence. In fact, the pattern of outflows over time may be expected to heed two factors: the
number of immigrant inflows in previous years and the corresponding rate of departure.
According to the estimates in Table 3, the departure rate during the first years of residence
in Spain is not significantly affected by the economic cycle of the host country. Therefore,
outflows will be determined by previous years’ inflows, with a slight time lag. On the basis
of this hypothesis, Lacuesta & Puente (2010) conduct a simulation exercise of expected
emigration to Spain, assuming that outflows in any one year relate to the inflows of the
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Conclusions

previous two years.” The INE estimates that 406,617 immigrants left Spain in 2008 and
398,309 in 2009 (see Table 2). As the fifth column of the table shows, the above-mentioned
simulation exercise may be used to explain this decline.® Specifically, fewer immigrants left
Spain in 2009 as a result of the cyclical position, insofar as fewer immigrants entered Spain
in 2008 than in 2007. However, the decrease was relatively small, as many of those leaving
had entered the country in 2007, when inflows were higher. In accordance with these find-
ings, the number of immigrants leaving Spain should continue to decline in 2010, since sig-
nificantly fewer immigrants entered the country in 2008 and 2009 than in previous years.

Over the last decade, Spain has recorded demographic growth verging on 2% year-on-year. This
has had a substantial impact on economic growth and on the functioning of the labour market and
has prompted a very significant increase in the available labour supply. However, over the last two
years this rate of growth has gradually decreased, to 0.6% in 2009 and 0.1% in 2010 Q1, due to
a gradual decline in net immigrant inflows against a backdrop of severe economic contraction.

This moderation in the rate of growth of the foreign population could be due to fewer foreign
nationals entering Spain, more foreign residents leaving the country, or a combination of both.
The findings presented here show that, in the case of immigrant inflows, the rate of growth,
rather than the level of GDP per capita in the country of destination, is the determinant eco-
nomic variable. Different exercises show, therefore, that a large part of the moderation in im-
migrant inflows in 2009 may be explained by Spain’s less favourable economic situation.
Moreover, while the present slowdown continues, this purely economic effect may be exacer-
bated by the role played by the degree of development of the immigrant community.

In any case, it should be noted that the empirical model used is relatively simple and that it is
unable to explain more than a relatively small portion of the large flows of immigrants to Spain
in recent years. In this respect, it is particularly difficult to forecast the future pattern; a more
complex model would need to be developed, permitting analysis of the fundamental determi-
nants of the migration boom in Spain in the recent past, and of whether or not it may remain
as intensive in the medium and long term.

Regarding immigrant outflows, data have been obtained following implementation in 2005 of
Organic Law 14/2003, which requires that foreign non-EU nationals who are not permanently
resident renew their municipal registration every two years. The estimates reflect significant
outflows from Spain, possibly representing a rate of departure verging on 30% for non-EU and
temporary immigrants, with considerable variations by country of origin. Immigrants from
countries with higher GDP per capita present higher rates of departure, although the correla-
tion with the economic cycle appears to be low. In this respect the fundamental determinant
of outflows in the short term would appear to be the strength of inflows; accordingly, some
moderation may be expected considering the decline in the number of immigrants entering the
country in recent quarters. But this estimate is subject to a high degree of uncertainty, associ-
ated with the relative lack of statistical data available.

19.5.2010.

7. According to the INE, 70% of immigrant outflows come within the first two years of residence. In its current population
estimates, the INE (2008) conducts this exercise with greater precision, taking into account the complete time pattern of
outflows. 8. Using these numbers from the INE and their assumed distribution over the years of residence, the implicit
rate of departure would be 47%. This is quite high, compared with the 30% deriving from the previous estimates based
on non-renewals for non-EU and temporary immigrants. Some of the differences may be down to the fact that, according
to the estimates in Table 3, EU immigrants should post higher rates of departure, as they come from richer and less
distant countries. Moreover, a lower figure is also obtained if more weight is assigned, when calculating the implicit rate,
to the inflows of the past year in respect of those of previous years.
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Introduction’

Residential investment as
a leading indicator

The cyclical behaviour of residential investment: some stylised facts

The authors of this article are Luis Julidn Alvarez and Alberto Cabrero, of the Directorate General Economics, Statistics
and Research.

From the mid-1990s until the beginning of the latest recession a large number of the most
advanced economies recorded a notable increase in residential investment, accompanied by
sharp increases in house prices. These trends have come to an end in recent years, with a
substantial adjustment in prices and volumes. Analysis of the housing market in Spain is of
particular interest, given the dynamism of residential investment during the boom and the inten-
sity of the subsequent correction. During the expansionary phase, housing investment grew at
an average annual rate of more than 8% and, as a proportion of nominal GDP, it peaked in 2007
at 9.3%, somewhat more than five percentage points (pp) above its level in 1995 and well
above the euro area and US levels (see Chart 1). The strong growth in housing supply entailed
a notable expansion of employment in construction, which as a share of total employment
reached 13.8% in 2007, up almost 5 pp from 1996. Since 2008 residential investment has
adjusted sharply and its importance in terms of GDP and employment has fallen rapidly.

There are many interactions between housing market developments and the rest of the econ-
omy and these have been the subject of different analyses. Some authors have studied the
extent to which house prices are consistent with their macroeconomic fundamentals (Ayuso
and Restoy (2006)), while others have highlighted the role of non-financial wealth — practically
all in the form of housing — as a determinant of household spending (L’Hotellerie and Sastre
(20086)). The role of residential investment in the monetary transmission mechanism has also
received detailed attention. Finally, general equilibrium models are increasingly being used that
take into account specific features of the housing market (Rubio (2009)).

From a different standpoint, Leamer (2007) has emphasised the importance of residential in-
vestment developments when analysing the business cycle. In fact, according to this author,
eight of the last ten recessions in the United States were preceded by contractions in residen-
tial investment. This article, which is part of a broader joint research project with the central
banks of Germany, France and ltaly, analyses the nature of the cyclical fluctuations in the
Spanish housing market over the period 1980-2008, in order to highlight a set of stylised
facts.? Following this introduction, the next section sets out the evidence available for housing
investment as a leading indicator and, insofar as this is possible, it makes an international
comparison. Afterwards, the possible existence of asymmetries in fluctuations in GDP and
housing market variables is discussed, and finally the main conclusions are drawn.

The aim of this section is to ascertain the extent to which residential investment cycles in Spain
tend to precede GDP cycles, as in the United States and other countries, as well as to char-
acterise the cyclical behaviour of a set of housing-related variables.® The cyclical behaviour of

1. This article is a summary of Alvarez, L.J. and Cabrero, A. (2010), “Does housing really lead the business cycle?”, Work-
ing Paper, Banco de Espana. 2. Alvarez et al. (2010) analyse the interdependence between the housing markets of the
main euro area countries. 3. Owing to the idiosyncrasy of housing markets and the heterogeneity of the sources and
quality of the statistical information available, it is desirable that methodological approaches be adopted that are flexible
enough to allow these problems to be addressed. Thus, non-parametric methods are used to define the cycle and to
date turning points. The filtering procedures used highlight the cyclical and temporary fluctuations, eliminating from the
time series those that are permanent in nature (associated with the trend). This requires what is known in the literature as
an “ideal band pass filter”. Those readers interested in the technical aspects may refer to the working paper on which this
article is based.
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CONSTRUCTION AND HOUSING INDICATORS CHART 1

CONSTRUCTION AND HOUSING INDICATORS HOUSE PRICES (a)
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1995 2006 2010 (a)

16 2,500
14

12 2,000
10

8 1,500
6

1,000
4
2

500
0

Housing Employmentin  Housing starts
investment/GDP construction (% of  (hundreds of 0
(%) total) thousands) 9596 97 98 990001 02 03 04 0506 07 08 09 10

SOURCES: Instituto Nacional de Estadistica and Ministerio de Vivienda.

a. The 2010 data refer to the first quarter.

CROSS-CORRELATIONS BETWEEN DEMAND COMPONENTS AND GDP TABLE 1

Epanechnikov filter

Private consumption
Government consumption

» Variable leads GDP Contemporaneous Variable lags GDP
Volatility (a)
4 3 2 1 0 4 3 2 1
1.1 053 063 072 o078 [NGEOM o079 076 073 072
1.0 043 051 058 064 0.70 075 o078 [Ho78M o.76

Investment in machinery and equipment 5.2 079 o082 o085 [HoEel 0.84 079 071 062 051
Residential investment 3.8 o8 [GE7M o087 086 0.83 079 074 068 061
Non-residential construction investment 3.4 051 059 066 071 0.74 P67 o075 o074 072
Other investment 25 087 089 OO o.89 0.86 081 076 070 064
Exports of goods and services 2.0 008 012 o015 [HoHEN 0.15 011 005 -001 -0.06
Imports of goods and services 3.9 078 084 oss [HOSOM 0.90 086 081 074 066

SOURCES: INE and Banco de Espafia.

a. Ratio between the standard deviation of the component and that of GDP.

residential investment can be examined in comparison with that of other spending compo-
nents. A correlation analysis using an Epanechnikov filter, like the one used in Leamer (2007),
shows that residential investment leads GDP fluctuations, is procyclical and displays consider-
ably larger variations than GDP itself and household consumption spending (see Table 1). In
fact, residential investment is found to be more closely linked to future than to contemporane-
ous or past GDP, in line with the results of Leamer (2007) for the United States, with a rela-
tively high maximum correlation coefficient (0.87).*

The above evidence relates to quarterly developments in housing investment in recent dec-
ades. However, this leading behaviour of residential investment is confirmed historically. Spe-
cifically, Chart 2 shows annual growth of housing investment and GDP in Spain for the period
1850-2010, using the estimates of Prados de la Escosura, linked to national accounts data for

4. To analyse the robustness of the results, alternative estimates have been made, which confirm that housing market
fluctuations are procyclical and lead GDP fluctuations. The lead is estimated to be from one to three quarters, depending
on the estimation procedure used.
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HISTORICAL DEVELOPMENTS IN HOUSING INVESTMENT AND GDP IN SPAIN CHART 2
(1850-2009)
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SOURCES: Prados de la Escosura (2003) and INE.

INTERNATIONAL COMPARISON TABLE 2
Variable leads GDP (No of quarters) Maximum cross-correlation
France Germany Italy Spain France Germany ltaly Spain
Residential investment 0 2 0 1 0.53 0.71 0.53 0.76
Building permits 5 5 nd 4 0.75 0.59 nd 0.75
Housing starts 4 nd nd 4 0.58 nd nd 0.75

SOURCES: Ministerio de Vivienda, Colegio de Arquitectos and Datastream.

the most recent period. A correlation analysis conducted on this long sample period, excluding
the years 1935-1940, confirms the leading nature of housing investment, since residential in-
vestment fluctuations tend to precede those in GDP by one year.

This evidence is also found in certain other developed countries. In Germany, residential in-
vestment leads GDP, but in France and lItaly is contemporaneous with it (see Table 2). How-
ever, using an alternative estimation procedure Ferrara and Vigna (2009) find that French resi-
dential investment leads the business cycle, and this finding is corroborated when building
permits and housing starts in that country are analysed.

Nevertheless, theoretical literature has, to date, not been able to provide an analytically based
explanation for why housing investment should lead activity. In general equilibrium models
with different sectors it is found that positive technological shocks tend to reduce the price of
housing, which boosts households’ demand for housing. These models therefore entail a
trade off between prices and volumes in the housing market, a feature that is not observed in
the data. Some more recent models are capable of explaining why housing investment should
lead business investment, but not why it should lead GDP. A key element of this second fam-
ily of models (Fisher (2007)) is that the labour productivity of households increases as they
consume housing services. The empirical evidence available for the United States indicates
that, for a given level of education and professional activity, workers living in larger dwellings
are more productive, as they enjoy more rest. In this context, an increase in productivity is
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CROSS-CORRELATIONS BETWEEN CONSTRUCTION INDICATORS AND GDP TABLE 3

Epanechnikov filter

- Variable leads GDP Contemporaneous Variable lags GDP
Volatility (a)
3 2 1 0 4 3 2 1
Non-residential construction investment 3.4 0.51 0.59 0.66 0.71 0.74 - 0.75 074 072

Gross value added of construction
Building permits

Housing starts

Cement production

Cement consumption
Employment in construction
(Full-time eauivalent)

Mortgages

2.7 070 076 081 o083 [NOBANN o083 080 077 073
1.1 G788 o70 o066 060 0.52 044 035 026 0.17
9.1 682N 063 062 059 0.55 050 044 037 029
5.8 059 065 070 074 [NO7ENN o072 068 063 056
6.1 077 082 087 089 [NGEON o088 084 079 073

11.6 0.91 - 0.92 0.88 0.81 0.73 0.63 0.53 0.43

3.4 019 028 036 043 0.49 054 057 059 [OBON

SOURCES: INE and Ministerio de Vivienda.

a. Ratio between the standard deviation of the component and that of GDP.

Asymmetries in
expansions and
recessions

associated with an increase in residential investment relative to business investment, reflect-
ing the spillover effect on productivity. Recently, Yuan (2009) has developed a theoretical
model capable of explaining why residential investment leads GDP. In this model, households
have collateral constraints and observe a future productivity signal one period in advance,
which induces them to increase their current spending, so that they can smooth the fluctua-
tions in their consumption. This higher spending is financed through access to the mortgage
market, since its interest rates are more favourable than those for consumer finance. Thus,
the initial increase in consumer spending is accompanied by higher investment in housing. In
the next period the anticipated increase in productivity materialises and stimulates aggregate
activity.

In addition to housing investment, other housing sector indicators are also seen to lead GDP.
Building permits and housing starts tend to lead GDP by four quarters (see Table 3), in line with
the evidence for France and Germany presented above, and employment in construction also
precedes the expansion of activity. The anticipatory nature of such indicators could be useful
for monitoring and analysing cyclical developments, and in the preparation of short-term fore-
casts. However, when the gross value added of the construction sector is analysed, it does
not appear to lead the business cycle, possibly because this variable has other components,
such as non-residential construction, including public investment. Finally, input indicators,
such as the output of construction materials or cement consumption, are seen to be more
linked to current than to future GDP.

House prices, for their part, have behaved procyclically with respect to residential investment,
although their fluctuations do not coincide with those of investment. This result is highly robust,
as can be seen in Table 4, which presents a correlation analysis using six different estimation
procedures. In each case a positive correlation is observed between the two variables. This
suggests that housing demand factors (e.g. demographics and interest rates), which move
prices and volumes in the same direction if there are no supply restrictions, may have been
more important in the time period analysed than supply factors.

A recurrent theme in the analysis of cyclical fluctuations is their possible asymmetry, that is to
say the extent to which cyclical contractions are shorter or more intense than expansions.
There exists an abundant theoretical literature presenting diverse mechanisms that would a
priori justify the existence of these asymmetries. Although this literature focuses on the asym-
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HOUSE PRICES AND HOUSING INVESTMENT TABLE 4

- Prices lead housing investment Contemporaneous Prices lag housing investment
Volatility (a)

4 3 2 1 0 4 3 2 1

Hodrick-Prescott 0.8 0.38 0.46 0.51 0.55 0.58 060 062 o2 062

Hodrick-Prescott band pass 0.9 040 047 053 057 0.60 063 065 [0 o064
Baxter-King 0.9 035 043 049 054 0.58 061 065 068 oSN

Christiano-Fitzgerald 0.8 026 033 038 044 0.49 052 055 [HOBEM o057

Butterworth 0.6 038 050 059 065 0.70 P67 o072 o070 064
Epanechnikov 1.0 045 051 057 061 0.64 068 070 o72 [NOFAN

SOURCES: Ministerio de Vivienda, INE and Banco de Espana.

a. Ratio between the standard deviation of housing investment and house prices.

metries in the fluctuations in aggregate GDP, the arguments apply equally to investment. First,
some economists attribute the asymmetries to the presence of capacity constraints. Produc-
tive activity is carried out in firms that operate at a variable level of capacity utilisation. In con-
tractions, firms operate at a lower level of capacity utilisation, or stop operating altogether.
However, in expansions firms are constrained by their installed capacity, which cannot be ex-
panded in the short run. Other researchers rationalise the asymmetries on the basis of the
existence of credit constraints, which are particularly important in the housing market; in con-
tractions, households and firms may desire to obtain greater financing than they are granted
by the financial markets. Other authors emphasise labour market asymmetries; while firms can
adjust employment easily during contractions, during expansions they are constrained in the
short run by the need to select workers and train them to do their jobs. This mechanism can
be expected to be less important in construction investment than in other productive activities,
since the skill level of workers in this sector is generally lower than in the economy as a
whole.

Expansion and contraction periods are defined using the Harding and Pagan (2001) meth-
odology, which is also used by the OECD to determine turning points. First, the local peaks
and troughs in the cyclical fluctuations are identified intuitively and subsequently those
periods of expansion or contraction that last for less than a minimum number of quarters
established beforehand are eliminated, which ensures that the expansions and recessions
alternate.

In the sample period analysed five peaks and four troughs are detected for most of the varia-
bles considered, all of which are related to construction investment. The average duration of a
cycle (the expansion and recession periods combined) is six years, with a relatively homogene-
ous distribution across the variables. There is, however, considerable heterogeneity in terms of
the amplitude of fluctuations. The fluctuations in GDP are much less pronounced than those
in residential investment, which in turn vary less than the short-term development indicators
housing starts and building permits.

Asymmetries are analysed by calculating the average duration of expansions and contrac-
tions. The results obtained tend to confirm that periods of GDP contraction are shorter than
those of expansion (see Chart 3). Although the quantitative results differ somewhat depending
on the estimation procedure used, contractions are generally found to last somewhat more
than two years, while expansions last for four years. Residential investment displays the same
asymmetrical pattern, with a longer cycle both in the contractions and, especially, in the ex-
pansions. By contrast, price variables do not display significant asymmetries.
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This article has presented a set of stylised facts about the cyclical behaviour of the Spanish
housing market, showing that residential investment leads GDP over the business cycle,
something that is also seen in the United States and in Germany and, less clearly, in France.
This type of empirical regularity, which may be useful for the purposes of analysing and moni-
toring business conditions, is still lacking a sufficiently well grounded, clear theoretical explana-
tion, so that further research efforts are needed to help improve its interpretation. The boom in
residential investment in Spain between the mid-1990s and the beginning of the latest reces-
sion was accompanied by notable increases in house prices. This close association between
house price fluctuations and residential investment is in keeping with a view of housing market
cycles which basically sees them as linked to demand developments. The latter were funda-
mentally driven in Spain during this period by immigrant inflows and relatively low interest
rates. Finally, some asymmetries in the behaviour of housing investment have been identified:
contractions in GDP and real housing market variables have tended to be considerably short-
er than expansions, while house price cycles display greater symmetry.
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Financial regulation: 2010 Q2

The author of this article is Juan Carlos Casado Cubillas, of the Directorate General Economics, Statistics and
Research.

In 2010 Q2 new provisions of certain importance were promulgated in various areas of the fi-
nancial system.

The notable new developments in the field of credit institution regulation are the new legal re-
gime for institutional protection schemes (IPSs), certain amendments to the legislation on the
Fund for the Orderly Restructuring of the Banking Sector (“FROB”, by its Spanish acronym)
and on depositor and investor guarantee schemes, and a new legal provision to regulate and
control the advertising of banking products and services.

As in the banking market, provisions have been passed in the securities market to update the
law on investor compensation schemes and to regulate the advertising of investment products
and services. Also, improvements have been introduced to allow greater flexibility in the op-
erations of collective investment institutions (Clls), and certain problems in the liquidation of
their assets have been resolved. Also, the legislation on fees/commissions and standard con-
tracts in investment services has been updated, as has the regime governing the advertising
of these services, adapting it to current circumstances.

Provisions have been set in place to implement the legal regime governing payment services
and payment institutions and the regime governing the prevention of money laundering and
terrorist financing, thereby completing the transposition of Community legislation to the Span-
ish legal system.

Lastly, in the EU a financial support mechanism has been set in place for Member States in dif-
ficulties caused by exceptional circumstances, and a fund to support Greece has been set up.

Royal Decree-Law 6/2010 of 9 April 2010 (BOE of 13 April 2010) on measures to promote
economic recovery and employment was enacted. The most noteworthy provisions in the field
of financial regulation were as follows:

Under the regime applicable to IPSs set up in common by various credit institutions, these
schemes are deemed to be consolidatable groups of credit institutions. Thus, when an IPS is
set up, it must, in addition to complying with the rules in CBE 3/2008 of 22 May 2008" on
determination and control of minimum own funds, meet the following requirements: 1) there
must be a central credit institution that is responsible for compliance with IPS regulatory re-
quirements on a consolidated basis and establishing a binding business strategy; 2) the IPS
contractual agreement shall contain a mutual commitment on solvency and liquidity between
the institutions composing the IPS, unlimited in respect of liquidity and committing at least
40% of own funds in solvency support; 3) the constituent institutions shall pool a significant
portion (at least 40%) of their profits, which must be distributed in proportion to the participat-
ing interest of each institution in the IPS; 4) the institutions must remain in the IPS for a mini-
mum period of 10 years and give at least 2 years’ notice of their intention to leave it upon ex-

1. See “Financial Regulation: 2008 Q2”, Economic Bulletin, July 2008, Banco de Espafia, pp. 134-143.
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SECURITISATION SPES:
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piry of that period, such withdrawal having to be authorised by the Banco de Espana. Also, the
contractual agreement must include a system of penalties for withdrawal from the IPS which
encourages the continued presence and stability of institutions in the IPS; 5) the aforemen-
tioned central institution shall be one of the credit institutions forming part of the institutional
protection scheme or an investee of all of them which also forms part of the IPS; and 6) in the
judgement of the Banco de Espanfna, the requirements set out in the current regulations on fi-
nancial institutions’ own funds for assigning a risk weight of 0% to the exposures between the
IPS members are met.

Certain time limits set in previous legislation are reduced. Thus it is stipulated that the action
plan? shall be submitted simultaneously (the previous time limit was within one month) with the
institution’s notification to the Banco de Espafa of the weakness of its economic and financial
position.

The amendment reduces to ten calendar days (previously one month) the period within which
the Banco de Espafna must notify that it requires an action plan to be submitted by a credit
institution suffering from financial weakness evidenced by the deterioration of its assets, of its
regulatory capital or of external confidence in its solvency.

The amendment reduces to five working days (previously ten) the period which the Ministry for
Economic Affairs and Finance has to manifest its opposition to the proposals made by the
FROB in the economic report detailing the financial impact of the restructuring plan submitted
on the funds contributed out of the State budget.

Further, a new instance is added in which a credit institution has to be restructured with the
intervention of the FROB. It is when a financially weak institution finds itself in circumstances
which, in the Banco de Espana’s judgement, are such that a viable remedy will not foreseeably
be found without the FROB'’s support.

For savings bank equity units issued with a view to subscription by the FROB, the amendment
provides that the two reports specified in Royal Decree 302/2004° of 20 February 2004 on
saving banks’ equity units will be replaced by a single report issued by the FROB, and they will
not have to be quoted on an organised secondary market so long as they are owned by the
FROB. These units will be eligible as tier 1 capital.

Lastly, the FROB retains representation rights in the savings bank’s general assembly in pro-
portion to the equity units held by it. This representation will not count for the purposes of
calculating limits on the representation of general government and of public law entities and
corporations.

The current legislation® has been amended to allow securitisation SPEs to own real estate,
goods, securities or financial claims and amounts received in payment of principal and interest
of mortgage-backed securities or other claims grouped together in their assets pursuant to a
ruling derived from any legal proceeding initiated to settle those claims (e.g. the proceeds from
liquidation of mortgage or non-mortgage collateral).

2. This action plan sets out the actions envisaged to remedy that situation. Those actions should be aimed at ensuring
the institution’s viability, either by strengthening its net assets and solvency or by facilitating its merger with or absorption
by another institution of recognised solvency or the full or partial transfer of its business or operating units to other
credit institutions. 3. See “Financial Regulation: 2004 Q1”, Economic Bulletin, April 2004, Banco de Espafia, p.
94. 4. Specifically, the fifth additional provision of Law 3/1994 of 14 April 1994 adapting Spanish law on credit institu-
tions to the Second Banking Directive. Also, other amendments relating to the financial system are introduced.
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To ensure investor protection, Securities Market Law 24/1988 of 28 July 1988° was amended
to require the intervention of a duly authorised institution to provide investment services in
certain securities offerings® to the general public that do not require a prospectus and can be
publicised by any means. Non-compliance with this requirement by the issuer shall be classed
as a very serious infringement under the securities market organisation and discipline regula-
tions.

Law 26/2009 of 23 December 2009’ on the State budget for 2010 was reformed to enable
SPEs securitising loans to SMEs to function more flexibly, so that the liquidity obtained from
the securitisation process could also be used to finance the current assets of SMEs.®

The Official Credit Institute (“ICO” by its Spanish acronym) has made available since 14 June a
new direct line of finance to SMEs and self-employed workers (ICOdirecto), in which the ICO
assumes 100% of the credit risk on transactions of up to €200,000.

The Royal Decree-Law came into force on 14 April 2010.

Royal Decree 628/2010 of 14 May 2010 (BOE of 3 June 2010) amending Royal Decree
2606/1996 of 20 December 1996° on credit institution deposit guarantee funds (DGFs) and
Royal Decree 948/2001 of 3 August 2001'° on investor compensation schemes was enacted
in order to complete the transposition of Directive 2009/14/EC of the European Parliament and
of the Council of 11 March 2009."

The most significant provisions in the Royal Decree are as follows:

The level of protection remains at €100,000 both in DGFs and in the ICS, and those guaran-
tees continue to apply per depositor or investor, whether a natural or a legal person, regardless
of the number and type of cash, securities or financial instrument deposits in the holder’s name
at the same institution.

The period which the Banco de Espana has to check that a credit institution is unable to repay
deposits which are due and payable is reduced to five working days.

Two different time periods are established for DGFs to pay guaranteed amounts, depending
on whether the payee is a depositor or an investor. DGFs have to pay depositors within 20
working days of the date when insolvency proceedings were declared against the institution

5. See “Regulacion Financiera: tercer trimestre de 1988”, Boletin Econdmico, October 1988, Banco de Espana, pp. 61-
62. 6. Specifically, some of the cases of securities public offerings set out in Article 30 bis of Securities Market Law
24/1988, such as those targeted at fewer than 100 natural or legal persons of a Member State, without including qualified
investors; those targeted at investors that purchase securities for a minimum of €50,000 per investor in each separate
offering; and those whose unit nominal value is at least €50,000. 7. See “Financial Regulation: 2009 Q4”, Economic
Bulletin, January 2010, Banco de Espafa, pp. 172-174. 8. Previously, an institution which assigned loans and credits
had to reinvest the resulting liquidity in new lending, particularly to SMEs, with maturities longer than one year. 9. See
“Regulacion financiera: cuarto trimestre de 1996”, Boletin Econémico, January 1997, Banco de Espafia, pp. 106-
109. 10. See “Financial Regulation: 2001 Q3”, Economic Bulletin, October 2001, Banco de Espana, pp. 93-97.  11. Di-
rective 2009/14/EC introduced a series of essential reforms in the regulation of European deposit guarantee schemes,
as follows: it fosters cooperation between European schemes, raises credit institutions’ reporting obligations to deposi-
tors on the coverage of their deposits by foreign or domestic schemes, increases credit institutions’ obligations to inform
depositors of the coverage of their deposits by foreign or national schemes, increases the level of deposit coverage, re-
duces the time periods for the competent authorities to declare that a given institution is unable to satisfy the amounts
claimed by depositors or investors and to make payment, and, lastly, obliges guarantee funds to conduct stress tests to
assess their ability to cope with a possible crisis at a credit institution. A significant portion of these reforms were made
in Spain through Royal Decree 1642/2008 of 10 October 2008. See “Financial Regulation: 2009 Q1”, Economic Bulletin,
April 2009, Banco de Espana.
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or when the Banco de Espana verified the credit institution’s inability to pay. In duly justified
circumstances, that time period may be extended by up to 10 more working days (previ-
ously the time period was three months, which, with extensions, could be prolonged to nine
months). The time period which DGFs or the ICS have to pay investors remains at three
months, but this period will begin running when the credit position of the investor is identified
and calculated (previously it was from when the credit institution’s inability to pay was verified
or insolvency proceedings were declared). In duly justified circumstances, it may be extended
up to another three months (previously it could be extended up to a maximum of nine
months).

Credit institutions have to make available to customers information on the functioning of the
DGFs of which they are members, specifying the amount and scope of the cover offered. Also,
they must inform about the conditions and the formalities which must be completed to obtain
compensation payouts.

The surplus held by DGFs in excess of the amount needed to fulfil their objectives shall remain
in their assets and may not be distributed or returned to member institutions.

DGFs have to conduct regular operational tests to assess their ability to cope with a possible
crisis at an institution.

Lastly, it is expressly specified that the ICS will not cover investors holding a securities account
with an institution not covered by the ICS, even if that institution had in turn deposited the
securities in an account at one covered by the ICS.

The Royal Decree came into force on 4 June 2010.

Ministerial Order EHA/1718/2010 of 11 June 2010 (BOE of 29 June 2010) on regulation and
control of advertising for banking products and services replaced and repealed Chapter Il of
the Ministry for Economic Affairs and Finance Order of 12 December 19892 on interest rates
and fees/commissions, operating rules, customer information and advertising of credit institu-
tions.

The Ministerial Order establishes a new administrative control regime for advertising by Span-
ish credit institutions and the branches in Spain of foreign credit institutions targeted at cus-
tomers or potential customers resident in Spain and relating to banking products and services
other than investment financial instruments and services. Also included in its scope of applica-
tion is advertising activity relating to the provision of payment services by payment institutions
regulated by Law 16/2009'® of 13 November 2009 on payment services.

Advertising activity is defined as all manner of communication which offers banking products
or services or disseminates information on them, whatever the medium used.'* Excluded from
regulation are certain advertising activities such as: a) corporate advertising campaigns; b) the
contents in an institution’s internet pages or other medium that are necessary to enter into
transactions; and c) information on the specific characteristics of the transactions included in
the institution’s operational internet pages where those transactions are carried out.

12. See “Regulacién financiera: cuarto trimestre de 1989”, Boletin Econdmico, January 1990, Banco de Espanfa, p.
35. 13.See “Financial Regulation: 2009 Q4”, Economic Bulletin, January 2010, Banco de Espafia, pp. 150-
155. 14. Press, radio, television, e-mail, internet or other electronic media, indoor or outdoor posters, billboards, pam-
phlets, circulars and letters forming part of an advertising campaign, telephone calls, door-to-door visits or any other
system of dissemination.
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The current system of prior authorisation is replaced by an advertising control system based
on two lines of action: the first, preventive, involves the establishment of the general princi-
ples to which advertising must conform and the general criteria governing the minimum
content and format of the advertising message, which will be determined by the Banco de
Espafa, as well as the requirement that credit institutions have procedures and internal con-
trols to protect the legitimate interests of customers and manage the risks to which they are
or may be exposed as a result of their advertising activity; and the second, consisting of
revision or ex post action, enables possible inappropriate conduct to be corrected, for which
purpose the Banco de Espana may require the withdrawal or rectification of any advertising
not complying with the aforementioned Ministerial Order or, where applicable, require such
warnings as it deems necessary about the advertised produce or service to be included in
the advertising.

Institutions and persons holding administrative or management positions in them that fail to
comply with the obligations set in this Ministerial Order or its implementing regulations shall be
liable to administrative penalties pursuant to the provisions of Law 26/1988 of 29 July 19881°
on the discipline and intervention of credit institutions.

The Ministerial Order came into force on 30 June 2010.

Following identical principles to those in the previous case, Ministerial Order EHA/1717/2010
of 11 June 2010 (BOE of 29 June 2010) on regulation and control of advertising for investment
products and services established the rules, principles and criteria to which advertising for fi-
nancial instruments and investment services has to conform.

This Ministerial Order regulates advertising activity targeted at investors resident in Spain relat-
ing to financial instruments, to other financial products subject to supervision by the Spanish
National Securities Market Commission (CNMV), to investment and ancillary services and an-
cillary and reserved activities involving the aforementioned financial instruments, and to CII,
venture capital entity and securitisation SPE management activity.

As with banking products, advertising activity is defined as all manner of communication ad-
dressed to the general public in order to promote, whether directly or through third parties, the
use of a certain investment service or activity or the subscription or acquisition of financial in-
struments, as well as those communications made by any interested party during a takeover
bid with a view to influencing the outcome.

Likewise, there is an advertising control system based on two lines of action. The first is pre-
ventive, in which the CNMV will determine the general principles to which advertising must
conform and the general criteria governing the content and format of the advertising message
and any other matter that may affect advertising. Further, investment firms and other entities
providing investment services are required to have a commercial communication policy with
suitable criteria and procedures to ensure compliance with current legislation.

The second, which involves revision or ex post action, provides that the CNMV has administra-
tive power to require the withdrawal or rectification of any advertising not complying with the
aforementioned Ministerial Order or to require that such warnings as it deems necessary about
the advertised produce or service have to be included in the advertising by the offeror or is-

15. See “Regulacion financiera: tercer trimestre de 1988”, Boletin Econdmico, October 1988, Banco de Espafa, pp.
56-58.
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suer. Failure to comply with such requirements may be liable to penalties in accordance with
the provisions of Securities Market Law 24/1988 of 28 July 1988.

If a prospectus has to be prepared, the advertising must indicate such publication and state
where investors are, or will be, able to obtain it. In these cases, the advertising information
must be consistent with the information contained in the prospectus.

The Ministerial Order came into force on 30 June 2010.

Royal Decree 749/2010 of 7 June 2010 (BOE of 8 June 2010) amended the implementing
regulations of Law 35/2003 of 4 November 2003 on Clls approved by Royal Decree 1309/2005
of 4 November 2005'® and other regulations in the tax field.

The legal regime governing exchange-traded funds, or ETFs, is made more flexible.'” Thus,
the constitution of these funds before a notary and their registration in the mercantile register
become optional. Also, their investment policy objectives are broadened, since they may re-
produce not only an index meeting the conditions set out in the regulations, but also any other
underlying index expressly authorised by the CNMV.

Exchange-traded index open-end investment companies are provided for in legislation. Their
legal regime is similar to that of an ETF, but in the form of an open-end investment company.
They enjoy certain exceptions with respect to open-end investment companies. Thus, upon
admission to listing, they are not required to have the stipulated minimum number of
shareholders;'® they are exempt from most of the special rules applicable to open-end invest-
ment companies regarding the application for admission of their shares to stock-exchange
trading; nor are they subject to the procedure for share transfers.

Also, the legal regime governing real estate ClIs is made more flexible, as follows: 1) the assets
in which they invest may include listed real estate investment companies (referred to by their
Spanish acronym “SOCIMI”),2° provided they have no holdings in the capital or net assets of
other real estate Clls; 2) their main corporate purpose may include investment in other real
estate Clls of similar characteristics, up to a limit of 10% of their assets, and 3) the percentage
of the compulsory investment in urban rental properties is reduced from 90% to 80% of their
assets, to equate it to that set for SOCIMI.

With regard to hedge funds (also known as alternative investment funds), certain exceptions
are stipulated for unit-holders having the status of professional investor (previously known as
qualified investors) as defined in the Securities Market Law?" in respect of the subscription and
purchase of units, and the rest of the text is brought into line with this new nomenclature.

Legal provisions are laid down to introduce the concept of special-purpose Clls or investment
compartments (hereafter “special-purpose Clls), known in the international arena as “side

16. See “Financial Regulation: 2005 Q4”, Economic Bulletin, January 2006, Banco de Espafa, pp. 112-119. 17. ETFs
resemble index funds, but the acquisition or sale of their shares is now permitted not only once a day, but throughout the
daily trading period on the relevant exchange. Their shares are admitted to trading on a stock exchange. 18. The
number of shareholders may not be below 100. In the case of investment firms composed of compartments, the mini-
mum number of shareholders in each compartment may not be less than 20 and in no case may the total number of
total shareholders of the firm be less than 100. 19. See Article 28 of Law 35/2003 of 4 November 2003. 20. Regu-
lated by Law 11/2009 of 26 October 2009. See “Financial Regulation: 2009 Q4”, Economic Bulletin, January 2010,
Banco de Espafna, pp. 166-169. 21. The term “professional client” and characteristics thereof were introduced by Law
47/2007 of 19 December 2007. See “Financial Regulation: 2007 Q4”, Economic Bulletin, January 2008, Banco de Es-
pana, pp. 183-189.
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pockets”). These new entities are the result of spinning off a part of the original Cll in order to
transfer solely those assets which are affected by exceptional circumstances preventing them
from being valued or sold on reasonable terms and which represent more than 5% of the Cll's
net assets. Hence a special-purpose Cll will have the same legal form as the original ClI, but
is subject to a special valuation, liquidity, subscription and redemption regime which enables
its assets to be liquidated in an orderly fashion.

The units or shares of the resulting special-purpose CllI will be received by the unit-holders or
shareholders of the original Cll in proportion to their investment in the original CII.

The creation of the special-purpose Cll must be notified to the CNMV and will be considered
to be a significant event. Also, the unit-holders or shareholders must be notified in writing, in-
dicating the reasons for creating the special-purpose Cll and the conditions governing it.

Once the redemptions have been satisfied or the repurchases or transfers vis-a-vis investors
have been carried out, the resulting special-purpose Cll will be extinguished and the CNMV
notified accordingly.

It should be noted that open-end investment companies whose shares are admitted to trading
on stock exchanges or other regulated markets or multilateral trading facilities may not create
special-purpose compartments, must necessarily opt for Clls and may not apply for admission
to trading on stock exchanges or other regulated markets or multilateral trading facilities.

The liquidation regime governing securities funds is improved in that the liquidator (i.e.
the IIC management company with the involvement of the depositor) may, via liquida-
tions on account, progressively distribute the proceeds from disposal of the fund’s secu-
rities and assets proportionally among all the fund’s unit-holders, once all creditors’
claims have been satisfied or the amounts due and payable to them have been settled .
Previously, by contrast, securities funds were subject to certain requirements and time
limits stipulated in the implementing regulations. This same liquidation regime also be-
comes applicable to real estate investment funds, albeit subject to certain specific fea-
tures detailed in the legislation allowing such funds to gradually be liquidated and the
resulting liquidity distributed among unit-holders without need to wait until all the assets
are sold.

Finally, the implementing regulations on non-resident income tax, corporate income tax and
personal income tax are amended. Those amendments consist of exemption from the obliga-
tion to made withholdings from or prepayments on account of income derived from the trans-
fer or redemption of shares or equity holdings in ETFs or exchange-traded index open-end
investment companies.

The Royal Decree came into force on 9 June 2010.

Ministerial Order 1665/2010 of 11 June 2010 (BOE of 23 June 2010) implementing Articles 71
and 76 of Royal Decree 217/2008 of 15 February 2008%% on the legal regime of IFs and of
other investment services entities in respect of fees/commissions and standard contracts was
promulgated.??

22. See “Financial Regulation: 2008 Q1”, Economic Bulletin, April 2008, Banco de Espafia. 23. The Ministerial Order
repeals in full the Ministerial Order of 25 October 1995 and the Ministerial Order of 7 October 1999, which had been
partially repealed by Royal Decree 217/2008.
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The legal regime governing fees/commissions shows no significant new features with respect
to the previous situation. Thus, their minimum content is defined, the formal requirements are
specified and it is stipulated that entities may not apply fees/commissions at rates higher than
or for items other than those stated in the brochure, nor may they charge fees/commissions
or expenses for unnecessary transactions or for services not effectively rendered or not ex-
pressly accepted or requested by the customer.

Also, the regime of prior inspection of fee and commission brochures by the CNMV remains in place.
Following receipt of a brochure from entities, the CNMV will have 30 days (previously 15 days) to
formulate objections or recommendations for rectification purposes or require the inclusion of spe-
cific financial services when such services contribute to the aforementioned objective of transpar-
ency. If it takes no action, the CNMV has to make the brochure available to the public on its website.
The brochure will become applicable once the aforementioned time limit of 30 days has elapsed.

As regards standard contracts, the current regime of prior inspection is replaced by a system of ex
post inspection by the CNMV. This measure represents an improvement for entities, since they will not
have to wait for their standard contract to be authorised in order to be able to use it with their custom-
ers, but rather will be able to use it directly, provided it has been made public sufficiently. However, the
CNMV may require entities to rectify or terminate any standard contracts that do not comply with
current legislation. This measure is to be adopted without prejudice to such liability as may have been
incurred by the entity under the penalty regime established by the Securities Market Law.

The minimum content of these contracts is brought up to date,?* although the CNMV reserves
the right to specify in greater detail the compulsory content of the standard contracts for cer-
tain services.?® Also included is a list of investment services for which the entities wishing to
provide them must prepare standard contracts, as well as a general clause permitting entities
to use standard contracts for the provision of other services not contained in the list.

Lastly, the legal regime governing the making public of fee and commission brochures and
standard contracts is updated and adapted to current circumstances. Thus the CNMV has to
make available to the public on its website the fee and commission brochures and the chang-
es thereto sent by entities, once the CNMV has checked that they comply with current legisla-
tion. For their part, the entities have to do the same in all their full and representative offices
and on their websites. The CNMV may set the requirements and conditions applicable to such
publicity in order to achieve, inter alia, the widest dissemination of information.

The Ministerial Order came into force on 24 June 2010.

Royal Decree 712/2010 of 28 May 2010 (BOE of 29 May 2010) on the legal regime governing
payment services and payment institutions (“Pls”),%® implements Law 16/2009 of 13 Novem-

24. Standard contracts must now be worded in accordance with Legislative Royal Decree 1/2007 of 16 November 2007
enacting the consolidated text of the General Consumer and User Protection Law and other supplementary laws and
with the rules of conduct set out in Securities Market Law 24/1988 of 28 July 1988 and its implementing regula-
tions. 25. Specifically, portfolio management, safekeeping and administration of financial instruments and any other
services or cases which the CNMV considers should be standardised and for which it has thus deemed a standard
contract to be compulsory.  26. Payment institutions are legal persons that have been granted authorisation to provide
and execute all or some of the payment services specified in Law 16/2009. Included are the following: a) services ena-
bling cash to be placed on or withdrawn from a payment account as well as all the operations required for operating a
payment account; b) execution of payment transactions such as direct debits, payment transactions through a payment
card or a similar device, and credit transfers, including standing orders; c) issuing and/or acquiring of payment instru-
ments; and d) money remittance. Under Law 16/2009 the provision of these services is reserved to the payment institu-
tions now being discussed and to traditional credit institutions, electronic money institutions and the Spanish State
postal service.
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ber 2009 on payment services and Ministerial Order EHA/1608/2010 of 14 June 2010 (BOE
of 18 June 2010) on transparency of conditions and information requirements applicable to
payment services implements the general obligations in this area contained in Law 16/2009.
This completes the transposition to Spanish legislation of Directive 2007/64/EC of the Euro-
pean Parliament and of the Council of 13 November 200727 on payment services in the inter-
nal market.

It is the prerogative of the Ministry for Economic Affairs and Finance to authorise the creation of
Pls, following an report from the Banco de Espana and the Executive Service of the Commis-
sion for the Prevention of Money Laundering and Monetary Offences on the matters in their
areas of competence. Before commencing their operations, Pls must be registered in the Spe-
cial Registry of Pls to be set up by the Banco de Espana. This registry will state the payment
services for which they have been authorised and, in addition, their agents and branches.

The requirements for obtaining and conserving the authorisation to operate as a payment in-
stitution are established, inter alia, as follows: 1) have at all times a minimum initial capital be-
tween €20,000 and €125,000, depending on the type of payment services provided; 2) have
suitable shareholders or owners of qualifying holdings;?® 3) have directors, general managers
or similar officers of recognised repute; 4) have in place solid corporate governance proce-
dures effective for identifying, managing, controlling and communicating risks and have the
means to forestall and prevent money laundering and terrorist financing.

The special features of hybrid Pls, i.e. entities that, in addition to providing payment services,
engage in some other economic activity are addressed.?® In certain cases they may be re-
quired to set up a separate PI; specifically, this is so when the performance of economic ac-
tivities other than payment services may affect their financial soundness or detract from the
Banco de Espafia’s ability to supervise compliance by Pls with their obligations.

Pls authorised in another EU Member State which wish to engage in cross-border activity in
Spain through the opening of branches or in exercise of the freedom to provide services may
do so only if the Banco de Espana receives a communication from the Pl’s supervisory author-
ity which contains certain information.*°

Pls authorised in a non-Member State of the EU must, in addition to meeting the requirements
set for resident Pls, comply with other additional ones, such as having at least one person who
is responsible for managing the branch it is intended to establish in Spain and who effectively
determines the orientation of that branch. Authorisation may be denied in application of the
principle of reciprocity.

Similarly, Spanish Pls intending to engage in cross-border activity in a non-Member State of
the European Union through the opening of branches, in exercise of the freedom to provide
services or through a subsidiary must apply to do so to the Banco de Espana, providing cer-
tain information in their application.®’

27. See “Financial Regulation: 2007 Q4”, Economic Bulletin, January 2008, Banco de Espafa, pp 194-196. 28. “Qualify-
ing holding” means a direct or indirect holding in an undertaking which represents 10 % or more of the capital or of the
voting rights or which makes it possible to exercise a significant influence over the management of that undertaking.  29. Un-
like other financial intermediaries, payment institutions are not entities with an exclusive corporate purpose, since they are
permitted to provide payment services simultaneously with other ancillary services or any other economic activity.  30. Among
other things, the information to be provided shall include a programme of activities indicating, in particular, the transactions
it is intended to carry out, the organisational structure of the branch, and the names and service records of the proposed
managers of the branch.  31. Among other things, the information to be provided shall include a programme of activities,
the organisational structure of the branch, and the names and service records of the proposed managers of the branch.
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Lastly, provision is made for the creation or acquisition of qualifying holdings in the PI of a non-
Member State of the EU by a Spanish PI, which, in any event, shall be subject to prior au-
thorisation from the Banco de Espana.

Spanish Pls and branches in Spain of foreign Pls intending to provide payment services
through an agent must provide the Banco de Esparia with information about the internal con-
trol and communication procedures and bodies to be used in their relations with agents, both
to forestall and prevent money laundering and terrorist financing and to ensure compliance
with the applicable sectoral regulations.

To delegate essential operational functions relating to payment services, Pls must notify
the Banco de Espanfa, such notification including detailed information on the character-
istics of the delegation and the identify of the firm to which it is intended to delegate. The
delegation must be carried out in such a way as not to affect the quality of the PI’s inter-
nal control over the delegated functions or the Banco de Espafia’s ability to supervise the
PI.

Pls must safeguard the funds received from payment service users or received through
another payment service provider for the execution of payment transactions, observing for
this purpose one of the two procedures stipulated in Law 16/2009. Under the first meth-
od, they shall not be commingled at any time with the funds of any other natural or legal
person and, where applicable, they shall be deposited in a separate account in a credit
institution or invested in secure, liquid low-risk assets, in respect of which the payment
service user shall be insulated in accordance with insolvency law against the claims of
other creditors of the payment institution. Alternatively, they shall be covered by an insur-
ance policy or some other comparable guarantee from an insurance company or a credit
institution which has a high credit rating and does not belong to the same group as the
PI.

Regarding the first procedure, a list is given of the secure, liquid low-risk assets in which the
funds may be invested. Regarding the second, the conditions to be met by the insurance
policy or comparable guarantee are specified.

The method to be applied by Pls for calculating their own funds requirements is specified. It is
based on a weighting of the amount of the payment transactions executed by them during the
previous year.*

Also, several provisions are set in place to ensure that any Pl with a shortfall of own funds will
return to compliance with the own funds regulations. Specifically, the Pl must immediately
notify the own funds shortfall to the Banco de Espana and submit within one month a pro-
gramme setting out its plans for re-establishing compliance. In these circumstances, Pls are
obliged to submit any appropriation of profits to the Banco de Espana for prior authorisa-
tion.%3

32. However, the Banco de Espafia may —on its own initiative or in response to the Pl in question, and having regard to
the need to improve its solvency, protect the interests of users or of the payments system, or ensure more effective su-
pervision of the Pl- decide that own funds requirements have to be calculated by one of the other two methods envis-
aged in law: in one of them, the calculation is based on the preceding year’s overheads, and in the other, on the sum of
different income, expenses and fees/commissions. 33. If the own funds shortfall exceeds 20% of own funds require-
ments, the PI must allocate to reserves all the net profit or surplus, unless the Banco de Espafa authorises otherwise as
a result of approval of the programme to return to compliance.
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The provisions relating to operating limits on payment accounts of Pls regulate the effect of a
payment account remaining inactive for one year®* and they also limit the possibility of an ac-
count having a debit balance as a result of transactions initiated directly by the payer holding
the payment account.®®

The disciplinary regime set out in Law 26/1988 of 29 July 1988 on the discipline and interven-
tion of credit institutions shall, with certain adaptations, be applicable to Pls and persons hold-
ing administration or management positions in them.

Pls must send to the Banco de Espafna information on: a) any acquisition of a qualifying hold-
ing in them; b) the financial institutions with direct or indirect holdings in their capital; c) any
person holding at least 2.5% of their capital.

Some aspects of the payment service regulations may not apply to payment instruments of
small amount,®® if this is expressly agreed.

Also set out are transparency requirements and certain conditions for payment transactions
subject to framework contracts and for other (“single”) transactions. In those cases in which
the payment service user is not a consumer, the parties may agree that such requirements are
totally or partially non-applicable.

Both in single transactions and in those subject to a framework contract, the payment service
provider is required to furnish previously to the user, in a readily accessible form, certain gen-
eral information and the conditions applying to the service. The general information on single
transactions must basically include prior information on the maximum execution period of the
payment service, the expenses to be paid by the user to the provider for that service and, in
the event that the payment transaction includes a change of currency, the effective or refer-
ence exchange rate to be applied.

In the case of transactions under a framework contract, the payment service provider shall
furnish the user with prior information on the conditions contained in it. When a payment
transaction takes place, the provider shall furnish the payer with explicit information on the
maximum execution period and on the expenses to be paid, adding, where applicable, a
breakdown of those expenses. Similarly, the payee’s payment service provider must fur-
nish to the payee certain information on payment transactions subject to a framework
contract, such as the amount of the payment transaction and of any related expenses and,
where applicable, the related breakdown of expenses and/or interest to be paid by the
payee.

Finally, regarding the currency-exchange bureaux that were authorised to make transfers
abroad before the new legislation came into force, the procedure and the minimum require-
ments for their authorisation to be recognised or, where applicable, for them to be converted
into Pls are set out.

34. Payment accounts will, from they time they are opened and at all times thereafter, have associated with them a cash
deposit account opened by one of its holders at a credit institution authorised in the European Union, to which the bal-
ance of the payment account has to be transferred if the latter shows no transaction in the preceding year. 35. Save in
exceptional cases envisaged in law, payment accounts may have a debit balance only as a result of the provision of pay-
ment services initiated by the payee thereof, and never as a result of payment transactions initiated directly by the payer
holding the payment account.  36. Specifically, for individual payment transactions not exceeding €30 or subject to an
expense limit of €150 or allowing the storage of funds not exceeding at any time €150, payment service providers are
permitted to agree with users that certain provisions of Law 16/2009 will not apply.
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SUBJECT PARTIES

The Royal Decree came into force on 30 May 2010 and the Ministerial Order on 8 July 2010.

Law 10/2010 of 28 April 2010 (BOE of 29 April 2010), on the prevention of money laundering
and terrorist financing has been published. It repeals Law 19/1993 of 28 December 1993°%” on
certain measures to prevent money laundering, and amends law 19/2003 of 21 May 2003, on
the prevention and blocking of terrorist financing, and Law 19/2003 of 4 July 2003°% on the
legal regime governing capital movements and cross-border transactions and on certain
measures to prevent money laundering.

This law transposes Directive 2005/60/EC of the European Parliament and of the Council of
26 October 2005% into Spanish law and adopts the penalty rules of Regulation (EC) No
1781/2006 of the European Parliament and of the Council of 15 November 2006 on informa-
tion on the payer accompanying transfers of funds. The Law, in line with the Directive, unifies
the rules for the prevention of money laundering and terrorist financing insofar as the preven-
tion obligations of subject parties are concerned.*

Table 1 offers, in summary form, a comparison between the main provisions of this Law and
the situation prior to this Law.

A preventive burden is placed on parties acting as intermediaries in legal operations or trans-
actions when there are signs or proof that they involve assets of llicit origin. Among the parties
required to supervise these acts are, as under the previous rules, financial institutions,*' prop-
erty developers, auditors, notaries, registrars, casinos, lawyers and court attorneys, and deal-
ers in jewels and objets d’art. The Law includes some new parties, such as the recently regu-
lated payment institutions, loan brokers, persons who, without obtaining authorisation to be a
specialised credit institution, carry on some of the activities thereof, and persons who deal
professionally in goods when payments are made in cash or cash equivalents*? in amounts of
€15,000 or more, whether through a single operation or in several operations which appear to
be linked.

At the same time, the threshold amount of cash or cash equivalents for which individuals are
required to make a prior declaration of inward or outward cross-border transfers is raised from
€6,000 to €10,000, and from €80,500 to €100,000 in the case of movements of cash or cash
equivalents within the national territory. Only individuals, acting on behalf of firms which, duly
authorised and registered by the Ministry of the Interior, carry on activities involving the transit
of cash or cash equivalents, are excepted from this obligation.

37. See “Regulacion financiera: cuarto trimestre de 1993», Boletin Econdmico, January 1994, Banco de Espana, pp. 78
and 79. 38. See “Financial Regulation: 2003 Q3”, Economic Bulletin, October 2003, Banco de Espafa, pp. 94-
96. 39. On the prevention of the use of the financial system for the purpose of money laundering and terrorist financing,
which was implemented by Commission Directive 2006/70/EC of 1 August 2006 laying down implementing measures
for Directive 2005/60/EC of the European Parliament and of the Council as regards the definition of ‘politically exposed
person’ and the technical criteria for simplified customer due diligence procedures and for exemption on grounds of a
financial activity conducted on an occasional or very limited basis. 40. Those aspects relating to the blocking of funds
allegedly linked to terrorism, which remain within the sphere of the Ministry of the Interior, continue to be regulated by Law
12/2003 of 21 May 2003. 41. This definition includes credit institutions, insurance companies, investment firms, man-
agement companies of collective investment institutions and investment companies whose management is not entrusted
to a management company, management companies of pension funds, venture capital management companies and
venture capital companies whose management has not been entrusted to a management company and mutual guaran-
tee companies. 42. For the purposes of the Law, cash and cash equivalents shall be deemed to include: a) national or
foreign banknotes or coins; b) bearer cheques denominated in any currency; and c) any other physical device, including
electronic devices, conceived to be used as a bearer means of payment. In the case of cross-border movements, cash
and cash equivalents also include: traveller’s cheques, negotiable instruments, including cheques, notes, and payment
orders, whether issued to the bearer, endorsed without restriction, issued to the order of a fictitious beneficiary or in any
other form by virtue of which title thereto is transferred by delivery and incomplete instruments, including cheques, notes
and payment orders, that have been signed, but with the name of the beneficiary omitted.
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PREVENTION OF MONEY LAUNDERING AND TERRORIST FINANCING

LAW 19/1993 OF 28 DECEMBER 1993

LAW 10/2010 OF 28 APRIL 2010

Subject parties

Financial institutions, property developers, auditors, notaries, registrars,
casinos, lawyers, court attorneys, and dealers in jewels and objets d’art.

Natural persons are required to submit prior declarations for inward or
outward cross-border transfers of cash or cash equivalents when their
amount is €6,000 or more, and for movements within the national territory
when their amount is €80,500 or more.

In addition, payment entities, loan brokers and natural or legal persons who
trade professionally in goods, when payments are made in cash or cash
equivalents in amounts of €15,000 or more

The amounts are raised to €10,000 and €100,000, respectively.

Due diligence measures

Some.

Some.

These shall be applied to their customers to: 1) check the nature of their
professional or business activities; 2) conduct ongoing monitoring of their
business; 3) determine if they are acting on their own behalf or on behalf of
third parties; and 4) to determine the structure of ownership or control of
legal persons, to ensure that they do not establish business relations if it is
not possible to determine such structure.

These measures shall be enhanced in certain cases; in particular, when the
customer is a person with public responsibilities, or is an immediate family
member or known to be a close associate of such a person.

Reporting obligations

Subject parties shall perform a special examination of any action or
operation (including mere attempts), which by its nature may suggest the
possibility of links to money laundering or terrorist financing. A report shall
be submitted without delay and on the party's own initiative to the
Executive Service of the Commission for the Prevention of Money
Laundering and Monetary Offences.

Subject parties shall notify the Executive Service, with such periodicity as
may be determined, of those operations that may be established in
regulations, and shall provide it with any documentation or information that
it requests from them for the exercise of its powers.

Subject parties shall keep for at least six years all documentation relating to
the performance of the obligations established in the Law.

No significant changes.

No significant changes.

The period for keeping the documentation is lengthened to ten years.

Internal control measures

Subject parties shall establish appropriate internal control and
communication procedures and bodies to know, anticipate and prevent
operations relating to money laundering or terrorist financing.

Not envisaged.

Due diligence, reporting, document retention, and risk assessment and
management policies and procedures are added. Also, the internal control
measures shall be subject to annual examination by an external expert.

Approval of an appropriate manual for the prevention of money laundering
and terrorist financing, which shall be kept updated, with complete
information on the internal control measures.

Penalty rules

Very serious offences: public warning and fines of between €90,000 and
the larger of the following amounts: 5% of the subject party’s net worth,
double the financial amount of the operation, or €1.5 million.

Serious offences: private or public warning and fines of between €6,000
and the larger of: 1% of the subject party's net worth, 150% of the financial
amount of the operation, or €150,000.

Not envisaged.

In relation to individuals, in the event of failure to comply with the obligation
to declare movements of capital: fine of between €600 and half the value of
the means of payment concerned.

SOURCES: BOE and Banco de Espana.

Very serious infringements: public warning and fines of between €150,000
and the larger of: 5% of the subject party’s net worth, double the financial
amount of the operation, or €1.5 million.

Serious infringements: private or public warning and fines of between
€60,001 and the larger of: 1% of the subject party's net worth, 150%
of the financial amount of the operation, or €150,000.

Minor infringements: private warning and fines of up to €60,000.

In relation to individuals, in the event of failure to comply with the obligation
to declare movements of capital: fine of between €600 and twice the value
of the means of payment concerned.
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DUE DILIGENCE MEASURES

REPORTING OBLIGATIONS

One of the most important changes made by this Law is the establishment of a series of due
diligence measures to be performed by the subject parties, to obtain information on their cus-
tomers both at the time of establishing business relations and during the course of the relation-
ship with them. They shall not carry on business or perform transactions with natural or legal
persons who have not been duly identified. In particular, opening, dealing in or keeping ac-
counts, passbooks, assets or instruments that are numbered, coded, anonymous or in ficti-
tious names is prohibited.

Subject parties shall apply customer due diligence measures to new and existing customers,*®
among other purposes, in order to: 1) know and check the nature of their professional or busi-
ness activities; 2) conduct ongoing monitoring of their business and of their business and risk
profile, including the source of their funds; 3) obtain information on customers to determine if
they are acting on their own behalf or on behalf of third parties (formal and real ownership), so
that, if there are signs or proof that customers are not acting on their own behalf, they shall
obtain precise information in order to know the identity of the persons on whose behalf they
are acting; and 4) to determine the structure of ownership or control of legal persons (if it is not
possible to determine such structure they may not establish relations with such customer).

The subject parties shall always apply the measures when there are signs of money laundering
or terrorist financing, when dealing in new products or when a transaction arises that is sig-
nificant in terms of its volume or complexity.

The general rule is that subject parties may adjust the application of the measures according
to the risk, type of customer, product or operation. The Law determines the existence of cer-
tain customers** and operations® for which not all of the due diligence measures are applica-
ble, generally only formal identification being required.

By contrast, these measures shall be expressly enhanced in certain cases envisaged in the
Law (in particular, and in addition to private banking, money remittances and currency ex-
change transactions, when the customer is a person with public responsibilities, or is an im-
mediate family member or known to be a close associate of such a person), where the cus-
tomer has not been physically present for identification purposes and in cross-border
correspondent banking relationships with third countries.

Subject parties shall, as under the previous rules, perform a special examination of any action or
operation (including mere attempts), of whatever amount, when there are signs that it may be linked
to money laundering or terrorist financing, and summarise the results of the examination in a written
report. This report shall be forwarded without delay and on the party’s own initiative to the Executive
Service of the Commission for the Prevention of Money Laundering and Monetary Offences. The
latter shall also be notified of any operations that appear to be incongruous with the nature, volume
of activity or operational background of the customer, provided that no economic, professional or
business justification for their conduct is appreciated in the special examination, as well as of those
operations that are specified in regulations, with such periodicity as may be determined.

43. A period of five years is established for the application of due diligence procedures to existing customers.  44. Such
as: a) public law entities of the Member States of the European Union or of similar third countries; b) financial institutions
domiciled in the European Union or in similar third countries whose compliance with due diligence requirements is subject
to supervision, and ¢) companies with a stock exchange quotation whose securities are listed on a regulated market of
the European Union or a similar third country. 45. Such as: a) life assurance policies with an annual premium that does
not exceed €1,000 or a one-off premium that does not exceed €2,500, unless splitting of the operation is apparent; b)
social welfare instruments, provided that liquidity is limited to the cases envisaged in the legislation on pension schemes
and funds and they cannot be used as collateral for a loan; ¢) collective insurance covering pension commitments, pro-
vided that it complies with certain requirements, and d) electronic money in the terms specified in regulations.
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INTERNAL CONTROL MEASURES

PENALTY RULES AND OTHER
PROVISIONS

European Financial
Stabilisation Mechanism
and European Financial
Stability Facility

Apart from this notification based on evidence, the subject parties are still required to make
systematic and periodic notifications to the Executive Service of all operations in an amount
exceeding the threshold determined in regulations.

Finally, subject parties shall keep for at least ten years (previously six) all the documentation
relating to the performance of the obligations established in the Law.

The internal control measures are updated as they are adapted to the changes made by the
Law. The subject parties, with the exceptions that may be determined in regulations, shall ap-
prove in writing and apply appropriate policies and procedures in the area of due diligence,
reporting, document retention, internal control, evaluation and management of risks, ensuring
compliance with the relevant provisions and communication, in order to anticipate and prevent
operations relating to money laundering or terrorist financing. The internal control measures
shall be subject to annual examination by an external expert.

A new requirement is for subject parties to approve an appropriate manual for the prevention
of money laundering and terrorist financing, which shall be kept up to date, with complete in-
formation on the internal control measures. For exercise of its supervision and inspection func-
tion, the manual shall be available to the Executive Service of the Commission for the Preven-
tion of Money Laundering and Monetary Offences, which may require them to adopt the
appropriate remedial measures.

The penalty rules are updated, to cover a larger number of offences, distinguishing between
very serious and serious offences and, for the first time, minor ones, and the financial penalties
are raised, without prejudice to any criminal liability.

At the same time, it is envisaged that the Ministry of Economy and Finance may decide to set
up centralised preventive bodies for the professional associations subject to the Law, which
will have the function of intensifying and channelling the collaboration of the professional as-
sociations with the judicial, police and administrative authorities responsible for the prevention
and suppression of money laundering and terrorist financing, without prejudice to the direct
liability of the professionals who are included as subject parties.

It is also envisaged that information on certain operations shall be exchanged among the
subject parties in order to anticipate or prevent operations related to money laundering
and terrorist financing, in addition to the exchange of information and collaboration be-
tween the Spanish authorities and the competent authorities of other states already estab-
lished.

The Law came into force on 30 April 2010, except for the due diligence measures, which must
be applied within five years from that date.

Council Regulation No 407/2010 of 11 May 2010 (OJL of 12 May 2010) establishing a Euro-
pean Financial Stabilisation Mechanism (EFSM) has been published. The purpose of this
mechanism is to provide assistance to those Member States experiencing, or seriously threat-
ened with, a severe economic or financial disturbance caused by exceptional occurrences
beyond their control. Its activation will be in the context of a joint EU/IMF support and it will be
subject to strict conditionality requirements. This mechanism shall be maintained for as long
as necessary to safeguard financial stability and shall operate without prejudice to the balance-
of-payments assistance for non-euro area Member States. The contribution from the Union
budget shall be up to €60 bn.
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Support Fund for Greece

Member States applying for financial assistance shall discuss with the Commission, in liaison
with the European Central Bank (ECB), an assessment of its financial needs. Assistance shall
be granted by a Council decision, adopted by a qualified majority on a proposal from the Com-
mission. The assistance shall take the form of a loan or a credit line granted to the Member
State.

The loan shall, as a rule, be disbursed in instalments. The Commission shall verify at regular
intervals whether the economic policy of the beneficiary Member State accords with its adjust-
ment programme and, on the basis of the findings of such verification, decide on the release
of further instalments.

At the same time, Royal Decree Law 9/2010 of 28 May 2010 (BOE of 29 May 2010) has been
published in Spain, authorising the government to grant guarantees, in an amount of up to
€58.9 bn, for operations conducted through the European Financial Stability Facility (EFSF).
The EFSF was set up following the agreement reached by the euro area Member States to
supplement the EFSM with a contribution of up to €440 bn.

Its purpose is to raise funds on the international capital markets, with the backing of the guar-
antees granted by the euro area Member States, in order to provide loans, in liaison with the
IMF,“® to those euro area Member States having difficulty meeting their financial needs, subject
to strict conditionality. This facility shall be maintained until 30 June 2013.

The Regulation entered into force on 13 May 2010 and the Royal Decree Law on 19 May
2010.

Royal Decree Law 7/2010 of 7 May 2010 (BOE of 7 May 2010) has been published, which sets
up a Support Fund for Greece, and authorises an extraordinary loan in the amount of €9.8 bn
to fund it.

In response to Greece’s request for assistance, the Eurogroup has activated a support mech-
anism, consisting in the provision of financing, through bilateral loans pooled by the European
Commission. These loans will be granted with strong elements of conditionality, negotiated by
the IMF, the European Commission, the ECB and the Greek government.

The amount of the financial package totals €110 bn over three years, of which €80 bn will be
contributed by the euro area Member States (€30 bn of which is to be disbursed in 2010), and
the other €30 bn by the IMF.

Spain’s total contribution to this assistance programme, calculated on the basis of its ECB
capital key, adjusted to the euro area Member Stat’s, excluding Greece, totals €9.8 bn, of
which €3.7 bn will be disbursed in 2010.

The Royal Decree Law entered into force on 7 May 2010.

6.7.2010

46. The IMF shall make a special contribution of €250 bn.
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1.1. GROSS DOMESTIC PRODUCT. VOLUME CHAIN-LINKED INDICES, REFERENCE YEAR 2000=100. DEMAND COMPONENTS.
SPAIN AND EURO AREA (a)

m  Series depicted in chart.

07
09

07 @2
Q3
Q4

08 Q17
Q2
Q3
Q4

09 Q17
Q2
Q3
Q4

10 Q7

Annual percentage changes

Annual percentage changes

GDP Final consumption | General govern- Gross fixed Domestic Exports of Imports of Memorandum item:
of households ment final capital demand goods and goods and GDPmp (current
and NPISHs consumption formation services services prices) (g)
Euro Euro Euro Euro Euro Euro Euro Euro
Spain area Spain area Spain area Spain area Spain area Spain area Spain area Spain area
(b) (c) d (e) f f
- 2 - 3 - 4 - 5 6 - 8 - - 10 - 11 12 13 14 15 16
P 3.6 2.8 3.6 1.6 5.5 2.3 4.6 4.6 4.2 2.4 6.6 6.3 8.0 55 1053 9013
P 0.9 0.5 -0.6 0.3 5.4 2.2 -4.4 -0.8 -0.5 0.5 -1.0 0.8 -4.9 09 1089 9258
P -3.6 -4.1 -4.8 -1.2 3.8 27 -1563 -10.8 -6.0 -3.4 -115 -1341 -179 -11.8 1051 8968
P 3.8 2.7 41 1.7 59 2.3 54 4.4 4.6 2.3 6.3 6.5 8.7 5.6 262 2243
P 3.5 2.7 3.5 1.9 5.7 2.3 4.0 3.8 3.8 2.3 8.8 7.3 9.0 6.3 265 2266
P 3.1 2.2 3.3 1.2 5.1 2.2 3.7 3.0 3.6 1.9 3.8 4.2 5.5 3.6 269 2285
P 25 2.2 2.1 1.6 4.6 1.7 1.3 2.4 2.4 1.6 3.9 5.6 3.1 4.2 272 2317
P 1.7 1.4 0.2 0.5 5.1 2.3 -1.9 1.0 0.6 0.8 2.4 3.7 -1.3 2.4 274 2325
P 0.4 0.3 -1.3 -0.1 5.8 2.3 -6.0 -0.9 -1.3 0.2 -2.9 1.0 -7.6 0.8 273 2322
P -1.2 -2.0 -3.3 -0.9 6.3 26 -10.9 -5.9 -3.7 -0.6 =71 =71 -13.5 -3.9 270 2294
P -3.3 -5.2 -5.3 -1.7 6.0 3.0 -149 -115 -6.0 -3.7 -166 -164 -223 -13.3 267 2237
P -4.2 -4.9 -5.8 -1.2 4.7 29 -170 -11.5 -7.0 -38 -147 -17.0 -21.7 -147 262 2234
P -4.0 -4.1 -4.8 -1.3 41 30 -160 -11.4 -6.2 -35 -108 -136 -17.0 -124 260 2246
P -3.1 -2.1 -3.4 -0.5 0.8 20 -129 -8.7 -5.0 -2.8 -2.9 -5.2 -9.6 -7.0 261 2250
P -1.3 0.6 -0.6 0.0 1.5 1.4 -9.9 -4.8 -2.4 0.3 8.0 5.7 2.6 4.9 264 2263
GDP. AND DOMESTIC DEMAND. SPAIN AND EURO AREA DEMAND COMPONENTS. SPAIN AND EURO AREA
Annual percentage changes
=== GDP SPAIN === FINAL CONS. HOUS. AND NPISHs. SPAIN
=== GDP EURO AREA === FINAL CONS. HOUS. AND NPISHs. EURO AREA
DOMESTIC DEMAND SPAIN GFCF SPAIN
% === DOMESTIC DEMAND EURO AREA % . 8% === GFCF EURO AREA % 8
F 16 6 - 16
14 4 14
12 2 r 12
0 0 0
{2 2| {2
1 -4 -4 - 1 -4
1-6 -6 - 1-6
F 1-8 -8 - 1-8
t 1-10 -10 + 1-10
t 1-12 -12 - 1-12
t 1-14 -14 + 1-14
t 1-16 -16 1-16
—_— —_ —_ —_— -18 18 —_— —_ —_ —_ 18
2007 2008 2009 2010 2007 2008 2009 2010

Sources: INE (Quarterly National Accounts of Spain. Base year 2000) and Eurostat.
a. Spain: prepared in accordance with ESA95, seasonally- and working-day-adjusted series (see Economic bulletin April 2002); Euro area, prepared in accordance with

ESA95. b. Final consumption expenditure may take place on the domestic territory or abroad (ESA95, 3.75). It therefore includes residents’ consumption abroad, which is
subsequently deducted in Imports of goods and services. c. Euro area, private consumption.
d. Euro area, government consumption. e. Residents’ demand within and outside the economic territory.
f. Exports and imports comprise goods and services and include cross-border trade within the euro area. g. Billions of euro.
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1.2. GROSS DOMESTIC PRODUCT. VOLUME CHAIN-LINKED INDICES. REFERENCE YEAR 2000=100. DEMAND COMPONENTS.
SPAIN: BREAKDOWN (a)

m  Series depicted in chart. Annual percentage changes
Gross fixed capital Exports of goods and services Imports of goods and services emorandum items:
formation
Change Final con- Final
in umption of onsumption
Total |Capital | Construc- Other Stocks Total | Goods [non-resi- |Services Total | Goods [of residents |Services | Domestic | GDP
goods tion products (b) dents in in the rest demand
conomic of the world (b) (c)
territory
1 2 3 4 5 6 7 8 9 10 11 12 13 14 15
- - - - -
07 P 4.6 9.0 3.2 3.6 -0.1 6.6 7.4 -0.7 10.7 8.0 7.7 7.2 9.5 4.4 3.6
08 P -4.4 -1.8 -5.5 -4.3 0.1 -1.0 -1.7 -4.3 4.8 -4.9 -5.6 -6.3 -1.3 -0.5 0.9
09 P -153 -231 -11.2 -17.2 00 -115 -11.6 -9.6 -125 -17.9 -18.9 -14.3 -14.2 -6.4 -3.6
07 Q2 P 54 9.7 41 4.0 -0.1 6.3 7.9 -2.7 8.4 8.7 8.7 8.0 8.7 4.9 3.8
Q3 P 4.0 8.0 2.8 2.9 -0.1 8.8 8.1 -1.2 21.9 9.0 8.0 6.6 14.6 41 3.5
Q4 P 3.7 6.6 2.1 5.0 -0.1 3.8 4.7 0.2 3.4 55 52 3.1 7.3 3.9 3.1
08 Q1 P 1.3 5.0 -0.5 2.4 0.1 3.9 3.3 1.0 9.0 3.1 2.7 2.8 5.1 25 25
Q2 P -1.9 2.9 -4.1 -1.2 0.2 2.4 1.5 -3.0 111 -1.3 -1.2 -3.2 -1.2 0.6 1.7
Q3 P -6.0 -3.0 -7.2 -6.1 0.2 -2.9 -2.0 -4.9 -4.7 -7.6 -8.6 -11.4 -2.6 -1.4 0.4
Q4 P -109 -116 -10.2 -11.8 0.1 =71 -9.4 -10.3 49 -135 -151 -13.1 -6.2 -3.9 -1.2
09 Q1 P -149 -240 -11.3 -13.2 0.1 -16.6 -19.9 -14.0 -6.5 -22.3 -247 -19.9 -11.5 -6.3 -3.3
Q2 P -17.0 -283 -11.6 -17.6 -0.0 -14.7 -16.6 -9.1 -125 -21.7 -23.8 -12. -13.8 -7.4 -4.2
Q3 P -16.0 -23.8 -11.4 -19.9 -0.0 -10.8 -9.7 -9.3 -16.0 -17.0 -17.8 -12.2 -14.4 -6.6 -4.0
Q4 P -129 -153 -10.2 -18.5 0.1 -2.9 1.3 -5.5 -15.1 -9.6 -7.7 -12.0 -17.2 -5.3 -3.1
10 Q1 P -9.9 -25 -10.6 -17.5 0.0 8.0 13.0 -0.2 -1.6 2.6 53 -1.7 -7.3 -25 -1.3
GDP. DOMESTIC DEMAND GDP. DEMAND COMPONENTS
Annual percentage changes Annual percentage changes
=== GDPmp : g:gg é)TNsCAPITAL GOODS
" === DOMESTIC DEMAND (b) " " IMPORTS "
20 ¢ 120 20 ¢ 120
10 | 1 10 10 \ 1 10
0 \\/ 0 0 \ 0
-10 -10 -10 -10
-20 -20 -20 -20
-30 30 30 -30

2007 2008 2009 2010 2007 2008 2009 2010

Source: INE (Quarterly National Accounts of Spain. Base year 2000).

a. Prepared in 