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Foreword by the Governor
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The Banco de Espafia’s Annual Report takes stock of the developments in the Spanish economy
in 2023 and in 2024 to date, setting them against the global and European context, and assesses
the outlook and the main risks in the short and medium term (see Chapter 1). Taking a longer
perspective, this report spells out the main structural challenges facing Spain and that have
continued to hamper convergence with the euro area in recent decades, and the policies and
reforms needed to make up for lost time (see Chapter 2).

The report also includes two thematic chapters. Chapter 3 focuses on the Spanish labour
market, reviewing its recent developments, before analysing the challenges associated
with the technological and demographic changes under way (which are common to other
advanced economies) and discussing labour market policies as they currently stand and
possible avenues to improve them so as to tackle both these and the more idiosyncratic
challenges within the Spanish labour market (e.g. its persistently higher unemployment rate
than in other European countries). Chapter 4 describes the recent changes in the Spanish
housing market and analyses the associated risks to financial stability. It also looks at
the housing affordability problems of recent years and examines possible courses of action
to address them.

The Annual Report thus supplements the specific analysis of the Spanish financial sector
carried out by the Banco de Espafa, presented every six months in the Financial Stability

Report, the latest edition of which was published in April.
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Recent macroeconomic developments

Despite the restrictive stance of monetary policy and the high level of geopolitical uncertainty,
in 2023 the world economy grew more than expected. This resilience, which varied across
geographical areas, was partly underpinned by strong employment in most economies and, in
some regions, fiscal policy support.

Mention should also be made of disinflation, which was mainly driven by the fall in energy
commodity prices, the fading of the supply shocks observed in recent years and monetary
policy tightening. Against this background, central banks in emerging economies started to
ease their restrictive monetary policy stance, while their counterparts in the main advanced
economies paused their interest rate hiking cycles.

However, euro area economic activity was observably weak, with the German economy
notably sluggish and even contracting slightly. Inflation slowed more than expected and has
fallen by 8.2 percentage points (pp) since October 2022 (2.8 pp since March 2023 in the case
of core inflation), as the monetary policy of the European Central Bank (ECB) — which set the
deposit facility rate at 4% in September — continued to be transmitted forcefully to financing
conditions.

Amid monetary tightening, weak euro area growth and high uncertainty, the Spanish economy
stood out as it recorded growth (2.5%) significantly above the euro area average (0.4%) and
initial expectations. As aresult, at end-2023 GDP was around 3% higher than its pre-pandemic
level. However, GDP per capita in Spain had only risen by 0.3% since end-2019 (against a
background of high immigration flows over the last two years), in contrast to the euro area
where it stood 2% above its pre-pandemic level.

GDP growth was mainly driven by buoyancy in household spending (underpinned by strong job
creation amid sliding productivity), government consumption and external demand, while
business investment proved considerably sluggish. The high growth rates of tourism-related
services explained around one-half of growth in 2023.

Meanwhile, the private sector has continued to deleverage, with its debt now down 94 pp of
GDP from the peak of 2010. In addition, Spain’s current account surplus increased and its
negative net international investment position decreased by 7 pp, to 52.8% of GDP, 45 pp below
the all-time high recorded in 2014. Meanwhile, the budget deficit and government debt as a
percentage of GDP also fell, but they nevertheless remain at high levels.

Annual Report 2023 - Banco de Espana 10
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The disinflation process, which began in 2022 Q3, continued in 2023, driven mainly by lower
energy prices, while food and core inflation slowed more gradually. In addition, the slowdown
in unit profits cushioned the impact of the growth of compensation per employee.

The outlook for the coming years

Against a backdrop of high geopolitical uncertainty, global economic growth is expected to
stabilise at around 3.2% over the coming years, significantly below that observed over the last
two decades (3.8%). Some cross-region differences are expected to persist, and inflation
around the world will continue to ease.

Turning to the euro area, the ECB staff macroeconomic projections envisage a slow and gradual
recovery, to 0.6% in 2024 and around 1.5% in 2025 and 2026, which will be underpinned above
all by private consumption, boosted by the increase in real household income resulting from
robust wage growth and lower inflation. Government consumption is also projected to continue
increasing and external demand is forecast to fare well, against the backdrop of an improvement
in the euro area’s terms of trade. Financial markets expect the restrictive monetary policy stance
to be eased gradually. Nevertheless, the risks to this growth scenario are tilted to the downside,
particularly those associated with the war in Ukraine and the conflict in the Middle East.

Inflation is expected to continue to slow over the coming quarters, although in 2024 it will come
down more slowly due to upward base effects, the gradual withdrawal of the fiscal measures
adopted during the energy crisis and the more persistent services inflation, in line with historical
patterns. All things considered, the projections envisage inflation easing to 2.3% in 2024 and to
around 2% in 2025 and 2026, which is consistent with the ECB’s medium-term target. The risks
to these inflation projections are balanced.

Given this situation, we on the Governing Council of the ECB consider that, provided the inflation
outlook remains unchanged, it would be appropriate to start to reduce the current level of
monetary policy restriction in June. In any event, given the level of uncertainty, we will continue
to follow a data-dependent and meeting-by-meeting approach and we are not pre-committing
to a particular rate path.

As for the Spanish economy, the latest Banco de Espafia macroeconomic projections forecast
GDP growth falling from 2.5% in 2023 to 1.9% in 2024 and 2025 and to 1.7% in 2026, rates

which are above the economy’s potential growth.
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The main drivers of this projected growth are the European economy’s gradual recovery, the
fading of the adverse impact of monetary tightening on activity, the recovery in economic
agents’ real income, forecast population growth and the fiscal impulse from the Next Generation
EU (NGEU) programme.

Conversely, markedly weak investment and lacklustre productivity, in addition to the waning of
some of the tailwinds that have recently driven growth (related to the sharp correction in some
of the adverse supply shocks that weighed on activity in 2021 and 2022), will hold back the
future rate of growth.

In any event, a high level of uncertainty surrounds these projections.
First, as in the euro area, the uncertainty stemming from the geopolitical tensions should be noted.

Second, given the persistence of a large structural budget deficit and high government debt,
compliance with the new European fiscal rules will require the implementation of a fiscal
consolidation plan that gradually corrects these imbalances. Strict compliance with the European
rules is key to reducing this vulnerability of the Spanish economy; however, the impact of this
consolidation plan would foreseeably result in a lower than expected degree of economic growth.
This could be cushioned by designing the plan to foster the economy’s potential growth and
accompanying it with a package of ambitious structural reforms and the investments — supported
by the full implementation of the NGEU programme — needed to improve growth capacity.

Third, unit labour costs have grown significantly despite the contained rise in wage settlements
(in line with the recommendations established in the fifth Employment and Collective Bargaining
Agreement). This is because compensation per employee in the market economy has in recent
quarters grown more than negotiated wage increases under collective agreements. Against a
backdrop of higher non-wage costs (for example, social security contributions) and weak
productivity, this compensation growth has meant that unit labour costs have risen more in
Spain than in other euro area countries since the start of the pandemic, which could ultimately
affect the price competitiveness of Spanish firms.

Fourth, the results of the latest waves of the Banco de Espafna Business Activity Survey show
that in recent quarters firms have perceived a rise in economic policy uncertainty. This has
become the main constraint on business activity, affecting 58% of firms. Should this continue,
it could have a negative bearing on decisions concerning business investment, which has been
very weak in recent years, and the future growth path.
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Lastly, the projections are particularly influenced by the execution of the NGEU programme, the
boost from which is expected to gather pace in 2024 and 2025.

The structural challenges facing the Spanish economy and the role of economic policies

Beyond the short and medium-term outlook, the Spanish economy’s growth capacity over
the years ahead will be highly influenced by a number of far-reaching structural challenges.
These notably include boosting productivity growth, bringing down the high structural
unemployment rate, ensuring the sustainability of public finances, reducing the vulnerabilities
in certain household segments (in particular in relation to housing affordability), tackling the
many challenges posed by the green transition and further strengthening the resilience of
Spain’s financial system. At the same time, Spain should actively contribute to deepening
European integration, which will help us to successfully address the numerous global
challenges that we face.

As | have pointed out on other occasions, addressing these challenges calls for the design
and implementation of a comprehensive strategy of ambitious and lasting reforms,
underpinned by broad consensus. As recently noted by IMF staff in the Concluding Statement
of the 2024 Article IV Mission, the absence of such consensus, amid high political
fragmentation, could hinder the design and implementation of structural reforms and fiscal
consolidation, and could have a detrimental impact on the economic growth outlook. This
risk was illustrated when the general State Budget — which plays an instrumental role in
defining economic policy for the year — for 2023 was rolled over into this year, thus confirming
that the uncertainty indicated by business surveys is real.

1 Driving productivity growth

In recent decades, the Spanish economy has seen a slowdown in productivity growth that has
been significantly more pronounced than in other developed countries. Sluggish productivity
represents one of Spain’s main structural challenges, and is one of the reasons, along with high
unemployment rates, why the country has been unable to converge with euro area per capita
income in recent decades.

Chapter 2 of this report examines Spain’s lacklustre productivity, showing it to be the product
of many interacting factors that should be addressed simultaneously. These factors notably
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include those shaping firm size and demographics, the reallocation of factors of production
across sectors and firms, the level of human capital in the population, the technological capital
stock and investment in innovation, and the regulatory and institutional framework.

The establishment of the Productivity Board, whose tasks include conducting economic and
statistical analyses of the Spanish economy’s productivity and competitiveness, could pave the
way for future reforms. If the Board is to be effective, it will need to ensure the independence
and expertise of its members, and sufficient resources will have to be available to undertake
rigorous analyses.

1.1 Increasing firm size and facilitating cross-sector and cross-firm reallocation of productive
resources

Larger firms are typically more productive and more diversified than their smaller competitors,
not only in terms of their products and customers, but also their sources of financing.
Accordingly, one reason for Spain’s low productivity is the high proportion of smaller firms in
the economy compared with other European countries. In 2021, 76.8% of Spanish firms had
between one and four employees, the highest percentage in the European Union (EU) and far
higher than the figures seen, for example, in Germany (63.2%), France (70.4%) and Italy (72.5%).
This gap has been relatively stable over recent decades and cannot be wholly attributed to the
specific sectoral composition of the Spanish economy.

In terms of business demographics, the low productivity growth among active firms and the
small contribution of net firm entry stand out. Similarly, firm entry and exit rates (a mechanism
that is typically one of the main contributors to productivity gains), have declined, particularly
in the most recent period.

Many obstacles shaping firm size and demographics in Spain have been identified. These
notably include those related to the quantity and complexity of regulations (which sometimes
also create obstacles to market unity), certain regulatory thresholds arbitrarily linked to firm
size, low access to non-bank financing, inefficient insolvency proceedings and public tender
procedures that tend to result in contracts being awarded to large firms. Removing these
obstacles could significantly boost productivity growth.

As described in Chapter 2, various initiatives have been approved in recent years in an attempt
to bolster business growth and smooth the efficient reallocation of factors of production.
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However, it is still too early to accurately assess whether these initiatives will be able to correct
the weaknesses identified.

1.2 Fostering the accumulation of human capital

The level and quality of human capital are key determinants of economic growth. At individual
level, there is a clear positive return to education, one that seems to be increasing over time.
Forinstance, in 2019 an upper secondary education or intermediate vocational training provided
areturn —in terms of future labour income - of 18% for men and 26% for women compared with
compulsory secondary education alone.

Despite improving in recent decades, the population’s educational attainment level remains
below the European average. Spain continues to have one of the highest early school leaving
rates among European countries, its results in international educational assessments (such as
the OECD’s PISA) are relatively mediocre and the educational attainment level among adults
(employees, employers and the self-employed alike) is low.

Public policies should encourage students to remain in school and improve their performance
at lower levels of education. Indeed, various tutoring programmes are already available and
have proven helpful. Furthermore, the public sector should provide students (and their families)
with sufficient information on the employment returns to education to help them to make
informed decisions. Enhancing the Spanish population’s financial literacy, which remains low,
would also further this objective.

The educational system must also be readier to adapt to the structural shifts in the labour
market. Conventional (i.e. on-site) public university education seems to be responding only very
slightly to changes in demand, which could hold back the economy’s productive capacity and
constrain equality of opportunity.

Meanwhile, high-quality vocational training could be a very effective means of reducing both the early
school leaving rate and some of the existing supply and demand mismatches in the labour market,
which could increase in the future. The dual vocational training system has proven effective in improving
employability, wages and job retention rates. If the targets set in the Recovery, Transformation and
Resilience Plan for increasing the number of training positions are to be met, firms must be provided
with the right incentives to generate these positions. However, at international level, there is no clear
evidence that the better short-term returns to the dual model continue over the working life, particularly
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in a context of rapid technological change. Therefore, the continuing professional development
system should be reinforced at the same time as the dual vocational training system is rolled out.

1.3 Promoting investment in physical and technological capital and innovation

The low share of innovation in Spain’s economy has also contributed to the country’s lacklustre
productivity. Spain has a lower percentage of innovative firms than other European countries,
even when the firms’ smaller size and sectoral distribution are taken into account.

Since the outbreak of the health crisis, the recovery in investment in intangible assets in Spain
has been stronger than in the other investment components. However, it has not grown enough
to significantly close the gap with average euro area levels. In 2023, investment in machinery
and equipment in Spain was more than 8 pp below its pre-pandemic level, whereas in the euro
area it stood 3% above the pre-pandemic figure.

In order to promote business investment and innovation, efforts are required to smooth access
to external financing, develop venture capital markets and review the efficiency and design of
tax incentives for innovation. The recent measures rolled out in this area, such as the Law on
Developing the Ecosystem of Emerging Businesses and the Law on Science, Technology and
Innovation, could further these objectives. A stable regulatory framework and institutional
environment must also be provided.

1.4 Improving institutional quality and trust

The institutional framework, its quality and, in particular, the degree of trust that institutions
instil among economic agents are key in determining long-run growth. According to various
indicators, institutional quality and trust in Spain have deteriorated since the financial crisis,
more so than in other European countries.

Action is therefore needed to boost the efficacy and efficiency of Spanish public administrations,
including the judicial system. The future approval of the statute of the Public Policy Assessment
Agency should pave the way for ex ante and ex post assessments of central government
policies and programmes (any ex post public spending reviews will be performed by the
Independent Authority for Fiscal Responsibility (AIReF)). Furthermore, public policy assessments
would ideally be extended to all tiers of government.
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2 Reducing the high structural unemployment rate

Between 2019 Q4 and 2023 Q4, 1.28 million jobs were created in Spain. The employment rate
(the number of employed persons relative to the population aged 16 to 64) increased from
63.7% to 65.9% in that same period. Meanwhile, the temporary employment ratio decreased to
16.5% (from 25.4% at end-2021), thus converging significantly towards the euro area average,
although it remains close to 30% in the public sector. However, outflows from employment into
unemployment (which proxy job stability) are still significantly higher than those observed for
the euro area as a whole.

Employment has grown with considerable heterogeneity across sectors, occupations and
regions, with the largest increases concentrated in the public sector, among people with a
higher educational attainment and in the regions with the lowest employment rates. Foreign
nationals accounted for 72% of the labour force increase between the start of 2022 and end-
2023 (788,000 people) and 54% of the 1.06 million new persons employed in this period.

As a result, the unemployment rate has trended downwards since mid-2020. However, at end-
2023 it was still 11.8%, twice that of the EU27. This difference is especially marked in terms of
youth unemployment, the incidence of long-term unemployment and the employment status
of workers approaching the retirement age. And, despite this high unemployment rate, labour
shortages can be seen in certain sectors.

A considerable portion of the cross-country differences in unemployment rates are related
to labour market institutions and policies. These typically include the design of active labour
market policies (which should mainly aim to make the unemployed more employable) and
passive labour market policies (which should offer an appropriate level of protection for the
unemployed while providing sufficient incentives for them to return to work), and other
factors that influence both the rate of job creation and job stability (e.g. the different types
of contracts available, the level of termination costs and many factors with a bearing on
collective bargaining).

The labour market is undergoing profound changes, from both a technological and demographic
standpoint. The technological changes stem mainly from advances in robotics and artificial
intelligence. The demographic shifts are above all related to the ageing workforce, resulting
from lower numbers of new entrants in the labour market and a longer working life. Both factors
have important implications for labour supply and demand and for the effectiveness of labour
market and, more generally, economic policies.
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Given this situation, reviewing labour market policies is a priority. Specifically, in line with the
new Employment Law, the public employment services should introduce new techniques for
job profiling and for matching job-seekers to the available vacancies. Training and job
intermediation programmes should be assessed continuously to improve both their design and
the allocation of resources, and to evaluate possible partnerships and synergies with the private
sector. Meanwhile, unemployment benefits should afford the unemployed appropriate
protection, but without disincentivising job-seeking and labour mobility. This could be achieved,
for example, by allowing certain benefits to be compatible with employment and by reducing
their amount over time.

In addition, to foster the necessary sectoral and occupational reallocation of employment, more
headway should be made in defining the objective grounds for dismissal and in making such
processes less uncertain. To the same end, collective bargaining should allow for a degree of
flexibility to enable employment conditions to cater to firms’ individual circumstances.

Longer working lives should be encouraged not just by increasing the statutory retirement age,
but also by doing away with certain aspects that, in practice, serve to drive older workers out
of the labour market.

The national minimum wage has risen by 54% since 2018 and now exceeds 60% of the gross
median wage, with wide disparity across provinces. It is estimated that 12.7% of workers will
earn the national minimum wage in 2024. At these levels, it would be advisable for potential
future increases in the national minimum wage to take into account (through a detailed ex ante
analysis) the possible adverse effects that, in the absence of productivity gains, such increases
could have on employment for certain groups of workers, firms and regions.

Finally, moving forward with the reduction of the statutory working week without taking into
account either the considerable differences in working hours across firms and sectors or
productivity gains — which are ultimately what make wage increases and shorter working hours
possible — would pose risks to employment growth.

3 Ensuring the sustainability of public finances
Although the public debt-to-GDP ratio has declined from its pandemic peak of 120.3% in 2020
to slightly below 108% at end-2023, this level is historically very high and around 30 pp above

the euro area arithmetic mean (17 pp higher than the euro area weighted average).
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The general government deficit declined from 4.7% of GDP in 2022 to 3.6% in 2023. In a setting in
which public spending remained high, this reduction was attributable to the continuing strong growth
in revenue. Since 2019, tax and social contribution receipts as a share of GDP increased by 2.5 pp,
reaching a level slightly above the EU arithmetic mean (although 3 pp below the weighted average).

Strong government revenue growth over the last four years has been predominantly driven by
personal income tax, due to real growth in both the number of taxpayers (employed persons
and pensioners) and the nominal tax base (wages, social benefits and other household
income), which is being boosted by the inflationary episode. Indeed, nominal growth in
the personal income tax base may trigger an increase in the effective average tax rate when the
parameters determining the tax liability are not fully updated in line with growth in the taxable
base. This effect, known as “fiscal drag”, means that a given percentage increase in income
results in tax payable rising by an even higher percentage. Overall, effective average personal
income tax rates are estimated to have risen from 12.8% in 2019 to 14.7% in 2023, with 70%
of this increase attributable to fiscal drag. The impact appears to have been most pronounced
for taxpayers in the middle of the income distribution.

The increase in revenue, however, has been more than offset by the rise in expenditure. As a
result, according to Banco de Espana estimates, the Spanish general government structural
deficit increased from 3.1% of GDP in 2019 to 3.7% of GDP in 2023.

3.1 Designing and implementing a medium-term fiscal consolidation plan

Correcting the large imbalance in public finances requires the prompt implementation of a
medium-term fiscal consolidation plan.

The consolidation plan will need to be aligned with the new EU fiscal framework. Under this
framework, each Member State will prepare budgetary plans, which may span up to seven
years under certain conditions (carrying out structural reforms that improve growth potential or
making public investments aligned with the EU’s common priorities). According to Banco de
Espafia estimates, compliance with the new fiscal framework would require an average annual
reduction in Spain’s primary structural deficit of around 0.5 pp of GDP between 2025 and 2031.

The plan should also be grounded on prudent macroeconomic projections and specify the
revenue and expenditure measures that will allow the deficit targets to be achieved. This would

increase confidence in the consolidation process and certainty about economic policies.
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As for the elements of the plan, it is essential to increase efficiency on the public expenditure side,
in line with the recommendations of the AIReF’s Spending Review, and to optimise the distribution
of expenditure across the different items in order to promote robust and equitable economic
growth. On the revenue side, a comprehensive review of the tax system should be carried out to
improve its effectiveness and efficiency. The reform should increase the relative share of
consumption and environmental taxation (which is low compared to that of other European
economies), reduce the substantial tax benefits and improve international tax coordination.

The consolidation plan will also require the involvement of all tiers of general government.
Furthermore, a reform of the regional government financing system is still pending to correct
some of the shortcomings it has displayed over the past decades. This reform should ensure
that the Spanish regions have sufficient resources available for their actual spending needs
(based on objective calculations), and that there is fiscal co-responsibility and transparency in
the various parameters that determine the functioning and development of the system. Strict
implementation of fiscal rules at all levels of government is also crucial. In this regard, a possible
cancellation of some of the debt accumulated by Spanish regions in recent decades could
reduce the incentives for them to maintain fiscal discipline in the future. The reform should also
address the system’s lack of stability, which has created an incentive to pursue negotiations as
a means of securing more funding.

3.2 Ensuring the sustainability of the pension system

The Spanish economy is undergoing a process of population ageing that will intensify over the
coming decades and will be more pronounced than in other European countries. Drawing on
Eurostat projections, between 2023 and 2053 the dependency ratio (the ratio of the population
aged over 66 to those aged 16-66) in Spain will rise by 27.2 pp to 53.8%, compared with an
average increase of 16.6 pp, to 45.8%, in the EU.

Meanwhile, although migration flows have surged in recent years, it seems unlikely that this will offset
population ageing, or effectively smooth any mismatches that might arise in the labour market.

From the standpoint of public finances, this demographic growth will lead to a substantial
increase in pension expenditure over the coming decades. According to AlReF projections,
under a baseline scenario pension expenditure will climb from 13.6% of GDP in 2021 to 16.2%
in 2050, while the European Commission’s 2024 Ageing Report sets pension expenditure in
that year at 17.3% of GDP under its baseline scenario.

Annual Report 2023 - Banco de Espana 20


https://economy-finance.ec.europa.eu/publications/2024-ageing-report-economic-and-budgetary-projections-eu-member-states-2022-2070_en

L BCESES, FOREWORD BY THE GOVERNOR

In this setting, between 2021 and 2023 a new pension system reform was implemented that
included, among other measures, CPI-based pension revaluation enshrined in law, elimination
of the sustainability factor, greater incentives to delay the retirement age and increased social
security resources from higher contributions from both employers and workers. Moreover, in
the event of future financial imbalances in the pension system, increasing contributions
becomes the adjustment process by default (the backstop mechanism).

An overall analysis of the main regulatory changes made - albeit subject to considerable
uncertainty — points to higher expenditure obligations in the long term that are not fully offset
on the revenue side. The backstop mechanism introduced in the new reform will be reviewed in
2025. Our estimates suggest that, should it be necessary to activate the backstop, making the
necessary adjustment purely by raising social security contributions could be detrimental to
employment and to the competitiveness of the Spanish economy.

Looking ahead, an in-depth analysis of the different regulatory changes made would be
desirable. Regarding the incentives to postpone the retirement age, this report includes an
analysis which suggests, as a first approximation, that there would be no major reduction in
pension expenditure as a result. It would also be important to analyse: first, the effects of the
increase in social security contributions on the labour market and the competitiveness of
Spanish firms, and the consequences for intergenerational equity; second, alternative measures,
including those affecting replacement rates which are high by international standards; and
third, developments in private retirement saving and its ability to complement public pensions.

4 Reducing vulnerabilities observed in some household segments

Data from the Spanish Living Conditions Survey suggest that, against a backdrop of strong
employment growth, in 2022 income inequality in Spain was very similar to, and even lower
than, that observed before the start of the global financial crisis.

However, there are pockets of vulnerability among certain groups, largely related to difficulties
finding employment and housing. Indeed, Spain is the European economy with the highest
percentage of people living in rented housing at risk of poverty or social exclusion, specifically
45% in 2022, compared with an average of 31% in the EU27.

In 2020, according to data from the Banco de Espana’s Spanish Survey of Household Finances,
54.3% of the economy’s total net wealth held by Spanish households was concentrated among
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the wealthiest 10% of the population, compared with 43% in 2002. This is, however, a
substantially lower percentage than that observed in other countries. On a global scale, in
2021, for example, the wealthiest 10% of the population held 76% of total wealth.

In addition, the correlation between parents’ level of educational attainment and that of their
adult offspring decreased in the second half of the 20th century, suggesting greater
intergenerational mobility and, therefore, more equality of opportunity. Nevertheless, the level
of this correlation varies significantly across municipalities and provinces.

Addressing the challenges posed by these pockets of vulnerability among Spanish households
requires public policy actions across a broad range of spheres. In particular, it is vital that the
high structural unemployment rate be reduced and that human capital be strengthened through
improvements in the quality of the Spanish education system.

Moreover, income and transfer policies can play an important role in mitigating the adverse
effects associated with high levels of inequality or vulnerability, although their capacity to attain
the proposed goals must be analysed, along with their implications in terms of efficiency and
equity. In this respect, some AlIReF studies suggest that there is scope for improved integration
of the minimum income scheme, the various local and regional subsistence income schemes
and unemployment assistance benefits.

4.1 Alleviating housing affordability problems

In recent years there has been a growing supply and demand mismatch in the residential
housing market — in the house purchase and the rental segment — owing to both demand
strength and relative supply rigidity.

Demand has been driven by demographic growth, largely associated with significant external
migration flows which have intensified since 2022 and are concentrated in certain regions and
in the main urban areas. It has also risen as a result of strong demand from non-residents, both
for home ownership and rentals (mainly in the holiday segment). And all this in a favourable
macroeconomic environment in which, despite the monetary tightening that began in 2021,
house purchases and new mortgage credit flows in 2023 were above their 2019 levels.

By contrast, growth in the residential housing supply has been more lacklustre. New housing in
particular has made a limited contribution to the aggregate residential housing supply, among
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other factors owing to construction workforce shortages, rising production costs and the lack
of investment in acquiring and developing new urban land available for construction. The
relative supply rigidity is also explained by the low capacity for housing renovation, the mismatch
between empty housing and current household preferences, regulatory uncertainty and the
rise in alternative housing uses, such as holiday or seasonal rentals.

As a result of these residential housing supply and demand mismatches, prices have risen
continuously since 2014, especially in the large urban and tourist areas which are those that
have experienced most increase in demand.

The supply and demand mismatches are particularly acute in the residential rental segment in
the city centres. Housing demand among lower-income groups, such as young people and the
foreign-born population, is concentrated in the rental market. This is partly because these
groups do not have sufficient savings or income to be able to obtain a mortgage.

Although the proportion of individual landlords in the residential rental supply has increased
significantly, the market has not grown sufficiently to absorb the surge in demand, in a setting
in which professional agents and social rentals account for only a small market share. The
supply shortage and the problems in the way the rental market works are reflected, for instance,
in the fact that rental prices are high compared with house prices, especially in areas where
there is a high concentration of lower-income households.

From the financial stability standpoint, the associated vulnerabilities and risks are contained.
This is largely due to the prudent mortgage lending credit standards applied by banks, which
have prevented the build-up of imbalances such as those that led to the 2008-2013 real estate
and banking crisis. In this respect, there are no warning signs in relation to the credit market and
no signs of real estate activity becoming oversized. Moreover, according to the latest data,
housing valuation indicators appear, on average, to be close to equilibrium.

By contrast, housing affordability difficulties have increased in recent years. These problems
are greater for lower-income households and those with scant saving capacity, groups that
include a high proportion of young people and foreign-born population. By geographical area,
the difficulties are most acute in areas that are more economically buoyant and those with
higher levels of tourism.

However, the proportion of home-owner households with a mortgage that are overburdened
by their housing costs is low. This appears to reflect, at least in part, sound selective lending
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by banks, which only extend credit to households that have sufficient savings and income
relative to the price of the property concerned. By contrast, the percentage of renter
households that are overburdened by their housing costs is very high, above the EU27
average.

Housing affordability problems have adverse social and economic effects. In particular, if
households are overburdened by their housing costs their ability to save is limited and this may
distort their consumption and investment decisions, among others, and also their decisions on
where to live, whether to have children and whether to continue their education. In consequence,
housing affordability difficulties may give rise to lower aggregate productivity and lower
economic growth.

Considering the scale of the problem, it seems unlikely that isolated short-term actions may
be sufficient to significantly reduce today’s housing affordability difficulties. At the same time,
measures such as rent controls, which may have relatively limited effectiveness in the
short term, could ultimately have significant unwanted effects, for instance by reducing
the housing supply.

Instead, the reforms adopted should ideally extend over a long time horizon and involve the
different tiers of government with responsibility for housing, in a coordinated manner and in
collaboration with private initiative. These measures should focus on stimulating the housing
supply — especially rental and social rental housing — and on prioritising allocation of the
available resources to the most vulnerable groups. In addition, other areas that affect the
housing market, such as the functioning of the labour market, productivity growth and tax
and transport policies, should also be considered.

5 Tackling the green transition

The fight against climate change and the transition towards a more sustainable economy are
among the key challenges facing society. Spain has taken on ambitious environmental
commitments, in line with those established in the EU and in other advanced economies.

The Banco de Espafa has developed an intense research agenda that seeks to delve into the
diverse implications of this issue for the Spanish economy. Indeed, a specific chapter of our
Annual Report 2021 was dedicated to environmental matters, which was complemented by an
analysis of the implications of the energy crisis in the Annual Report 2022.
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These analyses confirm the high economic costs of staying on the current path of global
greenhouse gas emissions. They also underline the fact that delaying action will drive
up both the physical and transition costs involved. This calls for adopting a mitigation
strategy that is ambitious, timely, orderly and predictable. And if it is to be effective, this strategy
needs to be global. Governments must play a leading role in this process, through
environmental taxation, public investment and regulation of economic activity. Specifically,
it will require the large-scale deployment of renewable energy sources, for which Spain has
a very favourable climate. It will also call for making a determined commitment to improving
energy efficiency which, in turn, will help ease the green transition’s adverse impact
on activity.

It should also be borne in mind that climate change and the transition to a more sustainable
economy will have a highly heterogeneous impact across regions, sectors, firms and households
and may hit the most vulnerable particularly hard. Consequently, particular care must be taken
to temper distributional effects. Otherwise, not only would the green transition be more costly
in economic terms, but the pace and ambition of the process could also be constrained by
episodes of social unrest.

6 Continuing to strengthen the Spanish banking sector’s resilience

The banking sector in both Spain and the EU as a whole has proven resilient over the past
year. Banks’ financial position has benefited from their adaptation to the macro-financial
environment of monetary tightening that has brought an end to the prolonged period of low
interest rates in which they had operated for close to a decade. One contributing factor in this
respect, in addition to strong economic growth, has been their robust financial position in the
face of the interest rate hiking cycle, facilitated by the international regulatory framework
developed over the last few years, which has proved itself effective.

Specifically, Spanish banks have managed to significantly improve their profitability, thanks
mainly to growth in their net interest income, and also to their contained impairment losses,
especially in their business in Spain.

The sound performance of net interest income has, in turn, been underpinned by the asymmetric
pass-through of the interest rate rises to bank credit and deposits. Although there has been a
slight contraction in credit, in line with its higher cost following the monetary policy tightening,
this has not been sufficient to weigh on banks’ earnings.
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Moreover, the banking system’s liquidity position has held at levels well above minimum
requirements. As regards solvency, despite the slight improvement, the unfavourable gap with
respect to the average of the main European banking systems has not narrowed.

But banks’ sound performance should not be cause for complacency, especially given the still
high level of uncertainty.

First, it is important to recognise that the improvement in net interest income associated with
the interest rates hikes has likely already peaked. Consequently, net interest income could level
off or even decline, if the bank lending-deposit spread were to gradually narrow. Second, there
may be a lag before the bulk of the adverse effects of the recent monetary tightening, such as
the deterioration in credit portfolio quality, materialise.

Banks should therefore take advantage of their favourable profitability situation to improve the
sector’s solvency. This would help preserve their bank intermediation capacity, should
the aforementioned risks materialise.

In this setting, the Banco de Espafia is analysing the possibility of setting a positive rate for the
countercyclical capital buffer (CCyB) in those instances when cyclical systemic risks are at a
standard level (i.e. between a high and low level). Early activation of the CCyB would provide
more capital that can be released in adverse phases of the cycle, which would help sustain the
flow of credit to the real economy during downturns and contribute to the objective of
macroeconomic stabilisation. The Banco de Espafia will announce its conclusions on this
matter around when this Annual Report is published.

In tandem, banks should continue to address the many medium and long-term challenges they
face, not least those associated with technological change, interconnections with the non-bank
financial sector, financial risks from climate change and cyber risks.

7 Strengthening European integration

The national agenda of economic reforms needed in Spain will have a greater impact if it is
accompanied by deeper economic integration at European level, enabling the EU as a whole to
tackle our shared challenges.

The world today is more complex and integrated than when the European single market or
even the Economic and Monetary Union (EMU) was created, and economic and geopolitical
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competition between the different global players has become stronger. This calls for further
integration in the EU, so that it can reap the maximum benefit from its potential scale, and the
way to achieve this is a more integrated single market and a more complete union.

7.1 Advancing towards a fiscal union and ensuring budgetary stability

The challenges currently facing the EU are common to all the Member States and, as such, call
for joint action. National solutions are not enough. This is particularly true in areas such as
defence and security, energy infrastructure and the fight against climate change, and support
for certain global providers of strategic technological capabilities.

As these are European public assets, such needs should be funded through common policies
and resources. Funding them at the national level would be inefficient, as it would not properly
internalise the needs and priorities of the EU as a whole. It would also be insufficient and
distortionary, as it would depend on each country’s individual fiscal space or on the introduction
of differential incentives in the form of State aid that could distort competition within the
European common market.

Beyond guaranteeing an optimum stock and efficient supply of these European public assets,
it will also be necessary for the euro area to have cyclical mechanisms that ensure an appropriate
aggregate fiscal policy stance at all times. Past experience has shown that, on their own,
mechanisms for coordinating the fiscal policies of individual Member States, such as the
Stability and Growth Pact (SGP), have failed to achieve this goal.

All this without forgetting that budgetary stability is essential to the functioning of the EMU.
Following the approval of the SGP reform, the success and credibility of the new framework will
hinge on its effective application by all Member States.

7.2 Completing the banking union and creating a capital markets union

The economic and geopolitical challenges facing the EU also call for sizeable private investments,
particularly in the areas of digital transformation, the green transition and technological
innovation. To this end, the EU’s capital markets must be expanded and become more
integrated. Meeting both of these goals would ensure that the substantial domestic saving in
Europe could be efficiently channelled towards profitable investment projects that are conducive
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to growth. Specifically, the capital markets have shown that they can offer financial products
that are more tailored to high risk-return research and innovation activities than bank financing,
which is, however, more predominant in Europe than in other more dynamic economies such
as the United States.

In order to increase the depth of the capital markets, private pension schemes in the EU must
be properly promoted and channelled towards productive investment, which would also help
address some of the challenges associated with population ageing. In this respect, households’
pension savings assets are far higher in the United States (137% of GDP in 2022) than in the
EU (less than 30% of GDP), demonstrating the difference in scale of the US capital markets
vis-a-vis their European counterparts. There is also a high degree of heterogeneity across EU
Member States.

The EU’s capital markets are not only shallow, but also fragmented, which prevents achieving
an efficient scale and appropriate risk-sharing within the private sector across EU countries.
The literature estimates that the degree of risk-sharing in the United States is double that in the
EU. Moreover, the private capital markets play a key role in smoothing shocks in the United
States, in contrast to their very small role in Europe.

Reducing fragmentation in these markets calls for a wide range of initiatives and, in any case,
reinforcing European regulatory and supervisory measures to accelerate integration. The
existence of a pan-European safe asset with sufficient market depth could contribute to capital
market integration, insofar as it would enable a more accurate reflection of the fundamental
risks of debt securities or equities in their prices. This would ease the flight-to-quality episodes
that characterise fragmentation processes during periods of financial stress, which ultimately
distort price formation and can even impede the proper transmission of monetary policy.

As regards the banking union, significant advances have been made over the past ten years,
with the creation of the Single Supervisory Mechanism, the Single Resolution Mechanism and
a single regulatory framework. However, work remains to be done, as the creation of a fully
mutualised European Deposit Insurance Scheme (EDIS) is still pending. The lack of such a pillar
means that Europeans do not enjoy the benefits of greater financial stability and a stronger
common financial safety net. In addition to boosting public and market trust in the banking
union, implementing the EDIS would contribute to more efficient risk-sharing in the euro area
and would, therefore, help to reduce potential fragmentation episodes. Also, from a political-
institutional standpoint, it would help to align financial responsibility with the supervision and
resolution decision-making mechanisms, which are already centralised.
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7.3 Pressing ahead with a dynamic and competitive common market

Beyond further integration of Europe’s financial markets through the banking union and the
capital markets union, the main driver of economic integration and economies of scale in the EU
is the European common market. In view of the risks of global economic fragmentation, the
EU needs to reduce any internal fragmentation.

The single market should also serve to maximise the impact of an ambitious pan-European
agenda of liberalisation and structural reforms, to counter the succession of adverse supply-
side shocks that have affected Europe’s economy in recent years, such as the pandemic, the
energy crisis and the shifts in globalisation patterns.

As highlighted in the Letta report on the future of the European single market,' moving to a
deeper single market entails giving greater emphasis to the role of European policies, to the
detriment of national ones. Moreover, European initiatives that seek to develop specific strategic
sectors should be designed so as to maximise their effectiveness and efficiency and avoid
distortionary effects.

In short, the EU and Spanish economies both face very significant challenges. In terms of
economic dynamism, Europe is lagging behind the other major world economies, and for more
than a decade now Spain has been unable to maintain a sustained per capita income
convergence path with our European partners. Reversing these trends will take ambition and
major political agreements, to ensure that the reforms needed can be consolidated over time.
The analysis and proposals set out in the Annual Report 2023 seek to contribute to the social
debate that should help achieve such broad consensus.

Pablo Hernandez de Cos

Governor of the Banco de Espafa

Foreword to the Annual Report 2023.

30 April 2024.

1 Enrico Letta. (2024). “Much more than a market”.
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Annual Report: Digest

Chapter 1
The resilience of the Spanish economy in the European context

Global inflation has continued to ease, owing especially to falling energy prices, while global
economic activity has remained somewhat buoyant

— Falling energy commodity prices and the fading of previous years’ adverse supply shocks influenced
developments in the global economy in 2023.

— The central banks of the main developed economies continued to tighten their monetary policy throughout
2023, before pausing policy rate rises in the second half of the year.

— In this setting, global economic activity slowed somewhat over the course of 2023, although it remained more
dynamic than initially expected, except in the euro area, where growth was more lacklustre than anticipated.

— Headline inflation rates have been falling worldwide, although underlying inflation has declined more gradually.

— Looking ahead, the forecasts available envisage global economic growth stabilising somewhat, as well as the
European economy recovering gradually and global inflation continuing to ease.

The raising of the European Central Bank’s (ECB) key interest rates increased the cost of new
financing for households and firms in 2023. However, these cost increases tapered off in the second
half of the year and had a limited impact on household and firms’ vulnerability and the credit quality
of banks’ balance sheets

— The ECB continued to reduce the size of the Eurosystem’s balance sheet throughout 2023 and raised key interest
rates up to September 2023, when the deposit facility rate reached 4%, keeping them unchanged since then.

— Over the course of 2023, the interest rates on new financing for Spanish households and firms increased in step
with risk-free rates. Nevertheless, this growth tapered off in the second half of the year and even reversed in Q4.

— The cumulative increase in interest rates on new lending in the current monetary policy tightening cycle has
been weaker than in the euro area and also smaller than what the historical regularities would suggest.

— Loan supply and demand and the outstanding amount of financing contracted in all segments in Spain in
2023, with the exception of consumer credit, which continued to rise.

— The current rate hiking cycle has had a limited impact on households’ and firms’ vulnerability (amid an increase
in household income and firms’ profits) and the credit quality of Spanish banks’ balance sheets and has lifted
the latter’s net interest income.

The Spanish economy showed strong momentum in 2023 — more so than other euro area countries
and more than expected in early 2023 — driven by robust government and private consumption and
services exports, while investment has been weak

— Growth in Spain was notably resilient in 2023, with GDP growth at 2.5%, more than the 1.6% forecast at the
beginning of the year and outstripping the euro area overall (0.4%).
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— The upward surprises in exports of travel services and government consumption, along with the positive
carry-over effect resulting from the statistical revisions that affected 2022, were the main drivers of the higher
than expected GDP growth.

— The boost provided by domestic demand and greater resilience to the energy shock explained Spain’s stronger
economic activity compared with the euro area as a whole.

— Job creation in Spain remained highly buoyant, amid declines in apparent labour productivity and some labour
market tightening.

— Household spending was the main driver of GDP growth, while investment was notably weak.

— Net external demand bolstered activity, thanks to the strength of exports — especially travel services — and
weakness in imports, which widened Spain’s current account surplus.

— Government consumption and social benefits further underpinned activity, although the partial withdrawal of
some of the support measures implemented in response to the energy crisis and the strength of Government
revenues resulted in a slightly contractionary fiscal stance.

— The high growth rates in tourism-related services sectors accounted for around half of the overall growth in
2023, standing in contrast to the sluggishness recorded in the industrial sectors, thus continuing Spain’s
secular shift towards a more services-based economy.

Headline inflation in Spain remained on the easing path that began in 2022 Q3 — which was even more
pronounced than anticipated owing to the unexpected decline in energy prices — while underlying
inflation and compensation per employee surprised slightly on the upside over the course of 2023

— The drop in energy prices has been decisive in shaping the disinflationary path in Spain, although food prices
and underlying inflation have displayed greater downward stickiness.

— Inflation followed a steeper easing path during 2023 than had been forecast at end-2022, mainly due to the
unexpected drop in energy prices.

— Compensation per employee increased significantly in 2023 — more than initially expected -, although the
corresponding impact on domestic inflationary pressures was cushioned by the slowdown in unit operating
surpluses.

Looking ahead, expectations point to the Spanish economy remaining notably buoyant and inflation
continuing on its moderating path

— The gradual revival of the European economy, the moderation in inflation and the subsequent recovery in
agents’ real incomes, together with the fiscal impulse stemming from the NextGenerationEU (NGEU)
programme, will help to underpin activity in Spain over the coming years. However, the uncertainty surrounding
the economic outlook is very high.

— One particularly important source of uncertainty for Spain’s economic outlook is the vulnerability associated
with fiscal sustainability, especially with the EU fiscal rules coming back into force.

— In addition, the lack of convergence towards the level of per capita income in the euro area as a whole
highlights the need to address a series of structural challenges linked to the persistent weaknesses seen in the
Spanish economy in recent years (see Chapter 2 of this report).
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Chapter 2
Structural challenges facing the Spanish economy

The Spanish economy’s growth capacity over the years ahead will be influenced by a number of
far-reaching structural challenges

— The structural challenges facing the Spanish economy are linked to sluggish productivity growth (which in turn
is associated with the need to build up human and technological capital and strengthen the institutional
framework), population ageing and the sustainability of public finances, and the green transition, all in a
setting in which pockets of vulnerability persist among certain groups.

— If these challenges are to be successfully addressed, rigorous analysis of the different areas, together with
design and implementation of a comprehensive strategy of ambitious and lasting structural reforms, based on
broad consensus, is needed.

— The Next Generation EU (NGEU) programme and the Spanish Recovery, Transformation and Resilience Plan
(RTRP) present a unique opportunity to develop this strategy, via a rigorous selection of the investment projects
to be funded through the NGEU and ambitious implementation of the other reforms and milestones pending
under the RTRP.

Productivity, firm size and firm demography

— In recent decades, the Spanish economy has seen a productivity slowdown that has been significantly more
pronounced than in other developed countries.

— The factors behind the slow aggregate productivity growth in the most recent period notably include the small
contribution of net firm entry — compared with other European countries — on account of the lower business
churn rate.

— However other factors, such as the small size and low growth of active firms in Spain, also limit aggregate
productivity dynamics, while the reallocation of resources between firms and sectors has played a more minor
role in recent years.

— The recent initiative to create a National Productivity Board could be an important lever to enhance analysis of
the productivity of the Spanish economy and foster proposals for policies to boost productivity, although if it
is to be effective, it will need to ensure the independence and professional expertise of its members and be
endowed with sufficient resources to undertake rigorous analyses.

Human capital

— Despite the improvement observed in recent decades, the educational attainment level of the Spanish
population remains below the European average, so structural measures must be adopted to continue to
encourage students to remain in education.

— There appears to be some mismatch between the supply of and demand for places at conventional (classroom-
based) public universities.

— It is essential to ensure that Spanish firms have the right incentives to create sufficient places for students on
the dual vocational training system.
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Capital investment and innovation

— In recent decades, the low level of innovation and technological capital in the Spanish economy is a key
explanatory factor of the relative sluggishness of Spanish productivity.

— In this setting, although there has been strong growth in intangible investment in recent years, this momentum
has not been sufficient to close the gap with average euro area levels.

— To encourage business investment and innovation, providing a regulatory framework and a stable institutional
environment, smoothing access to external financing and reviewing the efficiency and design of the system of
tax incentives for innovation would all be desirable.

Institutional framework

— According to different indicators available, institutional quality and trust have deteriorated since the financial
crisis and this has had a negative impact on long-term growth.

— Action is needed to boost the efficacy and efficiency of Spanish general government; this would help lift
productivity and would have a positive spillover effect on private sector expenditure, investment and innovation
decisions.

Population ageing

— In recent decades, demographic trends in Spain have been marked by a significant drop in both fertility and
mortality rates. As a result, life expectancy has increased and is now higher in Spain than in other developed
countries, although this is not the case in terms of healthy life expectancy.

— In this setting, the population ageing process has gathered considerable pace, and will continue to do so over
the coming decades, more so in Spain than in other European countries.

— Migration flows have surged in recent years, but it seems unlikely that this will offset population ageing in
Spain or effectively smooth any mismatches that might arise in the Spanish labour market.

Inequality and pockets of vulnerability among households

— Inrecent years, income inequality has declined significantly in Spain, against a backdrop of strong employment
growth. However, some pockets of vulnerability, largely linked to housing affordability difficulties, have been
observed among some groups.

— The correlation between parents’ level of educational attainment and that of their adult offspring decreased in
the second half of the 20th century, suggesting greater intergenerational mobility and, therefore, more equality
of opportunity.

Public finances

— The public finances imbalance remains very high, both by historical and international standards, and has even
worsened since 2019, as the notable growth in public revenue has been more than offset by the sharp increase
in public expenditure.

— The pension system is one of government’s most important expenditure items and one that has seen the most
growth in recent years. An overall analysis of the major regulatory changes introduced between 2021 and
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2023, while subject to considerable uncertainty, points to higher long-term expenditure obligations that are
not fully offset on the revenue side.

— In this setting, the macroeconomic and fiscal dynamics of the Spanish economy highlight the need to
implement, without delay, a medium-term fiscal consolidation plan that strengthens the sustainability of public
finances.

— Moreover, it is essential that the Spanish economy take advantage of economic upturns to build up fiscal
space that will allow it to counter the recessionary effect on activity of any future adverse macro-financial
shocks.

— In this respect, the new European fiscal governance framework will require, in the coming years, significant
fiscal adjustments in some countries in the form of medium-term budgetary plans prepared by Member States
setting a multi-year expenditure path.

Green transition

— The fight against climate change and the transition to a more sustainable economy is one of the key challenges
facing society today. In particular, the Iberian Peninsula could be significantly affected by the physical risks
associated with climate change.

— The energy transition will not only require large-scale deployment of renewable energy sources and improved
energy interconnections within the EU, but also a determined commitment to energy efficiency gains.

— The green transition also presents a considerable challenge for central banks and the financial system, insofar
as this profound structural change could significantly affect monetary policy conduct and pose considerable
risks to financial stability.
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Chapter 3

The Spanish labour market: current developments, structural trends and labour
market policies

Recent Spanish labour market developments have mainly been marked by employment’s
considerable momentum

— According to the Spanish Labour Force Survey, between 2019 Q4 and 2023 Q4 1.28 million jobs were created
in Spain, 783,000 of them in 2023, and the employment rate (proportion of the population aged 16-64 in
employment) rose by 2.2 pp, from 63.7% to 65.9%.

— Employment has grown with considerable heterogeneity across sectors, occupations and regions.

— Employment has grown more in the public sector than in the private sector. In 2019-2023 the number of
salaried workers in the Spanish public sector increased by 340,000, at an average annual growth rate of 2.4%,
compared with 1.7% in the private sector.

— The recovery in migratory flows has contributed considerably to employment’s recent strength. Foreign
nationals accounted for 54% of the 1.06 million new persons employed in 2022-2023.

— Compared with the considerable buoyancy of the number of persons employed, hours actually worked have
grown considerably less and hours worked per person employed have decreased.

— Incontrast to employment, labour productivity has barely increased. This, coupled with growth in compensation
per employee, has driven the rate of growth of unit labour costs higher than that observed in the euro area as
a whole.

The labour market is showing signs of tightness, despite the unemployment rate in the Spanish
economy remaining excessively high

— The unemployment rate was 11.8% at end-2023, the lowest since 2008, but still double that of the EU-27.

— A considerable portion of the cross-country differences in unemployment rates are related to the very
institutions and policies that have a direct impact on the functioning of the labour market.

— Firms perceive labour shortages as one of the main constraints on their productive activity.

— The reasons for the labour market tightness vary across sectors and occupations.

A new wave of technological change will prompt a shift in the division and organisation of labour.
Productivity will be boosted, but to the detriment of employment in certain sectors and occupations

— The development of robotics and artificial intelligence (Al) could make it possible to automate productive tasks
across all occupations, including those requiring a higher level of professional qualification.

— Labour demand has so far increased relatively more in occupations that are potentially more exposed to
robotics and Al developments.

— Exposure to new technologies and their degree of complementarity with human work will determine which
workers will be displaced and which will benefit from further increases in productivity.
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— Complementarity with robotics and Al will foreseeably be greater for workers who understand how these new
technologies work and who are able to provide added value to the tasks carried out by robots and algorithms.
Conversely, those workers who are limited to a small number of tasks — whether routine, manual or otherwise
— are likely to be displaced by the new technologies.

— Demographic shifts are profoundly changing the composition of the working population by age group and will
continue to do so in the future.

— Demographic and technological changes interact with each other, meaning that the economic impacts of
these two structural processes will be closely interrelated.

— The ageing of the Spanish working population has a negative impact on the rate of growth of the aggregate
employment rate and productivity and, therefore, on potential economic growth.

— Population ageing also shapes labour demand through changes in household consumption patterns and the
emergence of new activities related to the “silver economy”.

— Migration flows, the extension of working lives and education and labour market policies may help to reduce
some of the adverse effects of population ageing.

The high unemployment rate and the technological and demographic change under way mean that
labour market policies need an overhaul

— Labour market policy must be considered in its entirety. The ability of each instrument to efficiently meet its
goals rests on the extent to which it complements the others.

— Active and passive labour market policies are a cornerstone of the welfare state. However, these policies have
proven to be largely ineffective.

— The level of coverage/protection that passive policies afford the unemployed has been relatively low in Spain
compared with other European economies. However, the unemployment benefit replacement rate is fairly high
by international standards.

— When set against the unemployment rate, both the extent to which the unemployed participate in active
policies and the amounts spent on such policies are low compared with other developed countries.

— In the light of the technological and demographic changes currently under way, which will lead to major shifts
in the sectoral and occupational structure of employment, it is crucial to improve the performance of active
and passive labour market policies.

— Other aspects of the institutional framework of the Spanish labour market should also be reconsidered to
enable a smoother adjustment of labour supply and demand.

— Longer working lives should be encouraged by doing away with certain aspects that, in practice, serve to drive
older workers out of the labour market.

— Collective bargaining should allow for a degree of flexibility to cater to firms’ individual circumstances.

— The regulations governing termination costs must ensure that workers are adequately protected, while at the
same time facilitating mobility across sectors and occupations.

— The working week follows a downward secular trend and is set to continue declining.

— Any reduction to the statutory working week should take into account the considerable heterogeneity across
the different types of firms and sectors and its effects on employment.
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Chapter 4
The Spanish housing market: recent changes, risks and affordability problems

Robust housing demand, along with relative supply rigidity, has caused sustained growth in
purchase and rent prices since 2014

— Housing purchases are remarkably robust, despite the slowdown observed since 2022 Q4, against a favourable
macroeconomic backdrop and tighter financial conditions since early 2022.

— Demographic growth is a key factor in explaining the strong demand for both owner-occupied and rental
residential housing.

— This population growth is largely explained by significant net external migration, which has intensified since 2022.

— Net household formation is concentrated in certain regions and in the main urban areas, where the highest
house price and rent increases have been observed.

— The increase in the demand for a main residence has been accompanied by the strength of demand from non-
residents, whether for owner-occupied or rental (but mainly holiday) housing.

— Recourse to mortgage financing for purchases has declined since the start of monetary tightening, although
the number of new residential mortgages was higher in 2023 than in 2019.

— Banks seem to have maintained prudent credit standards when extending mortgage loans, thus avoiding the
build-up of imbalances such as those that led to the 2008-2013 real estate and banking crisis.

— Prudent credit allocation in recent years, along with house price and labour market dynamics, have contributed
to a notable shift in housing demand among the lower-income groups towards a rental market that is relatively
small in the context of the EU-27.

— Despite the significant increase in the privately owned rental supply, it seems to have been insufficient to
absorb the strength of demand, with a low proportion of professional agents and social rentals.

— The contribution of new housing to aggregate supply has been limited, owing to, among other factors,
construction workforce shortages, rising production costs and a lack of investment to acquire and develop
new urban land available for construction.

— Residential housing supply rigidity is also explained by the low house renovation capacity, empty houses not
matching current household preferences, regulatory uncertainty and the rise of alternative housing uses, such
as holiday or seasonal rentals.

— The lacklustre housing supply in the recent period, compared with the robustness of demand, has significantly
underpinned house purchase and rental price growth.

— However, cumulative growth is uneven and stronger in new housing, large urban areas and tourist areas.

Despite the notable dynamism of residential housing market activity, the vulnerabilities and risks to
financial stability associated with this market are contained

— There are no indications of the real estate market becoming oversized. The share of the construction sector in
total employment and the ratio of residential investment to GDP are low by historical standards.

— Nor have any warning signs been observed in relation to the credit market. In general, credit standards related
to collateral and maturity are at prudent levels.
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— Indicators of loan repayment capacity based on borrower income also stand at prudent levels, although some
deterioration has been observed in the most recent period.

— The latest data (for 2023 Q4), suggest that the average house price valuation indicator stands close to the
equilibrium level.

Housing affordability difficulties have become more pronounced over the last few years, particularly
for certain types of households and in certain geographical areas

— By cohorts, housing affordability poses greater challenges for lower-income households and those with scant
saving capacity, groups that include a high proportion of young people and foreign residents.

— The housing affordability difficulties owe to property prices rising faster than these cohorts’ income, which
tends to be subject to more uncertainty due to their labour market situation.

— By geographical area, the difficulties are most acute in areas that are more economically buoyant and those
with higher levels of tourism.

— The proportion of mortgaged households overburdened by their housing costs is low.

— The lesser burden on mortgaged households appears to reflect, at least in part, sound selective lending by
banks, which only extend credit to households that have sufficient savings and income relative to the price of
the property.

— By contrast, the percentage of renter households that are overburdened by their housing costs is very high,
above the EU-27 average.

— Lower-income households, which cannot afford home ownership, face high rental costs relative to property
prices. This partly owes to problems in the functioning of this market.

The adverse social and economic consequences of these difficulties warrant the adoption of
economic policy measures geared to correct them

— Housing cost overburdening limits households’ ability to save and may influence not only their consumption
and investment decisions but also their decisions on where to live, whether to have children and whether to
continue their education.

— In consequence, housing affordability problems may have both short and long-term negative implications and
may give rise to lower aggregate productivity and lower economic growth.

— Considering the scale of the problem diagnosed here, it seems unlikely that isolated short-term actions may
be sufficient to significantly reduce today’s housing affordability difficulties.

— At the same time, public policies should be designed to ensure that actions that may have relatively limited
effectiveness in the short term do not ultimately have significant unwanted effects that hinder the functioning
of this market in the medium and long term.

— Insofar as today’s housing affordability problems are the result of imbalances that have built up over many
years, they must be addressed via a combination of multiple structural policies in different areas.

— In particular, the measures adopted should:
* envisage a broad time horizon for design, implementation and evaluation of the public policies;

e involve all the various tiers of government with responsibility for housing, in a coordinated manner and in
collaboration with private initiatives;
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e focus, in particular, on stimulating housing supply, especially in the rental market and social rentals,
prioritising allocation of the available resources to the most vulnerable groups; and

e consider other aspects that affect the housing market, such as those relating to the functioning of the labour
market, the strength of economic productivity and tax and transport policies.
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Chapter 1

Takeaways

— Gilobal inflation has continued to ease, owing especially to falling energy prices, while global economic activity
has remained somewhat buoyant.

— Theraising of the European Central Bank’s key interest rates increased the cost of new financing for households
and firms in 2023. However, these cost increases tapered off in the second half of the year and had a limited
impact on households’ and firms’ vulnerability and the credit quality of banks’ balance sheets.

— The Spanish economy showed strong momentum in 2023 — more so than other euro area countries and more
than expected in early 2023 — driven by both robust government and private consumption and services exports,
amid weak investment.

— Headline inflation in Spain remained on the easing path that began in 2022 Q3 - which was even more
pronounced than anticipated owing to the unexpected decline in energy prices — while underlying inflation and
compensation per employee surprised slightly on the upside over the course of 2023.

— Looking ahead, expectations point to the Spanish economy remaining notably buoyant and inflation continuing
on its moderating path.
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1 Introduction

In 2023 and in 2024 to date, global economic developments have been shaped by the continuing
decline in inflation. First, the sharper than initially expected falls in energy commodity prices
and the gradual clearing of global trade bottlenecks following the pandemic have contributed

to prices easing. Second, the tightening of global monetary policy into restrictive territory,
where it remains, along with its pass-through to financing conditions, have also helped to
lessen inflationary pressures.

Against this backdrop, while global economic activity slowed somewhat over the course of
2023, it remained stronger than initially expected, owing partly to the considerable vigour of
labour markets in most global economies and, in some regions, to fiscal policy support.
However, there was significant unevenness across regions, with, for example, the acceleration
seen in the United States and China standing in contrast to the sharp slowdown (more marked
than expected at the beginning of 2023) in the euro area, which was notably weak. Among the
European countries, the German economy was particularly subdued and even contracted
slightly.

Looking to 2024, global economic dynamism is expected to remain close to current levels, with
growth rates relatively lacklustre by historical standards and varying across regions. Growth is
expected to lessen slightly in China and other emerging economies, compared with a slight
uptick in the case of the United States and the euro area, although the latter continued to be
one of the regions with more subdued economic activity. Global inflation is expected to continue
to slacken, albeit somewhat less so than in recent quarters. In line with this global economic
outlook, the cumulative tightening of monetary policy helped to contain inflationary pressures,
while still having a relatively limited cost in terms of dampening activity growth and the labour
market. In this context, international financial markets anticipate that the central banks of the
major advanced economies — including the European Central Bank (ECB) — will lower policy
rates before long, having held them unchanged since 2023 H2.'

Activity in the Spanish economy has shown marked resilience in recent quarters, despite the
tightening of financing conditions and muted activity in the euro area. In particular, the slowdown
in GDP growth in 2023 as a whole was less marked than envisaged in the projections available
at the beginning of the year (see Box 1.1). Moreover, GDP growth was significantly stronger in
Spain than in the euro area as a whole, owing, at least in part, to the fact that Spanish GDP was
further below its pre-pandemic level at end-2022 and because the impact of the energy crisis
- linked to the Russian invasion of Ukraine — appears to have been less severe on the Spanish

1 A case in point is the Bank of Japan, which, at its March meeting, tightened its monetary policy stance by, among other things,
choosing to raise interest rates (for the first time since 2007) into slightly positive territory (for the first time since 2016) and
abandon its yield curve control strategy, which sought to keep long-term interest rates low. These decisions were taken in a
setting in which, according to the Bank of Japan’s Outlook for Economic Activity, published in January 2024, the price surge in
recent years will be conducive to achieving the price stability target of 2% in a sustainable and stable manner towards the end of
the projection period.
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economy than on its European peers. Thus, at end-2023, GDP stood around 3% higher than at
end-2019 in both Spain and the euro area, despite the Spanish economy’s relatively sharper
contraction during the pandemic. However, in an environment of high immigration flows over
the last two years, Spanish GDP per capita was 0.3% above its end-2019 level, lagging behind
that of the wider euro area, which stood 2% above its pre-pandemic level.

Buoyant government consumption and household spending, together with the robust
performance of net exports, appear to have been the main drivers of activity in Spain, while
business investment has been notably weak. First, household spending decisions appear to be
underpinned by strong employment,? which, together with the slowdown in inflation, contributed
to real income growth in a setting of population growth and widespread use of consumer
credit. Second, despite the slowdown in the main Spanish export markets, net exports made a
positive contribution to GDP growth in 2023, owing to the strength of international tourist
arrivals in a context of very weak imports. Lastly, increases in firms’ perceived uncertainty and
tighter financing conditions appear to have had a negative impact on their investment decisions,
despite rising profits. In any event, growth in household income and firms’ profits appears to
have mitigated the increase in households’ and firms’ vulnerability associated with the
cumulative interest rate rises since 2021, while the non-financial private sector continued
reducing its debt (see Box 2). In addition, private sector deleveraging and the increase in the
current account surplus in 2023 led to a significant drop in Spain’s negative net international
investment position (IIP) vis-a-vis the rest of the world. However, the general government
structural budget deficit is still expected to remain above that of 2019, while government debt
remains high, at 107.7% of GDP at end-2023.

Looking ahead, the Spanish economy’s growth outlook remains relatively favourable over the
2024-2026 horizon.® The progressive dissipation of the negative impact of monetary policy
tightening on activity will contribute to the gradual revival of the European economy as a driver
of external demand and growth in the Spanish economy. In addition, the moderation in inflation
and the subsequent recovery in agents’ real incomes, together with the fiscal impulse stemming
from the NextGenerationEU (NGEU) programme, will help to underpin domestic demand.

In any event, the lack of convergence towards the level of per capita income in the euro area as
a whole highlights the need to address a series of structural challenges linked to persistent
weaknesses in the Spanish economy in recent years. These include lacklustre productivity and
high government debt and deficits (see Chapter 2 of this report), high structural unemployment
in a context of significant labour market challenges related to population ageing and the digital
transition (see Chapter 3 of this report), and mounting housing affordability difficulties faced by
households (see Chapter 4 of this report).

2 For more details on recent developments in the Spanish labour market and its future challenges, see Chapter 3 of this report.
3 See Banco de Espafia (2024d).

Annual Report 2023 - Banco de Espana 44



L BCESKS CHAPTER 1

2 The global and euro area economic context

Falling energy commodity prices and the fading of previous years’ adverse supply shocks
influenced developments in the global economy in 2023.

— The sustained easing in commodity prices contributed significantly to the disinflationary
process throughout 2023. In terms of energy commodities, the Brent oil price fell from its
peak of $120/barrel in June 2022 to around $80/barrel at end-2022, hovering around that
level throughout 2023, as anticipated by futures markets in early 2023.* In the case of natural
gas, high European Union (EU) inventories, combined with an increase in non-Russian gas
supplies, helped prices to fall from €75/MWh in January 2023 to €28/MWh at the end of the
year, a significantly steeper drop than expected by futures markets at the beginning of the
year (see Chart 1.1.a). Turning to agricultural commodities, prices also fell somewhat more
sharply than was initially priced in by futures markets.

— In 2023 the progressive clearing of bottlenecks in global value chains and declining energy
prices contributed to a marked slowdown in industrial goods prices. This easing of supply
chain strains and industrial producer prices was also furthered by cooling demand for this
type of goods, amid the ongoing shift in household consumption towards services. However,
since mid-December 2023, tensions rising in the Middle East as a result of the war in Gaza
have prompted fresh disruptions to international trade flows in the Red Sea, driving up
shipping times and costs. So far, these disruptions have had a relatively limited impact on
supply chain bottlenecks, according to the index developed by the Banco de Espafia, which
still stands below its all-time highs during the pandemic (see Chart 1.1.b).°

Economic activity was also affected by the tightening of monetary policy in the main advanced
economies in 2022 and 2023.

— In the context of slowing global inflation (as discussed below), the central banks of the main
developed economies continued to tighten their monetary policy throughout 2023, before
pausing policy rate rises in H2. In particular, between January and September 2023, the
ECB raised the deposit facility rate by 200 basis points (bp) to 4%, the Federal Reserve
System raised its policy rate range by 100 bp to 5.25-5.50% and the Bank of England raised
its bank rate by 175 bp to 5.25% (see Chart 1.1.c). Since then, the central banks of the major
advanced economies have kept policy rates unchanged,® although global financial markets
expect them to pivot to rate cuts in 2024.7

4 For more details on the drivers of oil price changes in 2023, see Alonso (2024).

5 For an analysis of the impact of the Red Sea crisis on bottlenecks, see Viani (2024). For more details about the bottlenecks index,
see Burriel, Kataryniuk, Moreno and Viani (2024).

6 The Bank of Japan was a notable exception. At its March meeting, it raised its rates for the first time since 2007, setting them
above zero for the first time since 2016.

7 In this context, while the euro rose slightly against the US dollar in 2023, possible divergence in the speed of interest rate cuts
may influence exchange rate developments in 2024.
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Chart 1.1

Global economic activity was shaped by falling energy prices, clearing bottlenecks and tightening monetary policy

1.1.a Gas, oil and food prices
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— In the case of the emerging market economies, which, broadly speaking, began monetary
tightening earlier and more intensely, progress in the disinflationary process also allowed
them to begin cutting policy rates earlier. For example, some central banks in Latin America
and eastern Europe reduced their policy rates in 2023 H2.

Global economic activity slowed somewhat over the course of 2023, although it remained more
dynamic than initially expected and was highly uneven across geographical areas, with
particularly lacklustre economic growth in the euro area.

— The global economy grew by 3.2% in 2023, according to the April 2024 World Economic
Outlook (WEO) published by the International Monetary Fund (IMF), below the 3.5% recorded
in 2022. This slight slowdown in global economic activity was highly uneven across
geographical areas, with the surge in the United States and China standing in sharp contrast
to the pronounced slowdown in the United Kingdom and the euro area (see Chart 1.2.a).

— In the euro area, GDP growth eased significantly, falling from 3.4% in 2022 to 0.4% in 2023,
well below the figure projected in early 2023. The marked weakness in the euro area as a
whole masks considerable variation between the countries. There was particularly
pronounced fragility in central and northern Europe, with GDP falls in Austria, Finland and
Germany, among others, with the latter being especially noteworthy given its large share of
euro area GDP. Elsewhere, other major economies, such as France and ltaly, saw growth
rates slow, standing just under 1% throughout 2023. Lastly, some countries in southern
Europe, such as Spain, Greece and Portugal, enjoyed stronger growth, of around 2%,
although this too was below that of 2022.

— Such unevenness in the pace of deceleration within the euro area can be explained, at
least in part, by the varying impact of the war in Ukraine. In particular, higher energy prices
appear to have had a negative impact on all economies, but more so in those that are more
dependent on commodities from Russia and in which energy-intensive industries account
for a greater share of production, such as Germany. Other determinants in the slowdown
in economic activity throughout the euro area include the impact of the cumulative
tightening of monetary policy and its pass-through to the real economy, and the decline in
confidence.

— Activity picked up in the United States, with GDP growth at 2.5% in 2023, above the 1.9%
of 2022 and higher than forecast in early 2023. This mainly owed to strong domestic demand,
both from private consumption and investment, which was itself driven by the labour
market’s resilience, the expansionary fiscal policy stance and greater use of savings buffers
built up during the pandemic.®

— Developments were also uneven in other developed economies. UK GDP growth rates fell
from 4.3% in 2022 to 0.1% in 2023 as a result of, among other factors, high inflation and the

8 For a comparative analysis of the use of savings buffers, see, for example, de Soyres, Moore and Ortiz (2023).
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Chart 1.2
Global economic activity slowed somewhat in 2023, albeit with marked unevenness across regions, as headline
inflation continued to fall

1.2.a GDP growth: actual and WEO forecasts (a)
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tight monetary policy stance intended to curb it. In Japan, growth in activity rose from 1.0%

in 2022 to 1.9% in 2023, against a backdrop of a more expansionary economic policy

stance.

— With regard to emerging market economies, there was a noteworthy uptick in the case of

China, where GDP grew by 5.2% in 2023 (outstripping expectations), compared with 3% in
2022. In any event, following the pick-up in growth at the beginning of 2023 as the Chinese

economy reopened, activity slowed substantially in Q2 (mainly as a result of the real estate

crisis)® before stabilising in H2 on the back of economic policy support and strong
consumption. In addition, the risks associated with real estate market developments

9 See Banco de Espafia (2023c) and Alonso, Santabarbara and Suarez-Varela (2023).
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remain significant, as demonstrated by the liquidation of Evergrande, the real estate
developer, in late January 2024, although contagion to other institutions has not yet been
observed.

Latin America saw a downturn in activity — from 4.2% in 2022 to 2.5% in 2023 - that was
less severe than expected at the beginning of 2023. In particular, the relative buoyancy of
the region’s two largest economies, Brazil and Mexico, which grew faster than expected at
the beginning of the year, stood in contrast to weaker than expected growth in the rest of
the region.'”

Looking ahead, the forecasts available envisage global economic growth steadying somewhat,

albeit with marked unevenness across regions.

— In early 2024, the indicators point to a stabilisation in the pace of global economic growth,

although significant variation across regions remains, both in terms of recent performance
and future outlook, according to the latest forecasts available.

The March 2023 ECB staff macroeconomic projection exercise points to a slight uptick in
euro area GDP in 2024, as a result of the increase in real disposable income amid rising
wages and easing inflation. By contrast, investment is expected to contract in 2024 as a
result of the negative impact of tight financial conditions. However, a subsequent recovery
is expected, driven by the gradual easing of these conditions and the roll-out of NGEU-
funded projects.

In the case of the United States, according to the IMF April 2024 WEO, overall GDP growth
is expected to accelerate slightly in 2024 to 2.7%, compared with 2.5% in 2023, owing to
resilient domestic demand and the carry-over effect of the momentum seen in late 2023,
despite the cumulative effects of tight monetary policy and less expansionary fiscal policy.

Among emerging market economies, the latest IMF projections indicate a notable slowdown
in the Chinese economy, while activity growth in Latin America is expected to stabilise
somewhat, at rates similar to those recorded in 2023 (except in Argentina, where a decline
is projected).

Global headline inflation rates have been falling, although underlying inflation has done so more

slowly.

— Headline inflation generally moderated worldwide over the course of 2023, from an average

of 8.9% in September 2022 to 4.2% in December 2023. Underlying inflation also eased
globally, from 6.7% in October 2022 to 4.8% in December 2023, albeit with greater downward
stickiness and more slowly (see Chart 1.2.b).

10

See Banco de Espafa (2024a).
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— Despite inflation easing significantly, it remained high across the different regions. In the

euro area, headline inflation dropped from a high of 10.6% in October 2022 to 2.9% in
December 2023, while underlying inflation eased from 5.7% in March 2023 to 3.4% in
December." In the United States, headline inflation subsided from its peak of 9.1% in June
2022 to 3.4% in December 2023, while underlying inflation reduced from 6.6% in September
2022 to 3.9% in December 2023. In Latin America, the average inflation rate decreased
from 10.2% in June 2022 to 5.0% in December 2023, although underlying inflation was
more downwardly sticky. In China, by contrast, inflation remained much lower than in other
areas and subsided over the course of 2023, to stand at -0.3% in December 2023, owing
mainly to falling food prices.

Alongside softening energy prices and, to a lesser extent, the impact of monetary policy
tightening, other factors contributed to a broad-based reduction in inflation rates worldwide.
These notably include the base effects in 2023 following the price upsurge of 2022 and, in
some regions, such as the euro area, the fiscal measures approved to contain inflation.
Nonetheless, the temporary nature of these phenomena suggest that inflation will drop
more slowly in the future, as envisaged in projections.

Early inflation data for 2024 have been generally characterised by downward surprises in
the energy component (although smaller than those recorded in early 2023) and by a certain
downward stickiness in services inflation.

Going forward, inflation is expected to continue to moderate across all regions, albeit
somewhat less rapidly than in recent quarters. In any event, in both the euro area (in line
with the March 2023 ECB staff macroeconomic projection exercise) and in the United States
(according to the Federal Reserve System’s projections) headline inflation is expected to
reach the 2% target level around 2025 H2 and to remain around that figure in 2026.

11

The decline in headline inflation was particularly steep in Italy, Belgium and the Netherlands (with rates below 1% in December
2023), while it was more moderate elsewhere, such as in France, where it ended the year above 4%.

Annual Report 2023 - Banco de Espana 50



L BCESKS CHAPTER 1

3 ECB monetary policy and its pass-through to financing conditions

The ECB continued raising its key interest rates up to September 2023, when the deposit facility

rate reached 4%, and has kept them unchanged since then.

— In line with its data-dependent approach, the ECB slowed the pace of the hikes to its key

interest rates as inflation expectations gradually re-anchored towards the target of 2% over
the medium term. After raising interest rates by a cumulative 250 bp in 2022, the ECB increased
rates by 50 bp on two further occasions (in February and March 2023) and then by a more
moderate 25 bp at each of the following four meetings (see Chart 1.3).

The ECB has kept its key policy rates unchanged since September 2023, once it considered
that they were at levels that, if maintained for a sufficiently long duration, would contribute
to the return of inflation to its 2% medium-term target.

More recently, at its April meeting the Governing Council stated that it would be appropriate
to reduce the current level of monetary policy restriction if its updated assessment of the
inflation outlook, the dynamics of underlying inflation and the strength of monetary policy
transmission were to further increase its confidence that inflation was converging to the
target in a sustained manner. In any event, future decisions will continue to follow a data-
dependent approach and the ECB is not pre-committing to a particular rate path.

The ECB also continued to reduce the size of the Eurosystem’s balance sheet throughout 2023.

— First, the balance sheet'? continued to shrink via repayments of amounts borrowed in the

third series of targeted longer-term refinancing operations, such that the stock of these
operations has fallen by €2.1 trillion since it peaked in late 2021.

Second, the ECB has also started to reduce the asset purchase programme (APP) portfolio.
From March 2023 the ECB only partially reinvested the principal payments at an average run-
off pace of €15 billion per month'® and had discontinued such reinvestments as of July 2023.
Overall, the APP portfolio has decreased by more than €248 billion since March 2023. More
recently, in December 2023 the Governing Council announced that it would also start to reduce
the pandemic emergency purchase programme (PEPP) portfolio over the second half of 2024.'

Lastly, on 13 March, the Governing Council announced the outcome of the review of the
ECB’s operational framework.'”> Under the new framework, the Governing Council will

12
13
14

15

For a more detailed explanation of a central bank’s balance sheet and the implications of its shrinking, see Nufio (2024).
Specifically, holdings of securities acquired under the APP were reduced by €15 billion per month up to July 2023.

The ECB intends to start reducing the PEPP portfolio by €7.5 billion per month on average in July 2024 and, as previously
announced, to discontinue reinvestments under the PEPP at the end of 2024.

The ECB’s operational framework steers short-term money market rates to the levels desired by the Governing Council. For
further information on the announced changes to the ECB’s operational framework, see ECB (2024).
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Chart 1.3

The ECB gradually slowed the pace of the increases in its key interest rates over the course of 2023 until they
reached 4% in September, keeping them unchanged since then

1.3.a Key ECB interest rates and the euro short-term rate (€ESTR)
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continue to steer its monetary policy stance by adjusting the deposit facility rate (DFR)."®
However, the spread between the DFR and the rate on the main refinancing operations
(MROs) will be reduced from 50 bp to 15 bp as from 18 September, with a view to limiting
the volatility of market rates. In addition, the Eurosystem will reduce its footprint in the
market by providing liquidity to the system through a variety of instruments based on banks’
demand for reserves."” In any event, the Governing Council will remain vigilant throughout
the transition to a system with less abundant reserves and will review the parameters of its
operational framework in 2026 or earlier if necessary.

Interbank rates continued to rise in 2023. The increases gradually eased in Q4 as the change in
monetary policy expectations took hold, but picked up slightly in early 2024, standing at levels

below the peak values of 2023.

Financial market expectations shifted in 2023 Q4, envisaging the first policy interest rate
cuts being brought forward and lower interest rate levels over the coming years (see
Chart 1.4). Despite being revised upwards in early 2024, interest rate expectations remained
short of the levels seen in 2023. Meanwhile, the increase in uncertainty over the future path

16

17

Although media coverage typically singles out the MRO rate, in recent years the DFR has been the key ECB interest rate to
which rates in the interbank market and, therefore, in the credit market for consumers and firms, have been more closely linked.
For more details, see Martinez-Martin (2023).

In particular, the Eurosystem will provide liquidity through a broad mix of instruments, including short-term credit operations and
three-month longer-term refinancing operations as well as — at a later stage — structural longer-term credit operations and a new
structural portfolio of securities (which will factor in climate-change considerations in line with the ECB’s secondary objective of
supporting the EU’s general economic policies).
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Chart 1.4
Financial market expectations shifted in 2023 Q4, envisaging the timing of the first policy interest rate cuts being
brought forward

1.4.a Adjusted €STR OIS instantaneous forwards (a)
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a Instantaneous forward rates estimated based on market data on OIS rates at different maturities using the Svensson (1994) parametric model and adding
the spread between the DFR and the €STR on the estimation date.

of interest rates'® in 2023 Q4 corrected in the first months of 2024, to stand well below the
historically high levels of late 2022.

— Inline with the changes in market rate expectations throughout 2023, the 3-month EURIBOR,
which typically serves as the reference rate in short-term and floating-rate financing
extended to firms, increased by 187 bp between late 2022 and mid-October 2023. Since
then it has fallen slightly, by 11 bp, to 3.9% at end-March 2024.

— Meanwhile, the 12-month EURIBOR, the main reference rate for floating-rate mortgages,
rose by 94 bp between late 2022 and end-September 2023. However, since then, it has
fallen by 56 bp, to 3.7% at end-March 2024.

— The ten-year swap rate, which is typically used as the reference rate for households’ and
firms’ long-term fixed-rate financing, rose by 32 bp between late 2022 and early October 2023.
Since then it has fallen by 95 bp, to stand at 2.6% at end-March 2024.

The cost of new financing to households and firms increased in 2023. However, these rises
tapered off in the second half of the year, and even reversed in Q4.

— In the first nine months of 2023, interest rates on new lending to households increased by
90 bp, to 3.9%, in the loans for house purchase segment and by 75 bp, to 7%, in the
consumer credit and other lending segment. Subsequently, they fell by 28 bp and 14 bp,

18 Measured on the basis of the normalized volatility of at-the-money three-month options whose underlying assets are one-year
interest rate swaps that have the 3-month EURIBOR as the floating rate.
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Chart 1.5

The increase in the cost of new lending eased in 2023 H2. The cumulative increase between December 2021 and
October 2023 was smaller in Spain than in the euro area and smaller than suggested by historical regularities

1.5.a Cost of new lending to households and NFCs

%

B House purchase (a)

8 ~

Tr B Consumer credit and other

il / lending (a)

5 — Bank loans to NFCs (a)

4 / /\——- M 10-year debt securities
/\/ /

3 /

2 ;AA//

1 -

0 1 1 1 1 1 1 1 1 1 1

Jan-21 Apr-21 Jul-21 Oct-21 Jan-22 Apr-22 Jul-22 Oct-22 Jan-23 Apr-23 Jul-23 Oct-23 Jan-24

1.5.b Cumulative change in bank interest rates between December 2021 and October 2023 (a)

%

B Actual

4 2

previous cycle (b)

1
0 s s | | | |

- Estimated according to

Spain

Euro area Spain Euro area Spain Euro area Spain Euro area

House purchase Time deposits Lending Time deposits

Households NFCs

SOURCES: ECB and Banco de Espafia.

a Bank interest rates are narrowly defined effective rates, i.e. they exclude related charges, such as repayment insurance premia and fees. In addition,
they are trend-cycle rates, i.e. they are adjusted seasonally and for the irregular component (small changes in the series without an identifiable regular
pattern or trend).

b Resulting bank interest rate if the current cycle's increase in the market interest rate had been passed through similarly to the previous cycle,

according to standard error-correction models estimated for the period between January 2003 and August 2007. A model is estimated for N
short-term interest rates (up to one year) and long-term interest rates (more than one year). The chart depicts the composite interest rate, weighted
by the volume of new lending.

DOWNLOAD

respectively, to stand at 3.6% and 6.9%, respectively, in February 2024. Interest rates on
new lending to firms rose by a cumulative 151 bp, to 4.9%, between late 2022 and
February 2024 (see Chart 1.5.a).

— Meanwhile, the cost of capital market-based funding for firms (ten-year corporate bond

yields) increased by 47 bp between late 2022 and October 2023 and subsequently fell by
43 bp, to stand at 4.4% in March 2024.

The cumulative increase in interest rates on new lending and deposit rates in Spain in the
current monetary policy tightening cycle has been weaker than in the euro area, and also

smaller than what the historical regularities would suggest.
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— Between late 2021 and October 2023, interest rates on new lending in Spain increased by

246 bp, 237 bp and 355 bp in the households for house purchase, consumer credit and
other lending and loans to businesses segments, respectively. Broadly speaking, these
increases were smaller than those observed on average in the euro area (see Chart 1.5.b).
Interest rates on lending in Spain have fallen across all segments since October 2023 and,
in February 2024, they stood at levels slightly below the euro area average in most segments.

The cumulative increase in interest rates on new lending in Spain during the current monetary
policy tightening cycle has been smaller than the historical patterns would suggest, given
the increase in policy rates. This smaller pass-through has been particularly marked in the
case of loans for house purchase (between December 2021 and October 2023 the interest
rates on the loans increased by 1.6 pp less than expected on the basis of historical
regularities), while these differences have been less pronounced in loans to businesses
(0.5 pp less than expected on the basis of historical regularities). These developments in
Spain stand in contrast to those in the euro area as a whole, where the increases have been
in line with historical regularities or even exceeded them, as in the case of financing granted
to non-financial corporations (NFCs) (see Chart 1.5.b).

The weaker pass-through of the increase in policy rates to the interest rates on new lending
in Spain could be related to some of the idiosyncrasies of the banks and the pass-through
to deposit rates. According to the findings of a recent Banco de Espafia paper (Mayordomo
and Roibas, 2023), Spanish banks have passed through the interest rate hikes to their
deposit rates less forcefully mainly because they have less need to raise funds via deposits
in order to lend and, to a lesser extent, due to the higher level of concentration. In turn,
those banks that have recorded smaller growth in their overall deposit rates have passed
through to a lesser extent the increase in market interest rates to their lending rates,
particularly mortgage rates.'® Thus, the lower costs of funds raised via deposits, which are
Spanish banks’ main source of funding, appear to have resulted in lower interest rates on
lending than in the rest of the euro area.

Loan supply and demand in Spain continued to contract in 2023, in both the lending to

businesses and the lending to households segments.

— According to the Bank Lending Survey (BLS), credit standards and the overall terms and

conditions for new loans in Spain have tightened steadily since mid-2022.2° However, since
2023 Q4 loan supply has ceased to tighten in most segments (see Chart 1.6). In addition,
the Survey on the Access to Finance of Enterprises (SAFE) in the euro area shows that since

19

20

For more details on the possible determinants of the differences between Spain and the euro area in the speed of the pass-
through of market rates to bank interest rates, see Mayordomo and Roibas (2023).

Changes in credit standards for consumer credit and other lending could reflect the tightening of the credit standards for other
(non-consumer) lending, which contracted during 2023 due to the fall in lending to sole proprietors. Conversely, consumer credit
has recorded positive year-on-year growth rates and strong momentum during the monetary tightening cycle, which appear to
be associated with the financing of durable consumption.

Annual Report 2023 - Banco de Espana 55



[ NERGES)

CHAPTER 1

Chart 1.6
Loan supply and demand in Spain continued to contract in 2023, although in Q4 loan supply ceased to do so in most
of the segments

1.6.a Cumulative change in credit standards and demand for bank loans in Spain. BLS (a)
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a Percentage of banks reporting a tightening (increase in the case of demand) less percentage of banks reporting an easing (decrease in the case
of demand).

April 2022 Spanish small and medium-sized enterprises’ (SMEs) perceptions of the
availability of bank credit have deteriorated.

— In both Spain and the euro area, banks’ credit standards have tightened much more
markedly than in the monetary tightening cycle of 2005. According to banks’ responses to
the BLS, the differences compared with 2005 are explained by their greater risk perception,
which is consistent with the importance of the negative supply shocks in the current
inflationary episode, unlike the positive demand shocks that prevailed during the monetary
tightening cycle of 2005.

— The BLS shows that loan demand fell in Spain in 2023, particularly steeply in the loans to
households for house purchase segment, and has continued to do so in early 2024. Demand
fell in Spain and the euro area mainly because of higher interest rates. Lower consumer
confidence and the deterioration in housing market prospects also exerted downward
pressure on loan demand from households. Lower fixed investment did so in the case of
firms. Meanwhile, data from the SAFE also reflect a drop in loan demand from firms
throughout 2023 and in 2024 Q1, with the percentage of SMEs applying for bank loans
reaching its lowest level since the survey began in 2009.

The outstanding amount of financing to firms and loans to households for house purchase
continued to decrease in 2023, while that of consumer credit continued to rise.?!

21 For more details on the factors behind these lending developments, as well as for more information on the uneven behaviour
across different household segments, see Banco de Espafia (2024c).
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— The contraction in the stock of lending to firms in Spain ramped up throughout 2023, with
October seeing the highest year-on-year decline since early 2015 (close to 5%). However,
more recently, the pace of the decline has slowed and, in February 2024, the stock contracted
by 3.4%. The transmission of monetary policy to the net flows of lending has been stronger
than in the past, according to the negative surprises estimated by credit forecasting
models.?? A similar moderating profile has been observed in the euro area, albeit starting
from higher growth rates and with the outstanding amount of credit not recording a year-
on-year contraction until September.

— The financing obtained by firms through debt securities also continued to decline throughout
2023 in Spain, although in the final months of the year the pace of the year-on-year decrease
eased and in the first months of 2024 the declines amounted to less than 1%. No year-on-
year declines have been recorded in the stock of this type of financing in the euro area,
although its pace of growth has slowed.

— The stock of mortgage lending continued to contract in 2023, albeit more moderately in
recent months. This was due to the sluggishness of new mortgage lending and high
repayments, the result of the incentives to pay down floating-rate mortgages against the
backdrop of higher reference interest rates. In the euro area, the year-on-year growth rate
of outstanding mortgage credit slowed in 2023 and fell slightly in early 2024.

— Consumer credit recorded notable growth, associated with the financing of durable goods
(e.g. cars) purchases. This pattern is similar to that observed for the euro area. Meanwhile,
the contraction in other lending to households intensified because of the fall in loans to sole
proprietors.

— The decline in the outstanding amount of financing obtained by households and firms,
together with the growth in nominal income, helped lower the debt ratios of both institutional
sectors, which stood at levels close to those seen at the start of the 21st century and below
those recorded in the euro area. Specifically, in 2023 Q4 those ratios stood at around 65%
and 47% of GDP for firms and households, respectively, 3 pp and 7 pp below the ratios
observed in the euro area as a whole (see Chart 1.7).

Since the monetary tightening cycle was launched in July 2022, Spanish banks’ net interest
income has increased considerably?® and the credit quality of their balance sheets has
deteriorated marginally.

— Consolidated net interest income grew by 37.1% in 2023 compared with the annualised
figure for 2022 H1. This was because the increase in key policy rates has so far been passed
through more forcefully to bank assets — dominated by floating-rate loans — than to bank

22 These surprises could be related to possible non-linearities in the transmission of monetary policy to credit supply. Indeed,
according to Garcia-Posada and Paz (2024), the speed and forcefulness of the increases in interest rates since 2021 have
resulted in credit standards tightening more than in other monetary policy tightening episodes.

23 Banco de Espafa (2023a).
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Chart 1.7

Households' and firms' debt ratios continued to fall and now stand at levels close to those of the start of the 21st
century and below those in the euro area

1.7.a Debt ratio of households and NFCs
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liabilities.?* The importance of retail deposits and a favourable liquidity position have helped
contain Spanish banks’ cost of liabilities.

In 2023 the reduction in the stock of lending to the resident private sector tempered - by
approximately 6 bp — the growth in the ratio of net interest income in business in Spain to
the total assets of Spanish banks in June 2022. In addition, the debt security holdings on
banks’ balance sheets before the rate hiking cycle was launched have seen a drop in value;
this has particularly affected those banks with a higher proportion of this type of asset
carried at fair value. Meanwhile, at consolidated level impairment losses increased year-
on-year by 22.9% in 2023, mainly because of business abroad (although they also rose in
business in Spain).

The non-performing loan (NPL) ratio and the stage 2 loan ratio for bank lending to the
Spanish private sector as a whole stood at 3.4% and 7.6%, respectively, in December 2023.
These levels are similar to those recorded 12 months earlier in the case of NPLs and slightly
higher (0.5 pp) in the case of stage 2 loans. Broken down into households and firms, the
asset quality of both loan portfolios has deteriorated, albeit very moderately.?® In line with
these developments, the higher cost of new lending to households and firms has also had
a limited impact on their vulnerability (see Box 1.2).

24

25

In December 2023 Spanish banks’ average cost of liabilities amounted to 2.6%, 1.9 pp higher than in June 2022, just before
policy interest rate hiking began.

In the case of lending to households, the NPL ratio rose by 0.1 pp, to 2.9%, between December 2022 and December 2023,
while the stage 2 loan ratio increased by 0.7 pp, to 6.1%, in the same period. NFCs’ NPL ratio fell slightly (by 0.1 pp, to 4.6%)
between December 2022 and December 2023. However, in the same period the stage 2 loan ratio rose by 0.4 pp, to 10.1%.

Annual Report 2023 - Banco de Espana 58


https://www.bde.es/f/webbe/SES/Secciones/Publicaciones/PublicacionesAnuales/InformesAnuales/23/Graficos/Files/IA2023_Capitulo_1_G07_Ing.xlsx

L BCESKS CHAPTER 1

— Opverall, net interest income growth dominated the changes in other income statement
headings and prompted very favourable developments in Spanish banks’ profitability in
2023. Return on assets and return on equity stood at 0.8% and 12.4% in 2023, 15 bp and
230 bp, respectively, higher than at end-2022.

— However, banks have not used the growth in profitability to significantly bolster the sector’s
solvency: the CET1 ratio stood at 13.2% at end-2023, only 17 bp above its 2022 level.

— Looking ahead, the impact of higher interest rates on bank profitability could be slightly less
favourable than observed to date. Thus, net interest income should moderate once the
interest rate hiking cycle is complete, as the increase in the cost of liabilities lags slightly
behind that in interest income.?®

— In addition, the materialisation of adverse macroeconomic scenarios marked by lower
activity growth rates and/or higher-for-longer interest rates that could result in a further
slight deterioration in credit quality cannot be ruled out.?’

— The latest stress tests show that the Spanish banking sector's overall resilience is high.?
However, in a highly uncertain environment with risks to growth that remain tilted to the
downside, banks are still recommended to use some of the improvement in profitability to
buttress their capacity to absorb future losses via provisioning and capital policies.

26 Evidence from prior periods shows that higher net interest income stemming from increases in policy rates tends to be time-
limited (Pérez-Montes and Ferrer, 2018).

27 For more details on these risks and on bank profitability and solvency, see Banco de Espana (2024b).
28 See Banco de Espafa (2023a) and Banco de Espafa (2023d) for a summary of the results of Spanish banks in the Banco de
Espafia’s Forward Looking Exercise on Spanish Banks and in the European Banking Authority’s 2023 test.
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4 The Spanish economy

In a context characterised by tighter financing conditions and the slowdown in euro area activity,
economic growth in Spain has shown remarkable resilience in recent quarters — compared with

both the forecasts available at the start of 2023 and the rest of the euro area - although per
capita growth has been more modest.

— Over the course of 2023 the Spanish economy was affected by various constraints, including
the growing impact of the cumulative tightening of financing conditions and the marked
economic slowdown in the euro area. The petering out of the momentum resulting from the
reopening of the economy after the pandemic also contributed to the slowdown in activity
in Spain. Thus, the pace of GDP growth slowed in 2023, falling from 5.8% in 2022 to 2.5%
in annual average terms.

— The GDP growth rate in 2023 was well above the Banco de Espana and analysts’ consensus
forecasts made at the beginning of the year. Two of the factors that contributed to this
discrepancy are the positive carry-over effect on the 2023 average growth rate of the revised
National Accounts released in September®® by the National Statistics Institute (INE) and the
stronger than initially expected growth of private consumption, government consumption
and travel services exports — against a background in which migration flows and population
growth grew faster than initially expected (see Box 1.1).

— GDP also grew faster in Spain than in the euro area, which saw GDP growth of 0.4% in
2023, below both the figure for 2022 (3.4%) and the forecast in the March 2023 ECB staff
macroeconomic projections exercise (1%).

— Considering a longer time frame, GDP at end-2023 was approximately 3% above its end-
2019 level in both Spain and the euro area as a whole, even though the decline during the
pandemic was more pronounced in Spain. However, GDP per capita in Spain was barely
0.3% above its end-2019 level, well below the figure for the euro area as a whole, where it
was 2% above its pre-pandemic level (see Chart 1.8).

The greater buoyancy of economic activity in Spain compared with the euro area as a whole
over the course of 2023 was mainly due to a stronger boost from domestic demand and greater
resilience to the energy shock.

— The determinants of the differences in growth between Spain and the euro area over the
course of 2023 can be identified using an econometric model that distinguishes between
demand shocks (e.g. shocks to fiscal policy or agents’ spending decisions) and supply
shocks (e.g. shocks to productivity or to international commodity prices, such as energy

29 Fernandez, Gonzalez Minguez, Izquierdo and Urtasun (2023).
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Chart 1.8

Economic growth in Spain, which was greater on aggregate than in per capita terms, has shown some resilience
in recent quarters and has been stronger than in the rest of the euro area

1.8.a Aggregate and per capita GDP in Spain and the euro area
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prices). This model also differentiates between domestic and international shocks, based
on the fact that international prices are set on global markets and are therefore not
immediately affected by developments in domestic variables.*°

— The results obtained with this modelling strategy suggest that more than one-half of the

difference in GDP growth between Spain and the euro area in 2023 is due to domestic
demand shocks (see Chart 1.9.a).

— As discussed below, the importance of domestic demand factors is consistent with the

buoyancy of household consumption in Spain in 2023, among other developments.
Specifically, compared with the rest of the euro area, the boost provided by the convergence
of household consumption to its pre-pandemic levels appears to have been stronger in
Spain, as it was the euro area country with the largest negative gap between consumption
in 2022 and in 2019 (see Chart 1.9.b).

— It is also worth noting the remarkable dynamism of government consumption in Spain

over the past year, in contrast to its sluggishness in the euro area. In 2023 real government
consumption increased by 3.8% in Spain, compared with 0.7% in the euro area as a
whole.

30

In particular, a macroeconometric structural vector autoregression model is considered similar to that used in Leiva-Ledn,
Martinez-Martin and Ortega (2022), estimated from a sample covering the period 2002-2023 for each area considered. The
model uses sign restrictions to estimate the contribution of the demand and supply shocks, under the assumption that demand
shocks drive economic activity in the area under consideration and prices in the same direction while supply shocks drive them
in opposite directions. In addition, national and international price series are used to distinguish between shocks originating
abroad — which affect all variables in the model contemporaneously — and domestic shocks — which only affect domestic
variables.
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Chart 1.9
The Spanish economy grew at faster rates than the euro area in 2023, mainly because of domestic supply
and demand factors

1.9.a Difference in growth between Spain and the euro area (a)
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— Supply shocks have also contributed to the greater buoyancy of activity in Spain, explaining
around one-third of the difference in growth between Spain and the euro area as a whole in
2023 (see Chart 1.9.a).

— This is also consistent with a series of recent supply-side developments. In 2023 energy
prices slowed down earlier and more sharply in Spain. Indeed, the pass-through of global
energy commodity prices to national price indices and, therefore, inflation, has been very
different in Spain and the euro area in recent times. For example, at end-2023 the prices of
the gas and electricity components of the harmonised index of consumer prices (HICP) in
Spain stood below their 2021 levels, while in the euro area they were still 40% to 50%
higher. This was mainly due to two reasons. First, the Spanish economy was less exposed
to the risk of Russian gas supplies being cut-off, as it had more diversified supply sources.
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This reduced uncertainty and the need for industry to find alternative sources of energy.®'
Second, the sharp increase in electricity generated from renewable sources in Spain (from
42% in 2022 to 50% in 2023) drove down wholesale electricity prices more than in the euro
area. Moreover, these reductions were passed through to retail prices more quickly in Spain,
given its idiosyncratic price-setting mechanisms.®

The differences in the sectoral composition and position in global value chains of the Spanish
economy and of other European economies also partly explain the greater boost to activity in
Spain from supply-side factors. In particular, the Spanish economy benefited from the fact
that services — which grew faster than the industrial sectors, especially those most dependent
on energy as an intermediate input — account for a larger share of its productive system.3

Job creation in Spain remained highly buoyant throughout 2023, amid some labour market

tightening.

Employment grew strongly in 2023. Over the course of the year, employment increased by
1.9% in terms of hours worked (3.2% in terms of persons employed). However, it slowed
down in the second half of 2023 (see Chart 1.10.a).

The high annual rates of employment growth, measured in terms of persons employed,
exceeded GDP growth rates, leading to declines in apparent labour productivity, which has
been falling in year-on-year terms since 2022 Q4 (see Chart 1.10.b).

Despite robust employment growth, the unemployment rate only declined by 1.1 pp, to
11.8% in 2023 Q4. This reflected the strength of the labour force, which grew by 2.5%,
driven by the sharp increase in foreign nationals and the working-age population (1.7%).

Moreover, the temporary employment ratio tended to stabilise in 2023, following the strong
decline a year earlier. Nevertheless, the aggregate temporary employment ratio stood at
17.1% on average in 2023, down 8 pp on the 2021 average, although with large differences
between the public sector (30.4%) and the private sector (13.8%). However, this lower share
of temporary work than in the period before the 2021 labour market reform coexists with
high indicators of labour turnover.3*

Again, the sharp increase in employment came hand in hand with a reduction in average
weekly working hours, which have not yet returned to pre-pandemic levels. This decline
reflects the impact of both temporary factors (the greater incidence of leave due to sickness

31
32

33
34

Balteanu and Viani (2023) and Quintana (2022).

In particular, under the dynamic pricing system of the regulated rate for small consumers in force in Spain in 2023, wholesale
electricity prices are passed on immediately to the consumer, unlike in most European countries. However, the reform of this
rate to take into account electricity prices on the futures market, which will enter into force in early 2024, will bring the speed of
the pass-through in Spain closer to that in the euro area.

For more details, see Fernandez Cerezo, Kataryniuk and Rodriguez (2023).

See Chapter 3 of this report.
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Chart 1.10
Employment grew strongly in 2023, exceeding its pre-pandemic level. However, this strength translated into a decline

in apparent labour productivity

1.10.a Monthly change in effective social security registrations (a)
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or incapacity for work, in part associated with the consequences of COVID-19) and trend
factors (the increase in female participation, the share of the services sector in the economy
and part-time work).%

Against this background, the labour market showed some signs of tightening, with increases
in the vacancy rate and in the incidence of labour shortages at firms. This tightness in the
labour market could be at least partly explained by a certain degree of labour hoarding by
firms®® (see Chapter 3 of this report for more details on these aspects).

GDP growth over the course of 2023 was mainly underpinned by buoyant household consumption
expenditure, while investment growth was rather weak.

35
36

Cuadrado (2023).

This concept refers to keeping workers on the payroll during slack periods in anticipation of future labour demand needs. The
reduced willingness to lay off workers is due to greater recruitment difficulties and the uncertainty built up during the pandemic
and the subsequent period of supply shocks.
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Chart 1.11
Consumption was the main driver of growth in 2023, with notable increases in the expenditure items that were
furthest from their pre-pandemic levels at the start of the year

1.11.a Household spending (annual average, growth in 2023 and difference between the level at end-2022

40

20

SOURCES: INE and Eurostat.

a Non-profit institutions serving households.

Domestic
consumption
of households
and NPISHSs (a)

and that in 2019 Q4)

A A 116 B Gap between 2022 and 2019 Q4
B 2023 growth rate (right-hand scale)

.
+
>!M,

L | L

' ' |
= 0 »
N

Vehicle
registrations
Food
Resident
overnight
stays

Domestic
consumption
Personal
appliances
Household
appliances

of households

=
DOWNLOAD

— Household consumption was one of the main drivers of growth in 2023. Growth in this

aggregate (1.8% in annual average terms) meant that it had returned to pre-pandemic levels
by the end of the year. Vehicle registrations, which at end-2022 were 35% below their pre-
pandemic level, were highly dynamic in 2023, growing by 14% (see Chart 1.11). From a
longer time perspective, it can be seen that, since the start of the pandemic, the share of
spending on durable goods - for example, on items related to household appliances — has
increased at the expense of the other items.

In addition to some demand pent up from the pandemic (for example in the case of motor
vehicles), the factors that contributed to consumption growth include the strength of the
labour market and the buoyancy of labour income and inflows of immigrants. Specifically,
robust job creation and higher wages, together with the moderating path of inflation, appear
to have boosted households’ purchasing power somewhat. These developments helped to
cushion the negative impact of tighter financing conditions on consumption, in a context in
which the stock of consumer credit nevertheless saw some growth.

Indeed, despite this tightening, and according to the information from the ECB's
Consumer Expectations Survey, Spanish households - in particular those with a lower
liquidity buffer — appear to have resorted to consumer credit to a greater extent — more
than in the euro area — and increased their working hours to maintain their consumption
levels.?”

37 Martinez Carrascal (2024).
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Chart 1.12
Spain is the only euro area economy where investment in capital goods fell despite having a negative gap relative
to 2019 levels

1.12.a Investment in capital goods
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— This notable increase in household income allowed households in 2023 to combine higher
consumption with an increase in their saving rate to levels above its historical average. In
addition, households appear to have allocated part of these savings to the early repayment
of loans, as rising interest rates provided an incentive to repay variable-rate mortgages.

— Investment in capital goods declined moderately in 2023, while investment in intangible
assets was somewhat sluggish.® Thus, when the gap in investment rates between 2019
and 2022 is set against investment in 2023, Spain is the only euro area economy where
investment fell despite having a negative gap compared with pre-pandemic levels (see
Chart 1.12).

— Notable among the factors that have weighed on the dynamism of investment in Spain are
the high levels of economic policy uncertainty — according to the Banco de Espana Business
Activity Survey (EBAE) -,*° the impact of higher interest rates on loans to firms, which
intensified over the course of the year more than in the case of consumer credit, and the
later than initially planned implementation of NGEU projects compared to what was initially
planned (see Box 1.1 for more details).

— Residential investment increased slightly in 2023 compared with 2022, in a context where
higher interest rates seem to be having a stronger impact on the mortgage market than on
housing demand, which has grown on the back of high immigration flows. In fact, house

38 For a more detailed analysis of investment in capital goods and intangible assets since the start of the pandemic, see Chapter 2
of this report.
39 Fernandez Cerezo and Izquierdo (2023).
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purchases by foreign citizens as a share of total house purchases reached 19% in 2023,
close to the peak of the time series. However, the tightening of credit standards appears to
have contributed, at least in part, to a decline in home ownership affordability, especially for
young people (see Chapter 4 of this report).

Economic activity was bolstered by net external demand, in a context of remarkably strong

Spanish exports, especially travel services, and some weakness in imports, which significantly

widened the current account surplus.

— Of note on the exports side was the strength of travel services, in a setting where foreign

tourist arrivals in 2023 as a whole were 1.9% above their pre-pandemic levels, reaching an
all-time high of over 85 million. In addition, the contribution of travel services exports to
output growth benefited from the arrival of foreign visitors with higher purchasing power, as
evidenced by their average daily expenditure in real terms, up 2.2% on its 2019 level. The
factors behind the strong buoyancy of international tourism in 2023, once it had returned to
pre-pandemic levels, included a possible positive impact on tourist arrivals of the geopolitical

conflicts in the Middle East*°

and, above all, a more diverse range of destinations across
Spanish regions and the greater influx of foreign tourists in the autumn and winter season

(see Chart 1.13).%

Meanwhile, exports of goods fell in 2023, against the backdrop of a slowdown in the euro
area economies, the main destinations for Spanish exports. However, exports to countries
such as Germany remained solid, despite the country’s sluggish economic growth and in
marked contrast to the weakness of exports to Germany in countries such as France and
Italy (see Chart 1.14.a). The relatively favourable performance of the Spanish economy’s
competitiveness indicators in 2023 compared with the euro area as a whole could at least
partly explain this momentum. Specifically, the indicator based on consumer prices points
to a slight improvement in the competitiveness of the Spanish economy in 2023, while the
indicators based on output prices (GDP deflator) and unit labour costs (ULCs) relative to the
rest of the euro area suggest it remained practically stable in 2023, albeit with a slight
improvement compared with the 2022 average*® (see Chart 1.14.b).

On the imports side, the stagnation of goods imports, despite the rise in domestic demand,
is a factor behind the positive contribution of net external demand to output growth. Among
the determinants of this stagnation are the subdued growth of the demand components
with a higher import content (in particular, investment), changes in the composition of the
household consumption basket, with own brands (whose production is more concentrated
in Spain) accounting for a greater share, the slight improvement in the competitiveness

40

41

42

In the past, conflicts in Mediterranean countries have led to higher increases in tourism flows than estimated using the traditional
determinants of these flows. For more details on the factors behind the recent upturn in tourism in Spain, see Hernandez de
Cos (2023).

For example, arrivals between October and December were 17% higher in 2023 than in the period 2016-2019, while arrivals in
the summer months were only 1% higher. For more details, see Garcia Esteban and Jiménez-Garcia (2024).

In any event, it should be noted that by end-2023 the ULC-based indicator had not yet recovered from the competitiveness
losses recorded during the pandemic.
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Chart 1.13
Tourism in Spain is becoming more diversified in terms of both seasons and regions, compared with the pre-pandemic

period

1.13.a Foreign tourist arrivals, by month. Rates of change in 2023 relative to the 2016-2019 average
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1.13.b Overnight stays in hotels by foreign tourists, by region. Rates of change in 2023 relative to the 2016-2019 average
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a Although Ceuta and Melilla are included in the total, they are not included in the breakdown due to their low relative weight in total overnight stays.

indicators of the Spanish economy and greater domestic energy production, in a context in
which Spain has comparative advantages to become a supplier to the European countries
most dependent on Russian oil and gas.*®

— The external balance for goods and services improved markedly, increasing by 3 pp of GDP,
to 41% at the end-2023. Thus, in 2023 the Spanish economy’s current account surplus
increased significantly to around pre-pandemic levels (2.6% of GDP), despite higher interest
rates and the sharp widening of the energy deficit, which were more than offset by the
increase in the non-energy goods and services balance.

43 Garcia Esteban, Gémez-Loscos and Martin-Machuca (2023).
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Chart 1.14

Spanish goods exports to Germany grew notably in 2023, amid a slight improvement in Spain's competitiveness

indicators compared with the euro area

1.14.a Contribution of each product to the nominal change in exports to Germany between 2022 and 2023
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1.14.b Indicators of Spain's competitiveness versus the rest of the euro area (a)
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— The current account surplus reflects both the positive external balance of goods and

services and the positive difference between aggregate saving and investment in Spain. In
other words, the rise in the external surplus in 2023 would also stem from the increase in the
household saving rate and in firms’ profits, in a context of significantly weak investment.

— The sustained current account surpluses of recent years have led to a substantial correction

of Spain’s negative net international investment position (lIP), amid private sector
deleveraging. In particular, the negative net IIP with the rest of the world has fallen by around
45 pp of GDP from its 2009 peak, to 52.8% in 2023 Q4. However, this negative net IIP
remains high compared with the euro area, with the public sector accounting for most of it.
Indeed, the general government's negative net IIP with the rest of the world in 2023 (39.5%)
was higher than in 2009 (by 13.8 pp of GDP).
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Government consumption and social benefits further underpinned activity in 2023, although

the partial withdrawal of some of the support measures implemented in response to the energy

crisis and the strength of government revenues resulted in a slightly contractionary fiscal

stance.

— Real government consumption surprised markedly on the upside in 2023, with growth of

3.8%, up from -0.2% in 2022. Government consumption would thus be 1.1 pp of GDP above
its 2019 level, meaning that a significant part of the increase in government consumption
that occurred in the context of the pandemic has become entrenched.

Expenditure on pensions, driven by the CPI-indexed revaluation of pensions in 2022 and
further increases in minimum and non-contributory pensions, also pushed up the growth
rate of government spending. In particular, pensions rose by 10.7% in 2023, compared with
51% a year earlier. Meanwhile, the expenditure financed by the NGEU programme is
estimated to have risen significantly in 2023, compared with 2021 and 2022, albeit less than
expected at the beginning of the year.**

As inflation slowed throughout the year, some of measures taken in response to inflation
were allowed to expire in 2023, while others were extended to all of 2024 (see Table 1.1). The
withdrawal of some measures with a high cost and a particularly broad scope — such as the
blanket discount on fuel prices —*° helped to improve the efficiency of their overall design in
2023, although untargeted measures with potentially distorting effects on prices remain
predominant. The budgetary cost of these measures fell in 2023 — and consequently so too
did their impact on activity — but remained high (1.2% of GDP compared to 1.5% in 2022).

Overall, government revenue saw a notable increase of 9% year-on-year in 2023, up 0.5 pp
on 2022. However, this dynamism is partly due to the increase in interest received and
investment grants from the EU. Indeed, total revenue from taxes and social security
contributions grew by 7.9%, 1.6 pp less than a year earlier and 1.1 pp less than total revenue.
This occurred in a context where the growth in the macroeconomic bases of the main taxes,
the favourable impact on personal income tax collection of fiscal drag*® and the almost
neutral net effect of the revenue measures were expected to result in an increase similar to
that of the previous year. Therefore, the slowdown in tax and social security contribution
revenues compared with 2022 is mainly due to a change in the sign of tax residuals — the
difference between observed revenue and that expected based on the macroeconomic
bases and the measures implemented — from positive in the previous years to negative in
2023. This would suggest that the high revenue growth seen during the pandemic (above

44

45
46

Total expenditure adjusted for temporary measures and unemployment is estimated to have increased by 8.5% year-on-year in
2023, compared with 9.9% in the previous year. However, considering the decrease in temporary measures and unemployment
developments, unadjusted total expenditure would have increased by 6.4%.

Garcia-Miralles (2023).

Balladares and Garcia-Miralles (2024).
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Table 1.1

The authorities have presented a broad raft of measures aimed at countering the effects of the rise in the prices
of various goods and services on the incomes of households and firms. The total estimated budgetary cost

of these measures is €48.3-€57.1 billion over the period 2021-2025 (3.5-4.1% of GDP)

Support measures for households and firms in response to the energy crisis and inflation (a)

Budgetary cost in

Applied from e'ig?scéz?e Targeted period 2021-2025
(€m)

(1) Income measures [-29,550,-25,850 |
VAT: temporary reduction in rate on electricity 01.07.2021 31.12.2024 No [-7,000, -6,000]
Excise duty: temporary reduction in rate on electricity 01.09.2021 30.06.2024 No [-5,000, -4,000]
VAT: temporary reduction in rate on gas 01.10.2022 31.08.2024 No [-650, -550]
VAT: temporary reduction in rate on food 01.01.2023 30.06.2024 No [-3,400, -2,900]
S;;_Ss;a;Ig‘y‘;%”;;arxe:;gﬁ‘:eigﬁzﬁr:;:?S“Cﬁon’ reductions for 01.01.2023  Permanent Partially [-13,500, -12,400]

(2) Spending measures [22,450, 27,550]
Fuel rebate for households and professional drivers (c) 01.04.2022 31.12.2023 No [6,500, 7,500]
Grant to firms affected by energy price increase (d) 01.04.2022 31.12.2023 Yes [3,500, 4,500]
€200 cheque for vulnerable households (both packages) 01.07.2022 31.12.2023 Yes [400, 500]
15% increase in non-contributory pensions (including minimum income scheme) 01.04.2022 Permanent Yes [1,000, 1,600]
Public transport subsidy () 01.09.2022 31.12.2024 No [4,000, 5,000]
Student grant expansion 01.09.2022 31.12.2022 Yes [350, 450]
Subsidies to the electricity/gas sector to reduce bills (f) 01.09.2023 31.12.2022 No [6,000, 7,000]
Social rebate on heating 01.10.2022 Permanent Yes [700, 1,000]

(2-1) Total funds [48,300, 57,100]

(8) Other measures with no direct budgetary cost
Suspension of tax on electricity generation (g) 01.07.2021 31.12.2023
Iberian exception 01.10.2021 31.12.2022
Price cap for butane gas 15.06.2022 31.12.2023
Cap on rental increases 01.04.2022 31.12.2023

SOURCE: Banco de Espafia, drawing on information from the Spanish Government, IGAE, Agencia Tributaria, the EPF and the EFF.

The estimated budgetary impact of these measures is subject to a high degree of uncertainty and is regularly revised based on incoming data.

Includes the announced increase in the tax deduction for employment income, with effect from 2024.

c It is estimated that around 50%-60% of this rebate is received by households. Includes the extension from 01 January 2023 until 31 December 2023 for
professional drivers.

d Includes support to firms and sectors affected by the increase in energy prices and by the drought.

Includes the Interrail subsidy.

Includes the extraordinary subsidy to the electricity sector (from 1 September 2022), assumption of the shortfall arising from the regulated rate for small natural

gas consumers (from 1 October 2022) and measures to make electricity and gas contracts more flexible (from 1 January 2023).

g The temporary suspension of the tax on electricity generation (IVPEE by its Spanish initials) is not considered to have a direct budgetary impact as, by law, the

receipts are used to cover the electricity sector’s costs.

oo

-+ 0o

that corresponding to its macroeconomic bases) was somewhat temporary, in line with the
lack of conclusive evidence on its driving factors.*’

— Overall, 2023 ended with a deficit of 3.6% of GDP, 1.1 pp lower than at end-2022. Thus, the
fiscal policy stance — as measured by the change in the cyclically adjusted balance and

47 For more details, see Garcia-Miralles and Martinez-Pagés (2023).
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Chart 1.15

The correction of the Spanish general government deficit moderated in 2023, with a much smaller contribution from
the economic cycle and a broadly neutral fiscal policy stance (a)

1.15.a General government deficit
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SOURCES: IGAE and Banco de Espafia.

a The fiscal policy stance is measured here as the change in the cyclically-adjusted budget balance, which includes the change in temporary measures.

Expenditure financed by the NGEU programme is also added. By statistical convention, this expenditure does not have an impact on the national
deficit, but it does contribute to the expansionary fiscal policy stance. However, its financing does not, as it is not borne by resident agents.
b Cyclically-adjusted change in the deficit, excluding temporary measures.
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taking into account the stimulus from the NGEU programme — appears to have been slightly
contractionary, in contrast to the expansionary stance of 2022 (see Chart 1.15).48

On the supply side, the high growth rates in tourism-related services sectors (which accounted
for around half of the overall growth in 2023) stand in contrast to the sluggishness recorded in
the industrial sectors, thus continuing the shift observed in recent years towards a more

services-based economy.

In the services sectors, real gross value added (GVA) grew notably in the more tourism-related
services — such as trade, transportation and hospitality — and in arts and recreation services.
Overall, the buoyancy of the tourism and entertainment-related sectors was behind almost
50% of total GVA growth in 2023, despite accounting for less than 30% of GVA.

Industry and construction recorded GVA growth of 1.8% and 2.3%, respectively, in 2023 as
whole, whereas the primary sector saw GVA decline by 1.9%. In manufacturing, the most
energy-intensive sectors — which were hit hardest by the rise in energy prices in 2021 and 2022
- have been faring relatively better in Spain than in other euro area countries.*® For instance, in
2023 the industrial production index for electricity-intensive industries®® recorded an annual

48

49
50

The reduction in the size of the temporary measures appears to have contributed to a similar tightening of the fiscal policy stance
in both 2022 and 2023. However, in 2022 this was more than offset by growth in cyclically adjusted expenditure and revenue
(taking into account the NGEU stimulus and net of temporary measures), while this effect was smaller in 2023.
Fernandez-Cerezo, Kataryniuk and Rodriguez (2023).

According to the definition of the German Federal Statistical Office (Destatis), the electricity-intensive sectors are manufacture
of paper and paper products, manufacture of coke and refined petroleum products, chemicals, other non-metallic mineral
products and basic metals.
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Chart 1.16
The Spanish economy's productive structure has shifted towards services

1.16.a Change in sectors' share in GVA between 2019 and 2023
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SOURCES: INE and Eurostat.

decline of 4.1% in Spain (0.1% for the Spanish manufacturing sector overall), compared with
the deeper drop observed in the euro area (-7.6%) and in Germany in particular (-10%).

— From a broader time perspective, compared with the pre-pandemic situation, Spain’s
productive system has shifted towards services as part of the structural transformation that
characterises the economic development process.5! First, as in the euro area as a whole,
the share of information and communication services in GVA increased - driven by
accelerated digitalisation in the wake of the pandemic — at the expense of the manufacturing
sectors. Second, unlike in the euro area overall, the trade, transportation and hospitality
sectors gained considerable share in Spain, while the share of construction and agriculture
declined notably (see Chart 1.16).%2

In Spain, inflation has remained on the slowing path that began in 2022 Q3, mainly due to falling
energy prices, while food prices have displayed greater downward stickiness.

— In the first half of 2023, inflation, as measured by the year-on-year rate of change in the
HICP, continued the easing trend that began in mid-2022, reaching a low in June. It then

51 Gonzalez-Diez and Moral-Benito (2019).

52 In particular, the share in total GVA of trade, transportation and hospitality services increased by 0.6 pp in the period 2019-2023,
compared with a drop of 0.4 pp in the euro area. In hours worked terms, the drop in Spain (-0.9 pp in 2019-2023) was relatively
similar to that in the euro area (-0.6 pp), leading to significant hourly productivity gains in Spain in these sectors (+7%), compared
with only a slight gain in the euro area (+0.5%). For a more detailed description of sectoral employment developments since
2019, see Chapter 3 of this report.
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Chart 1.17

In Spain, inflation followed a slowing path throughout 2023, owing primarily to the energy component

1.17.a HICP and contributions
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1.17.b Direct and indirect effects of energy on NEIG and services inflation (a)
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a The effects of higher energy prices on the prices of non-energy industrial goods (NEIG) and services are estimated following the ONKIO model
proposed in Aguilar, Dominguez-Diaz, Gallegos and Quintana (2024). A shock similar to the energy price shock of 2021-2023 is considered.
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rose slightly and subsequently stabilised at around 3% in the closing months of the year
(see Chart 1.17.a). Thus, average annual HICP growth stood at 3.4% in 2023, 4.9 pp down
on 2022 and 2 pp less than in the euro area as a whole.

Inflation developments over the course of 2023 were marked by a slowdown in energy
prices. Specifically, consumer energy prices fell by 16.1% on average in 2023, compared
with the dramatic increase of 27.6% in 2022. This owed both to lower oil, gas and wholesale
electricity prices and to the base effects associated with the steep price rise in 2022.%3

Food price developments in Spain also helped to temper headline inflation. Specifically, in
February 2023 food inflation reached its highest level since the beginning of the monetary union
(15.7% year-on-year). It has since been on a gradually easing path, which is likely attributable to
lower pressures on input costs, as reflected in the moderation of domestic producer prices and

53

In addition, at the start of 2023 free market contracts were included in the measurement of gas and electricity prices.
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import prices for food and beverages.>* However, adverse weather conditions for the production
of certain food items (such as fruit, vegetables and olive oil) may have contributed to some
downward price stickiness in the final stretch of 2023 and the early months of 2024.

— In any event, Spanish headline inflation has been significantly influenced by the government
measures approved (or extended) in response to the upturn in inflation. Overall, these
measures have helped to contain the prices of certain consumption basket items, although
their impact on headline inflation in 2023 was limited due to the reversal of some of the
energy price measures® (see Table 1.1).

— The 2 pp negative inflation differential between Spain and the euro area overall owed primarily
to energy prices slowing more markedly in Spain than in the euro area. This was mainly
because wholesale electricity prices passed through to consumer prices more rapidly in
Spain than in most European countries, as noted above. However, the price differential has
turned positive in recent months, especially in the energy and food components.

Since early 2023 core inflation has followed a gradually slowing path. However, it remains high
and shows some cross-component heterogeneity.

— Core inflation, measured as the HICP excluding energy and food, peaked at 5.2% in
February 2023. It subsequently embarked on a downward path, ending the year at 3.5%.
Thus, average inflation in 2023 stood at 4.1%, 0.3 pp higher than in 2022 and 0.8 pp below
the euro area average, although that gap narrowed in the second half of the year.

— Non-energy industrial goods (NEIG) inflation was mainly shaped by the fluctuations in
energy input prices. Thus, in line with the energy price moderation that began in late 2022,
NEIG inflation slowed relatively sharply over the course of 2023 (see Chart 1.17.b).

— In services, whose production is less energy-intensive and more dependent on labour and
other non-energy inputs, inflation appears to have been more influenced by the so-called
indirect and second-round effects associated with rising production costs (wage and non-
wage alike) in an inflationary setting. Therefore, services prices followed a less steep
disinflationary path than NEIG prices (see Chart 1.17.b).%®

Inflation followed a steeper easing path during 2023 than had been forecast at end-2022, mainly
due to the unexpected drop in energy prices, which more than offset the slight upward surprises
in food and services inflation.

54 Price developments in the early production stages pass through to consumer food prices with a lag of up to 12 months (Borrallo,
Cuadro Saez and Pérez, 2022).

55 Among those having the largest impact on inflation were the discontinuation of the €0.20 per litre fuel rebate from January 2023,
which is estimated to have added 0.4 pp to inflation in 2023. Also notable, albeit in the opposite direction, were the reduction in
the VAT rates on certain food items and the transport subsidies, each of which would have reduced inflation by 0.2 pp in 2023.

56 The direct and indirect effects of energy on NEIG and services prices are estimated following Aguilar, Dominguez-Diaz, Gallegos
and Quintana (2024).
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The outlook for 2023 headline inflation in Spain, proxied by the average year-on-year rate of
change in the HICP, has been consistently revised downwards since late 2022. In particular,
the Banco de Espafia’s December 2022 projection exercise envisaged an average inflation
rate of 4.9% in 2023, while the median analyst forecast stood at 4.5%. However, these
projections were revised steadily downwards over the course of the year. As a result, in
December 2023 the median analyst forecast was down to 3.6%, while the Banco de
Espafna’s forecast stood at 3.4%, matching the actual figure (see Chart 1.18.a).

The main driver behind the downward revisions of inflation forecasts in 2023 was the
significantly sharper than expected drop in energy prices. In particular, energy commodity
prices — which peaked in the second half of 2022 - declined considerably more rapidly in
2023 (particularly in the winter months) than anticipated by futures markets. This was
especially true of natural gas prices. The factors behind these developments notably include
high EU natural gas inventories (along with an increase in non-Russian gas supplies), milder
winter temperatures than expected (which reduced global energy demand) and record
levels of electricity generation from renewable energy sources in Spain®’ (associated with
better than expected weather conditions for renewable power generation). All of this resulted
in a marked and unexpected drop in Spain’s electricity prices, causing the HICP energy
component to fall by 16.1% on average in 2023, rather than increasing slightly as anticipated
at end-2023 (see Chart 1.18.b).

In the case of food prices, while some measures not envisaged in the December 2022
projections (such as the reduced VAT rate on some staple food items) helped to contain
inflation more than expected at that time,® other factors exerted more upward pressure on
prices over the course of 2023 than had been anticipated at end-2022. First, higher prices
of agricultural commodities and other production inputs appear to have passed through to
food producer and import prices more robustly than expected at the close of 2022. Second,
adverse weather conditions for the production of some food items in 2023 H2 may have
slightly dampened the expected slowdown in consumer prices.

Core inflation, proxied by the rate of HICP excluding energy and food, was slightly more
persistent during 2023 than anticipated at end-2022. In a context in which NEIG prices
performed as envisaged at end-2022,%° the slight upward surprises in core inflation mainly

57
58

59

The share of renewable electricity generation reached 50.3% in 2023 as a whole, up from 42% in 2022.

Royal Decree-Law 20/2022 of 27 December 2022 reduced the rate of VAT for the following foods from 4% to 0% until
30 June 2023: bread, baking flour, milk, cheese, eggs, fresh fruit, fresh vegetables, legumes, potatoes and cereals. The VAT rate
on oil and pasta was reduced from 10% to 5%. This measure was extended by Royal Decree-Law 5/2023 of 28 June 2023 and
again by Royal Decree-Law 8/2023 of 27 December 2023. According to the most recent information available, it will end in
June 2024. All of these measures contributed to reducing consumer food prices and none of them were envisaged in the Banco
de Espafa’s December 2022 projection exercise.

The absence of any significant NEIG price surprises, amid considerable downward energy price surprises, could point to a
smaller pass-through of energy costs to producer and consumer prices than was expected at end-2022. However, quantifying
this pass-through is a very complex task, especially in an environment such as the current one, with a confluence of various
factors that were not envisaged at end-2022 and that have opposing effects on the price-setting process. In addition to energy
price developments, these factors notably include the methodological changes in how the INE calculates the HICP and the price
fluctuations of non-energy inputs.

Annual Report 2023 - Banco de Espana 76



L BCESKS CHAPTER 1

Chart 1.18
Inflation followed a steeper easing path over the course of 2023 than had been forecast at end-2022, mainly due to
the unexpected drop in energy prices

1.18.a Average HICP rate forecast for 2023 (a)
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1.18.b Energy HICP: projected paths at the cut-off date of each projection exercise (b)
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Chart 1.19
ULCs were up signifcantly in 2023 against a backdrop of declining productivity, while unit GOS growth slowed sharply

1.19.a Value added deflator. Overall economy
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owed to services showing greater downward stickiness than anticipated (see Chart 1.18.c),%°
probably as a result of two main factors: first, stronger demand for services (especially
entertainment, tourism and hospitality services) than initially expected (see Box 1.1),
contributing to a less pronounced slowdown in services prices than anticipated; and,
second, the relatively high share of labour input in the services sectors, together with
compensation per employee proving more buoyant than expected, as discussed below.

Compensation per employee increased significantly in 2023 (more than initially expected and

faster than wage settlements), although the corresponding impact on domestic inflationary

pressures, measured by the rate of growth in the value added deflator, was cushioned by the

slowdown in unit operating surpluses.

— Average annual growth in the value added deflator increased by just over 1 pp (to 5.7%),

although it followed a downward path in 2023. This owed to the appreciable moderation in
the growth rate of the unit gross operating surplus (GOS), compared with the increase in
ULCs (see Chart 1.19).

Compensation per employee in the market economy grew by 6.3% on average in 2023, up
from 4.4% in 2022. Furthermore, this marked increase in 2023 was significantly higher than
the 4.1% expected in December 2022 and the negotiated wage increases (3.5% at end-2023),
which may be testimony to changes in wage dynamics associated with the labour market

60

It should be noted that this greater stickiness came after the approval (or extension) of public transport measures that were not
envisaged in the Banco de Espafa’s December 2022 projection exercise, which would have contributed towards downward
surprises in services inflation. In particular, Royal Decree-Law 20/2022 of 27 December 2022 provided that multi-trip tickets
would be free of charge for regular passengers on public road transport services. It also extended the central government-
financed 30% discount on city and intercity public transport (season and multi-trip tickets), albeit contingent on the regional
government or local authority financing a further 20% discount. The December 2022 projection exercise did envisage the
extension of the 30% discount, but not the additional 20% financed by regional or local authorities.
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tightening, especially in certain sectors. Amid weak productivity, this upturn in compensation
exerted upward pressure on ULCs, which followed a rising trajectory over 2023.%

Unit GOS developments were reflected in profit margins, measured as the GOS/GVA ratio
available in National Accounts, which declined over the course of 2023 in what was a relatively
broad-based trend across the sectors.®? However, the operating margin, proxied as the ratio
of gross operating profit (GOP) to turnover, showed a robust recovery profile during the year,
which, coupled with the rise in firms’ turnover, led to higher aggregate profits.5®

Once the impact of supply-side shocks on the cost of certain inputs has been absorbed,
the labour market tightening and higher ULCs appear to be gaining in importance as
determinants of inflation, and could potentially have a more persistent impact in the future.®*

In any event, the rise in household employment incomes have likely helped to limit the
impact that the cumulative interest rate increases have had on household vulnerability.
Meanwhile, favourable corporate earnings appear to have tempered the rise during 2023 in
the percentage of firms that may be deemed vulnerable based on the financial pressure
they are under (see Box 1.2).

Looking ahead to the coming quarters, amid a relatively benign global economic and financial

outlook, expectations point to the Spanish economy remaining notably buoyant and inflation

continuing on its moderating path.®®

— Broadly speaking, the global economic and financial outlook is relatively positive. In

particular, the forecasts for global growth envisage some stabilisation (albeit at modest
rates by historical standards and with geographical heterogeneity), while global inflation is
expected to remain on a moderating path. In line with these forecasts, international financial
markets are discounting policy rate cuts by the main advanced economies’ central banks
over the course of 2024, which will result in more accommodative financial conditions.

In the case of the Spanish economy, economic activity has been slightly more subdued in
early 2024 than in late 2023, although a mild acceleration is expected over the course of the
year, in line with the moderating path of inflation (and the attendant recovery in agents’ real
incomes), the gradual recovery expected in the European economy and the impetus
provided by the roll-out of NGEU-funded projects.
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See Chapter 3 of this report for an analysis of the potential causes of divergence between real wages and labour productivity.
This was consistent with information from the sample of firms in the Banco de Espafna’s Central Balance Sheet Data Office
Quarterly Survey. See Observatorio de Margenes 2023 T3.

Profit margins as a percentage of turnover can be used to analyse the pass-through of production costs to selling prices, while
profit margins as a percentage of GVA provide insight into the allocation of profits between capital and labour. Thus, the
reduction in energy and other commodity costs in 2023 contributed to the recovery in margins on sales, while higher wages
resulted in a lower margin on GVA. For more details, see Banco de Espafia (2024c).

Ghomi, Hurtado and Montero (2024).

For more details, see Banco de Espafa (2024d).
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— After picking up slightly in January 2024,%° headline inflation has since held at levels similar

to those observed at end-2023. Underlying inflation, meanwhile, appears to have continued
its downward trajectory, while food prices have shown some downward stickiness. In the
coming months inflation is expected to return to a downward path, reflecting a gradual
moderation in food and underlying inflation, which will more than offset the contribution of
the energy component, which is expected to stabilise.

In any event, the uncertainty surrounding this economic outlook is very high. The main
source of risk is turbulence linked to the armed conflicts in the Gaza Strip and Ukraine. In
particular, it is impossible to rule out more adverse scenarios in which these tensions persist
or even escalate, giving rise to more severe supply shocks that exert upward pressure on
inflation and downward pressure on activity. Another significant source of uncertainty is the
potential for monetary policy tightening to ultimately have a larger impact on activity and
prices than expected.®’

One particularly important source of uncertainty for Spain’s economic outlook is the vulnerability

associated with fiscal sustainability, especially after the EU fiscal rules came back into force.

Over the last few years, Spain’s fiscal imbalances — in terms of both the structural deficit
and public debt —have become particularly acute. The fiscal policy response to the pandemic
crisis and the inflationary upsurge associated with Russia’s invasion of Ukraine led to a
substantial deterioration in Spain’s public finances. Now that the worst phases of both
episodes have been left behind, the latest government consumption developments suggest
that part of the higher government spending associated with them is starting to become
entrenched, driving an increase in the structural deficit since 2019 despite notable revenue
growth.%® The recent decline in the public debt-to-GDP ratio (from its peak of 120% in 2020)
has been fuelled by nominal output growth — itself driven primarily by the economic
reopening in 2021 and the price inflation in 2022 and 2023 —, which more than offset the
debt growth caused by the budget deficit and interest payments.®®

In this respect, running very high public debt ratios for prolonged periods lessens the room

for countercyclical fiscal policy measures to address adverse macroeconomic shocks and

generates vulnerability to shifts in market sentiment.”
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This pick-up was primarily driven by the partial withdrawal of some of the tax measures adopted by the Government to mitigate
the effects of the surge in inflation. Specifically, on 1 January 2024 the VAT rate on electricity and gas increased from 5% to 10%
and the excise duty on electricity from 0.5% to 2.5%.

Given the considerable lag between monetary policy actions and their effect on activity and inflation, the worst — in terms of the
impact of higher interest rates on the real economy — should be over by the end of 2024. For more details, see Banco de Espana
(2023b).

Specifically, the 2023 structural deficit is estimated at 3.7% in 2023, compared with 3.1% in 2019 and 4.2% in 2022.

In particular, according to Banco de Espafa estimates, of the 13 pp cumulative improvement in the public debt-to-GDP ratio in
the period 2020-2023, growth in the denominator contributed 30 pp, more than offsetting the contributions of the structural
primary balance and interest payments, which increased the ratio by 8 pp and 7 pp, respectively, in that period.

For more details, see Hernandez de Cos, Lépez-Rodriguez and Pérez (2018).

Annual Report 2023 - Banco de Espana 80



L BCESKS CHAPTER 1

— Moreover, looking ahead, a number of factors will exert significant pressure on general
government spending and, therefore, on fiscal sustainability. First, the far-reaching
demographic shifts under way in Spain will, in the coming decades, drive a considerable
increase in spending not only on pensions, but also on health and long-term care. Second,
the new investment needs associated with the digital and green transitions, along with the
country’s defence spending commitments, will also significantly lift government spending
requirements. Lastly, although monetary policy tightening has, for the time being, had a
limited impact on the general government debt burden - thanks to the lengthening of the
average life of debt since 2013 and very strong nominal GDP growth in recent years —, this
impact could grow considerably over the coming years, as and when maturities are
refinanced at higher interest rates and nominal GDP growth stabilises below current rates.”

— Against this background, the introduction of the new EU fiscal rules calls for the design and
implementation of a medium-term fiscal consolidation plan, with a view to correcting the
structural budget deficit and, consequently, reducing public debt. The economic
consequences of such an adjustment plan are uncertain, since they will critically depend on
its design, but its implementation will foreseeably result in weaker levels of activity in the
short term. However, were the plan to come in concert with a more growth-friendly
composition of public spending and revenue, along with the reforms needed to enhance
productivity dynamics and lift the employment rate, its positive impact on the economy’s
potential growth would shore up the sustainability of Spain’s public finances. This would
significantly reduce the likelihood of adverse scenarios that would have negative
consequences for economic growth and public well-being. For more details on this and
other structural challenges that will shape the Spanish economy over the coming years, see
Chapter 2 of this report.

71 Specifically, in 2023 the general government debt burden (as a percentage of GDP) had risen by just 0.3 pp compared to its
2021 low of 2.1%. However, based on the market expectations for future interest rates envisaged in the Banco de Espana’s
latest projection exercise, that figure could rise to 2.8% in 2026.
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CHAPTER 1

Box 1.1

QUANTIFYING THE DETERMINANTS OF THE SURPRISES IN THE GDP GROWTH FORECAST FOR 2023

In 2023 Spanish GDP grew at an annual average rate of
2.5%, well above the pace of growth projected by the
consensus forecast in early 2023 (see Chart 1). This box
analyses the various determinants of the 0.9 percentage
point (pp) difference between the annual average growth
rate projected for 2023 in the Banco de Espafa’s
March 2023 projection exercise (1.6%)' and the growth
rate ultimately recorded (2.5%). Specifically, the
contributions of the components of domestic and external
demand to the surprises in GDP growth in 2023 are
quantified, after the effect of statistical revisions has been
stripped out,? which reduces the size of those surprises
from 0.9 pp to 0.5 pp, as described below.

First, mention should be made of the contribution of the
new data for 2022 stemming from the revised National
Accounts times series released by the National Statistics
Institute (INE): some of the differences between the annual
average GDP growth rate currently available for 2023 and

Chart 1
Forecasts for 2023 over the year. Rates of change of GDP (a)
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the rate forecast in March 2023 are due to changes in the
2022 growth rate arising from the new data for 2022
released in 2023. Known as the “carry-over effect”, this
impact on growth in 2023 depends not only on the revision
to average growth in 2022, but also on the quarterly profile
of growth that year.® In this respect, according to the latest
information available, in 2022 GDP grew at an average
pace of 5.8%, versus 5.5% on the basis of the information
available in March 2023. In addition, the quarter-on-
quarter growth rates in the final two quarters of 2022 were
also revised up significantly, to 0.5%, from 0.2% on the
basis of the information available in March 2023 (see
Chart 2.a). As a result of these revisions, even if the
quarter-on-quarter growth rates in 2023 had remained
unchanged compared with those forecast in March 2023,
GDP growth in 2023 would have been 0.4 pp higher,
which would explain almost one-half of the total 0.9 pp
difference (see Chart 2.b).
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a The broken lines denote the Consensus panellists' highest and lowest GDP forecasts.

1 The March 2023 projections are considered instead of the December 2022 exercise because the former is the first exercise in which complete
information for end-2022 was available, which allows the role of the new information that became available in 2023 relating exclusively to 2022 to be

analysed.

2 Each year the National Statistics Institute releases revised and enhanced National Accounts time series for the three previous years, as additional
information becomes available. Thus, revisions to the 2022 time series were published over the course of 2023. For more details, see José Luis
Fernandez, José Gonzalez Minguez, Mario Izquierdo and Alberto Urtasun. (2023). “How do the revised National Accounts affect the interpretation of
how the Spanish economy has fared since the pandemic?”. Economic Bulletin - Banco de Espafia, 2023/Q4, 08.

3 Specifically, higher growth rates in the second half of the year have a larger impact on activity in the following year. For more details, see José Gonzalez
Minguez and Carmen Martinez Carrascal. (2019). “The relationship between average annual and quarter-on-quarter GDP growth rates: implications
for projections and macroeconomic analysis”. Economic Bulletin - Banco de Espafia, 3/2019, Analytical Articles.
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CHAPTER 1

Box 1.1

QUANTIFYING THE DETERMINANTS OF THE SURPRISES IN THE GDP GROWTH FORECAST FOR 2023 (cont’d)

Second, with regard to domestic demand, in 2023 as a
whole private consumption grew more than initially
expected. Specifically, the average growth rate amounted
to 1.8%, 0.6 pp more than projected in March 2023 (see
Chart 3.a). Among the various determinants of this
surprise, the following should be mentioned. First, the
population grew more than expected. Thus, in March 2023
it was expected to grow by 0.5% during the year, but it
ultimately grew by 1.1%, mainly as a result of the high
momentum of migration flows.* Second, consumer credit
and other lending performed better than projected,
underpinning consumption in a setting in which
households, particularly those with low liquidity buffers,
borrowed more to cushion the effects of inflation on their
spending decisions.® Lastly, growth in real disposable
income was notably higher than expected (6.5%, versus
1.8% projected in March), as a result of both the high
pace of job creation (3.2%, versus the 1.2% initially
projected) and the higher than expected increase in
compensation per employee (5.4%, versus 4.1%), amid
the downside surprises in energy prices (see Section 4 of

Chart 2
Determinants of the revisions to the GDP growth rate in 2023

2.a Quarterly growth in 2022

Q1 Q2 Q3 Q4

mmmmm March 2023 projections
mmmmm March 2024 data

SOURCES: INE and Banco de Espana.

this chapter). Thus, stronger consumption in 2023 than
envisaged in March explains around 0.2 pp of the positive
surprise in GDP growth (see Chart 2.b)

Government consumption also grew more than initially
projected, recording average growth of 3.8% in 2023,
3.3 pp more than projected in March 2023 (see Chart 3.a).
On data published by the National Audit Office, both
intermediate consumption and the compensation of
public sector employees grew more than projected (4.0 pp
and 1.6 pp, respectively). The indicators available point to
public sector employment potentially explaining a large
part of the upward surprise in compensation, which in
2023 Q4 stood 10.3% above its pre-pandemic levels
according to the Spanish Labour Force Survey. Some of
the pandemic-related expenditure inthe other components
of government consumption has also become somewhat
entrenched compared to the March 2023 projections. As
a result of these developments, the upward surprises in
government consumption explain around 0.7 pp of the
surprise in GDP growth in 2023 (see Chart 2.b).

2.b Revision compared with the macroeconomic projections
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4 According to Spanish Labour Force Survey data, Spain received around 1.3 million immigrants in 2023 (above the 900,000 expected according to the
INE’s projections and the average of 500,000 in the period 2016-2019).

5 Carmen Martinez Carrascal. (2024). “Spanish and euro area households’ response to rising prices”. Economic Bulletin - Banco de Espafia, 2024/Q1, 07.
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CHAPTER 1

Box 1.1

QUANTIFYING THE DETERMINANTS OF THE SURPRISES IN THE GDP GROWTH FORECAST FOR 2023 (cont’d)

Investment was weaker than expected, with gross capital
formation (GCF) falling by 0.4% in 2023 as a whole, versus
the growth of 1.2% projected in March 2023 (see
Chart 3.a). One of the potential explanations for this is the
pace at which Next Generation EU (NGEU) funds were
deployed, which was slower than envisaged in
March 2023. Specifically, State revenues from investment
grants (a proxy of investment expenditure under the
Recovery and Resilience Facility (RRF),® the centrepiece
of NGEU) stood at 0.6% of GDP in 2023, versus the 1.0%
projected. Second, mention should be made of the role of
labour shortages and the high level of economic policy
uncertainty perceived by firms according to the Banco de
Espana Business Activity Survey, which may have resulted
in their investment plans being put on hold and/or
delayed.” Lastly, unlike in the case of consumers, credit
standards for lending to non-financial corporations
continued to tighten in 2023, especially in the first three

Chart 3
Growth rates of the components of GDP and contributions

% and pp
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Government GCF
consumption
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quarters.® Considering all these factors, the downside
surprises in GCF appear to have deducted around 0.5 pp
from GDP growth in 2023 compared with the March 2023
projections (see Chart 2.b).

Third, with regard to external demand, exports of services
grew more than expected (12.3% in 2023 as a whole,
11.8 pp more than projected in March 2023) (see
Chart 3.a). The strong momentum of this demand
component was mainly due to exports of travel services,®
which, having recovered their pre-pandemic levels, were
boosted more than expected by several factors. First, the
greater diversification of destinations across Spain’s
regions and the higher number of inbound tourists in the
autumn and winter months.’® Second, the diversion to
Spain of flows of tourists who perceive it as a safer
destination during times of geopolitical uncertainty in the
Middle East (as occurred, for example, during the Arab

Exports
of services

Exports
of goods

Imports

mmmm Carry-over effect due to statistical revision to 2022 data

mmmmm March 2023 projections March 2024 data

SOURCES: INE and Banco de Espafa.

10

In the National Accounts, RRF funds are always channelled through the central government, regardless of which general government entity spends
them, and they are only recorded when the final expenditure is made. Given that the RRF funds are considerably greater than the investment grants
typically received by the central government, State revenue from investment grants can be considered a good indicator of general government capital
expenditure charged to RRF funds.

Alejandro Fernandez Cerezo and Mario |zquierdo. (2023). “Encuesta a las empresas espafiolas sobre la evolucion de su actividad: segundo trimestre
de 2023". Boletin Econémico - Banco de Espafa, 2023/T2, 10.
https://www.bde.es/f/webbe/GAP/Secciones/SalaPrensa/NotasInformativas/24/presbe2024-05.pdf (only available in Spanish).

Exports of non-travel services also recorded considerable growth, although it was more in line with the March 2023 projections. For more details, see
César Martin-Machuca and Coral Garcia. (2023). “Recent developments in Spanish exports of non-travel services”. Economic Bulletin - Banco de
Espafia, 2023/Q3, 05.

For more details, see Blanca Jiménez-Garcia and Coral Garcia. (2024). “La reactivacion del turismo internacional en Espafa: algunos factores
explicativos”. Boletin Econdmico - Banco de Espafa. Forthcoming.
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CHAPTER 1

Box 1.1

QUANTIFYING THE DETERMINANTS OF THE SURPRISES IN THE GDP GROWTH FORECAST FOR 2023 (cont’d)

Spring)."" Lastly, long-distance tourism completing its
return to pre-pandemic levels also drove exports of travel
services in 2023. All told, the strong momentum of exports
of services explains around 1 pp of the positive surprise in
the GDP growth rate (see Chart 2.b).

Exports of goods fell markedly in 2023 as a whole (-1.6%,
versus the strong growth of 4.3% initially projected) (see
Chart 3.a). The main factor behind the weak exports of
goods was the deceleration in the euro area economies
(Spain’s main trading partners), which was sharper than
expected in early 2023 and, in addition, affected above all
the most energy and trade-intensive industries. As a
result, the fall in goods exports deducted around 1.4 pp
from GDP growth in 2023 compared with the March 2023
projections (see Chart 2.b).

Meanwhile, imports grew less than expected (0.3%,
1.5 pp less than initially projected) (see Chart 3.a) mainly
because of the negative surprises in the demand
components with the highest import content, i.e.

investment and exports of goods. Thus, the sluggishness
of imports raised GDP growth by 0.4 pp, largely offsetting
the negative contribution from goods exports'? (see
Chart 2.b).

In sum, aside from the positive carry-over effect resulting
from the statistical revisions that affected 2022, in 2023
the Spanish economy recorded higher than expected
GDP growth mainly because of the upward surprises in
exports of travel services and government consumption.
Conversely, investment and net exports of goods were
weaker than initially projected.

To conclude, it should be noted that these surprises in the
demand components arose amid greater disinflation than
expected, as discussed in Section 4 of this chapter.
Specifically, the lower energy prices on international
markets than projected in late 2022 more than offset the
slight upward surprises in food and, above all, services
inflation, which were at least partly a consequence of the
positive surprises in the strength of domestic demand.

11 Banco de Espafa. (2017). “Box 7. Dynamism of non-resident tourism in 2016 and its determinants”. Economic Bulletin - Banco de Espafia, 1/2017,

pp. 23-25.
12 Goods imports account for approximately 85% of total imports.
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Box 1.2

CHAPTER 1

THE VULNERABILITY OF HOUSEHOLDS AND FIRMS TO A TIGHTENING OF FINANCING CONDITIONS

The tightening of monetary policy by the European Central
Bank (ECB) since the end of 2021 has driven up the cost
of financing for households and firms. However, owing to
the increase in wages and profits, deleveraging and the
rise in the value of their assets, the financial position of
households and firms in Spain has actually improved.

Against this background, this box analyses the impact that
the gradual increase in the average cost of debt has already
had and may have in the future on the financial vulnerability
of firms and households. It also assesses to what extent
the rise in the incomes of households and firms has
mitigated the adverse effect of higher interest rates on their
vulnerability. Finally, the potential impact of higher inflation
and interest rates is quantified according to the level of
household income, given that it is uneven across household
types and tends to vary with their level of income.

In the case of households, data from the Spanish Survey
of Household Finances 2020 (the latest wave available)
are used to calculate the change in the percentage of
vulnerable households (those whose income is not
sufficient to cover their level of essential expenditure)?
between 2020 and 2023, under a series of assumptions
about how the cost of credit, spending and income
changed over that period. First, it is assumed that the cost
of variable rate credit increased in line with the change in
the annual average level of the 12-month EURIBOR.
Second, it is assumed that the price of each component
of essential expenditure increased in accordance with
the cumulative inflation of its consumption category over the
same period. Third, household income is assumed to
have increased, uniformly for all households, in line with
gross disposable income per capita.®

According to the results obtained, the percentage of
households that could not cover their essential spending
increased by 0.2 pp between end-2020 and end-2023, to
7.2%. However, this increase appears to be somewhat
higher for households in the bottom quintile of the income
distribution (0.9 pp), with little change for households in
the top three quintiles (see Chart 1).# Despite the greater
increase in the vulnerability of low-income households,
among other measures, the support provided to them in the
form of transfers, the one-off increase in non-contributory
pensions, the increase in the minimum wage, the
introduction of the minimum income scheme and the reform
of the Code of Good Practice® all appear to have
contributed to cushioning the adverse effects that higher
interest rates and inflation may have had on them. In fact,
when the rise in income is ignored, the percentage of
vulnerable households increased by 4 pp, with a
particularly significant increase in the lowest income
quintile (9.4 pp).

As regards the analysis of corporate vulnerability, the
firms of interest are those under high financial pressure,
defined as those whose interest expenses exceed the
sum of their gross operating profit (GOP) and financial
revenue. Chart 2 shows the share of total employment
accounted for by firms under high financial pressure,
according to simulations based on a series of assumptions
about the evolution of firms’ debt, GOP and cost of debt.
Specifically, it is assumed that their GOP will grow
uniformly and that all firms’ bank and non-bank debt is
rolled over as it falls due, while the outstanding balance
remains constant.® Under these assumptions, and given
the observed increase in the average cost of outstanding
business debt in 2023 (162 basis points (bp)), the share of

1 Banco de Espafia (2024). Report on the financial situation of households and firms. Second half of 2023.
2 Essential spending is defined as the sum of expenditure on food, utilities, rent of main residence and debt payments.

The methodology used for this calculation is the same as that used in Box 2 in Banco de Espafia (2023). Report on the financial situation of households
and firms. First half of 2023.

In 2020, expenditure on staple goods (such as food and utilities), rent and debt service already accounted for almost 80% of the income of the lowest
income quintile, compared to 44% for the middle quintile. Around 38% of households in the lowest income quintile had some kind of debt in 2020, as
compared with more than 59% of households in the middle quintile of the distribution. However, low-income households would have faced higher
inflation than other households. Thus, between August 2021 and September 2022, the inflation experienced by the households in the bottom 30% of
the income scale appears to have been around 11.3%, as against 9.7% for those in the top 30%. Garcia-Miralles, Esteban. (2023). “Support measures
in the face of the energy crisis and the rise in inflation: an analysis of the cost and distributional effects of some of the measures rolled out based on
their degree of targeting”. Economic Bulletin - Banco de Espafa, 2023/Q1, 15.

Banco de Espafia. (2023). “Codes of Good Practice for Principal Residence Mortgages and Supplementary Measures”. Financial Stability Report,
Spring 2023.

For further details of the calculation of the share of employment of firms under high financial pressure in 2023 and 2024, as well as of the simulations
carried out for that year, see “Box 2. The impact of interest rate hikes on firms’ financial pressure”. In Banco de Espafia. (2024). Report on the financial
situation of households and firms. Second half of 2023. This box also details the assumptions made regarding the outstanding amount of firms’ debt,
their GOP and the cost of their debt
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Box 1.2
THE VULNERABILITY OF HOUSEHOLDS AND FIRMS TO A TIGHTENING OF FINANCING CONDITIONS (cont’d)

Chart 1
Change in the percentage of households whose income does not cover their essential expenditure. Breakdown by income quintile (a)
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SOURCE: Banco de Esparia (Spanish Survey of Household Finances 2020).

a Essential expenditure is defined as the sum of spending on food, utilities, rent of main residence and debt payments. To approximate the results, the
change in interest rates and household income and the cumulative inflation by spending category since 2020 are taken into account. For 2023, an
increase in the interest rates on variable rate loans of 417 bp, a 16.3% increase in household income and an increase in essential expenditure in line
with the cumulative inflation for its components (food, 26.9%, utilities, 17.8% and rent of main residence, 6.3%) are applied. For 2024, a cumulative
increase in interest rates of 344 bp since 2020, an increase in household income of 20.7% and cumulative inflation by spending component in line
with the latest Banco de Espafia macroeconomic projections are assumed.

Chart 2
Change in the share of employment of firms under high financial pressure (a)
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SOURCE: Banco de Espafia.

a A firm is considered to be under high financial pressure if its interest coverage ratio is less than one. The interest coverage ratio is defined as: (GOP
+ financial revenue) / financial costs. Calculated on the basis of a sub-sample of firms for which data are available in the Central Credit Register (CCR) or,
in the absence thereof, on the basis of firms operating in the same province and sector (at NACE Rev. 2 class level) and of a similar size (based on the
European Commission’s classification), to which the average cost of financing of the group of comparable firms for which such information is available
in the CCR is assigned. The financial costs of each firm for 2023 and 2024 are approximated using the balances of interest-bearing debt at the start of
each year and the expected path of interest rates. The following assumptions are made: full debt rollover and an increase in GOP for all firms of 6.4% in
2028, in accordance with the growth observed in the AEAT (with the exception of firms for which CBQ data are available, in which case those data are
taken), and of 3.7% in 2024, in line with the growth in the GOP underlying the latest Banco de Espafia macroeconomic projections. Holding companies,
head offices and inactive firms are excluded, as are firms with errors in their data on employment, financial cost and interest-bearing debt.
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CHAPTER 1

Box 1.2

THE VULNERABILITY OF HOUSEHOLDS AND FIRMS TO A TIGHTENING OF FINANCING CONDITIONS (cont’d)

employment accounted for by vulnerable firms would
have increased by 0.9 pp with respect to 2022 (the latest
date for which data are available). This increase would
bring the share to slightly above its average level in the
period 2016-2019. If we consider a scenario in which
GOP remains constant, the increase in the share of
employment of vulnerable firms would have been 0.2 pp
greater.” By type of firm, the increase in business
vulnerability would have been slightly greater for larger
firms and those in the other sectors category, followed by
energy and industry, although this deterioration would
have been limited in all cases.®

Looking ahead, assuming that interest rates move in line
with market expectations and that incomes and goods
and services prices behave in accordance with the latest
macroeconomic projections of the Banco de Espafia,’
the increase in the percentage of vulnerable agents in
2024 will be limited. Specifically, the increase in the

percentage of households that cannot cover their
essential spending will be around 0.1 pp (see Chart 1).
The increase will be limited even for households in the
bottom quintile of the income distribution (0.3 pp). Finally,
the share of employment of firms under high financial
pressure will not change significantly, although the
increases in this share will be non-negligible in some
sectors, such as wholesale and retail trade and hospitality
(see Chart 2). This is because a small number of relatively
large firms belonging to this sector will become vulnerable
in 2024.

It should be noted, in any case, that if certain adverse
economic growth scenarios materialise the financial
position of households and firms could deteriorate more
sharply than anticipated. Likewise, in the event that key
policy rate cuts are smaller than assumed in this exercise®
the financial pressure on indebted agents will ease by less
than indicated in this box.

7 The reason why a rise in GOP reduces business vulnerability by less than growth in household income alleviates household vulnerability is because
more than 90% of firms classified as vulnerable posted a gross operating loss in 2022, and therefore continue to be considered vulnerable in

subsequent years.

8 The increase in the share of employment of firms under high financial pressure in these specific sectors is explained by the fact that the rise in interest
rates would have caused a small number of relatively large firms to have difficulty covering their interest payments with their ordinary earnings.

9 “Macroeconomic projections for the Spanish economy (2024-2026)". Economic Bulletin - Banco de Esparfia, 1/2024.
10 In particular, the market expectations of January 2024 regarding interest rate developments are taken into account for the whole of 2024.
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Chapter 2

Takeaways

— The Spanish economy’s growth capacity over the years ahead will be influenced by a number of far-reaching
structural challenges.

— These challenges include:

e driving productivity growth;

¢ reducing the high structural unemployment rate in the labour market;

* increasing firm size and facilitating cross-sector and cross-firm reallocation of productive resources;
e encouraging people to build up their human capital;

e promoting investment in physical and technological capital and innovation;

e improving the quality of, and trust in, Spanish institutions;

* making public finances more sustainable;

e reducing the supply and demand mismatches in the housing market, which are creating affordability
problems;

e tackling the many challenges posed by population ageing, the existence of certain pockets of vulnerability
in Spanish households and the green transition.

— If these challenges are to be successfully addressed, a comprehensive strategy of ambitious and lasting
reforms needs to be designed and implemented.

— Against this backdrop, the Next Generation EU (NGEU) programme and the Spanish Recovery, Transformation
and Resilience Plan (RTRP) present a unique opportunity to boost Spain’s potential growth capacity.

— However, a rigorous selection of the investment projects to be funded from the NGEU programme is critical,
as is the ambitious implementation of the other reforms and milestones pending under the RTRP.
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1 Introduction

Having returned to pre-pandemic levels of activity over the course of 2022, the Spanish economy
continued to post strong momentum in 2023 (see Chapter 1 of this report), amid a slowdown in
economic activity worldwide, particularly in the euro area.

Spain’s growth outlook for 2024-2026 remains relatively favourable (Banco de Espafia, 2024a),
but there are some sources of uncertainty at both global and domestic level that should not be
underestimated.

In any event, the Spanish economy’s growth capacity over the years ahead will be highly
influenced by a number of far-reaching structural challenges. These include: (i) driving
productivity growth; (ii) reducing the high structural unemployment rate in the labour market
(see Chapter 3 of this report); (iii) increasing firm size and facilitating cross-sector and cross-
firm reallocation of productive resources; (iv) encouraging people to build up their human
capital; (v) promoting investment in physical and technological capital and innovation;
(vi) improving the quality of, and trust in, Spanish institutions; (vii) making public finances more
sustainable; (viii) reducing the supply and demand mismatches in the housing market, which
are creating affordability problems (see Chapter 4 of this report); and (ix) tackling the many
challenges posed by population ageing, the existence of certain pockets of vulnerability in
Spanish households and the green transition. All this, against a highly complex geopolitical
backdrop in which activity in the domestic and global financial system is subject to considerable
sources of uncertainty (Banco de Espafa, 2024b).

If these challenges are to be successfully addressed, a comprehensive strategy of ambitious
and lasting reforms needs to be designed and implemented. For presentation purposes, the
challenges outlined above are set out individually in this and other chapters of this report. They
are, however, all closely interconnected, and must therefore be interpreted on a holistic basis.
For instance, economic growth is key to any fiscal consolidation process, and its main drivers
are buoyant productivity and enhanced human, physical and technological capital. Along the
same lines, reducing the high structural unemployment in the Spanish labour market will
undoubtedly entail reinforcing the role of education, which in turn will also help raise wages,
boost productivity and bolster equality of opportunity. Meanwhile, the green transition will call
for a very significant drive for investment in capital and innovation by the private sector and the
public sector, which would be smoothed by improving the institutional framework in which
economic activity is pursued in Spain.

Against this backdrop, the Next Generation EU (NGEU) programme and the Spanish Recovery,
Transformation and Resilience Plan (RTRP) present a unique opportunity to boost Spain’s
potential growth capacity.! Spain has so far received grants of around €37 billion, out of the

1 See, for example, the following analytical studies using different methodological approaches recently published by the Banco de
Espafia: Cuadrado, lzquierdo, Montero, Moral-Benito and Quintana (2022), Fernandez-Cerezo, Moral-Benito and Quintana
(2023) and Dominguez-Diaz, Hurtado and Menéndez (2024).
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approximately €163 billion allocated to it (in the form of grants and loans) under the Recovery
and Resilience Facility, the centrepiece of the NGEU stimulus package that is instrumented
through the RTRP. Disbursement by the European Commission of the remaining funds is
contingent on fulfilling various milestones and targets, associated with investment projects and
structural reforms, by 31 August 2026.

A rigorous selection of the investment projects to be funded from the NGEU programme is
critical, as is the ambitious implementation of the other reforms and milestones pending under
the RTRP, not least a comprehensive reform of the tax system and a review of unemployment
assistance benefits. Given the little information available and the short period of time that has
elapsed, it is too early for an accurate assessment of the macroeconomic effects of the funds
already deployed and the impact of the reforms approved. However, it would be desirable to
work towards a real-time assessment, so that any possible shortcomings that may arise, either
in the procedures or in the execution of the projects funded, can be identified and corrected.
The enormous complexity underlying the management of these funds advises a great deal of
transparency so that the process ultimately strengthens people’s trust in their institutions.
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2 Productivity

Context:

Productivity gains are the main driver of long-term economic growth. One of the most commonly
used metrics to measure productivity is total factor productivity (TFP), which can be defined as
the part of output growth not attributable to productive resources. In other words, TFP growth
proxies gains in the efficiency with which resources (capital and labour) are combined and
utilised, which generate GDP growth even when the use of these resources does not increase.?
Consequently, TFP growth can be considered the fundamental determinant of long-term
growth, as efficiency gains in the use of productive resources are not subject to diminishing
returns, nor is their use exclusive.?

Evidence:

In recent decades, the Spanish economy has seen a slowdown in productivity growth that has
been significantly more pronounced than in other developed countries. Specifically, Spanish
TFP growth in 2000-2022 was around 13 and 17 percentage points (pp) lower than that observed
in Germany and the United States, respectively (see Chart 2.1.a). As highlighted in Chapter 2 of
the Banco de Espafa Annual Report 2022, sluggish productivity has been one of the main
reasons, along with the persistence of very high unemployment rates, why the Spanish economy
has lagged behind euro area per capita income in recent decades.

Further evidence:

One way of understanding how aggregate productivity in Spain has evolved in recent years
(since 2013) is to analyse, using firm-level data, which part of the changes in aggregate
productivity stem from sector composition effects (i.e. the extent to which shifts in the weights
of sectors with differing productivity levels contribute to such developments) or from different
intra-sector dynamics. Intra-sector dynamics, in turn, can be broken down into three

2 TFP is an efficiency metric that is related to other widely used metrics, such as labour productivity and GDP per capita. It is
calculated by dividing total output by the combined contribution of the factors of production, applying assumptions about the
functional form in which these factors are combined. Labour productivity is calculated by dividing total output by the number of
hours worked and is therefore a more specific measure focusing on labour efficiency. Meanwhile, GDP per capita is obtained by
dividing GDP by a country’s population and indicates average income per inhabitant. Consequently, it is not designed to measure
the efficiency of the use of factors of production.

3 A higher level of output attributable to the use of factors of production is generally subject to diminishing returns. In other words,
as the use of a factor of production increases, the additional output generated by each additional unit of input decreases.
However, this does not occur in the case of increases in output attributable to productivity gains. Moreover, the use of productivity
gains is generally not exclusive. In other words, a new productivity-enhancing production process can usually be utilised by
different production units, whereas a machine or worker are production factors that can only be used by one firm, and are
therefore exclusive.
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Chart 2.1
The Spanish economy has seen a more pronounced slowdown in productivity growth than other developed countries.
Notable explanatory factors include low growth among active firms and the small contribution of net firm entry
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a Data in percentage (%) in the case of TFP growth and in percentage points (pp) in all other cases. Breakdown of TFP of the firms in the Central N
Balance Sheet Data Office integrated database, following the methodology of Foster, Haltiwanger and Krizan (2001) and weighted by sales for
aggregation, and the method of Wooldridge (2009) to calculate TFP at firm level.
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contributions: the contribution from productivity growth in each firm (within-firm growth); that
resulting from changes in the relative weights of firms operating in the same sector over time
(between-firm reallocation); and that owing to firm entries and exits (firm demography). The
results of such analysis suggest that the main factors behind the Spanish economy’s sluggish
aggregate productivity are low aggregate productivity growth among active firms and the small
contribution of net firm entry to productivity growth (see Chart 2.1.b):*

e Cross-sector reallocation of activity made a small negative contribution to TFP growth
in Spain between 2013 and 2021. During this period, however, sector-level productivity

4 This analysis is only conducted up to 2021, as information on firm exits in 2022 is not yet available. For more details on the
methodology, see Foster, Haltiwanger and Krizan (2001).
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contributed positively to aggregate TFP growth, as it did in other European countries
(European Central Bank, 2021).

e As regards intra-sector productivity growth, resource reallocation across firms
operating in the same sector made a positive contribution to productivity growth in
Spain. In other words, the more productive firms posted higher activity growth than the
other firms in the same sector. Meanwhile, the within-firm component made a negative
contribution, that is to say, firms’ average productivity growth was negative. Lastly, the
extensive margin (i.e. net entry) made a very modest contribution to productivity
growth.

Areas of action:

Sluggish productivity in the Spanish economy is the product of many interacting factors, calling
for action to be taken simultaneously. These factors notably include: (i) the aspects shaping
firm size and demographics, and the reallocation of productive resources across sectors and
firms;® (ii) the level of human capital in the population; (iii) the technological capital stock and
the drivers of investment in innovation; and (iv) the regulatory and institutional framework. The
following sections describe the role played by these factors in Spain and propose various lines
of action to increase their contribution to productivity growth.

Recent measures rolled out in this area:

The draft Royal Decree creating the Spanish National Productivity Board, in compliance with a
European Council recommendation of September 2016, is a noteworthy example.® The Board’s
tasks will include drawing up economic and statistical analyses and issuing public opinions
aimed at assessing and analysing the Spanish economy’s productivity and competitiveness. If
the Board is to be effective, it will need to ensure the independence and expertise of its
members, and sufficient resources will have to be available to undertake rigorous analyses.

5 The sectoral make-up of the Spanish economy explains only part of its lacklustre productivity. While it is true that Spain’s
productive structure is skewed towards sectors of activity that usually post lower productivity growth, practically all sectors record
lower productivity than in other European countries.

6 According to the latest information from the European Commission, Spain, Italy and Estonia are the only euro area countries not
yet to have a national productivity board.
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3 Business size and demographics

Context:

Any artificial constraint on business growth or on the ability to reallocate resources across
firms and sectors ultimately holds back productivity in the economy. According to the empirical
evidence available, larger firms typically exhibit higher productivity levels and, as discussed in
the previous section, resource reallocation across firms is a major driver of aggregate
productivity growth.” Furthermore, small firms are generally less diversified than their larger
competitors, not only in terms of their products and customers, but also as regards their
sources of financing. All of this means small firms are relatively more vulnerable to adverse
macro-financial shocks.

Evidence:

The proportion of small firms in Spain is relatively high by international standards. In 2021,
76.8% of Spanish firms had between one and four employees, the highest percentage in the
European Union (EU) and far higher than the figures seen, for example, in Germany (63.2%),
France (70.4%) and ltaly (72.5%). This gap has been relatively persistent over recent decades,
and it cannot be attributed to the specific sectoral composition of the Spanish economy.®

Further evidence:

In addition to the small size of its firms, Spain has also recently had a lower business churn rate
than other European countries, which holds back productivity as well.

— The number of firms has returned to its pre-pandemic mark. The number of active firms
in Spain rose by 1.5%, from 3,154,837 in 2019 to 3,202,912 in 2022. This was smaller than
the 9.8% rise observed in the EU as a whole during the same period.®

— However, the business churn rate has fallen and remains at low levels. Spain’s churn rate,
which is defined as the ratio of newly registered firms plus deregistered firms to total active

7 See, for example, Moral-Benito (2018) and Garcia-Santana, Moral-Benito, Pijoan-Mas and Ramos (2020).

8 In particular, the percentage of Spanish firms with between one and four employees in 2021 was 58.9% in the manufacturing
sectors (compared with 43.6%, 53.2% and 52.9% in Germany, France and ltaly, respectively) and 79% in the services sectors
(compared with 66.6%, 71.9% and 76.7% in Germany, France and Italy, respectively).

9 The data on the number of firms are taken from the Central Business Register (DIRCE, by its Spanish acronym) for Spain, and
from Eurostat’s structural business statistics for the EU. The DIRCE data do not include firms in agriculture (NACE Rev. 2
section A), financial service activities, except insurance and pension funding (division K64), public administration (section O), other
service activities (section S), activities of households (section T) and activities of extraterritorial organisations and bodies
(section U). The EU data do also not include education (section P), human health and social work activities (section Q), arts,
entertainment and recreation (section R) or financial and insurance activities (section K). Excluding these sectors also, the number
of firms in Spain rose from 2,781,367 in 2019 to 2,804,037 in 2022.
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firms,'® declined from an average of 18.2% in 2016-2019 to 16.2% in 2020-2021. In the EU,
it rose from 17.3% to 18.1% in the same period.

Spain has a lower business churn rate than the EU because its entry and exit rates
are lower. Specifically, Spain’s entry rate — which was in line with those observed in the
EU up to 2019 - fell to around 1.7 pp below those of its European peers in 2020 and
2021 (see Chart 2.2.a). Meanwhile, the exit rate declined from around 8.5% in the pre-
pandemic years to 7.3% in 2021," 2 in contrast to the increase (from 7.5% to 8.5%)
observed in the EU.

The entry and exit of firms contribute positively to productivity, meaning that a lower
business churn rate limits aggregate productivity growth. The productivity impact of
business births and deaths depends not only on entry and exit rates, but also on the
relative productivity of the new and exiting firms. It is possible to analyse relative productivity
by considering a regression in which, for firm exits, the dependent variable takes the value
of 1 if the firm exits the market in the year and 0 otherwise, with the explanatory variable of
interest being its productivity - relative to the sector average and year — in the previous
period. For firm entries, a similar regression is considered, but the dependent variable
takes the value of 1 if the firm enters the market in the year and 0 otherwise, and the
explanatory variable is its productivity in the current period. Based on the coefficients
estimated in the two regressions, the following main conclusions may be drawn (see
Chart 2.2.b):

¢ |n the case of firm exits, the negative coefficient implies that, as might be expected,
less productive firms are more likely to exit the market. However, although the negative
link between productivity and exit from the market became stronger during the financial
crisis, it did not do so during the health crisis. This could be due, at least in part, to the
various support measures deployed by the authorities following the outbreak of the
pandemic, such as the furlough schemes (ERTEs, by their Spanish acronym), the
deferral of social security contributions and tax payments and the provision of financing
to firms on favourable terms.

¢ |n the case of firm entries, the negative coefficient also suggests that new firms are
less productive than established ones. However, new firms typically have more room
for improvement. For example, in Spain, the productivity growth of firms that entered
the market between 2014 and 2016 was, after five years, around 22 pp higher than that

10

11

12

Active firms are those that have positive sales or employment in the period analysed. Entry refers to the registration of a new
active firm that does not involve any other firm that either currently exists or has existed within the last two years. Exit refers to
a firm that becomes inactive, again excluding cases involving other firms or when a firm is reactivated within the next two years.
As exits are measured in economic, rather than legal, terms, these figures are not affected by the moratorium on insolvency
proceedings. Indeed, in 2019 (the year before the moratorium was approved), 0.14% of firms filed for insolvency proceedings,
while the exit rate was 9.4%. Consequently, although the number of firms being wound up has held at previous levels, the exit
rate has continued to fall.

According to the DIRCE, the entry and exit rates for Spanish firms in 2022 were still below 2019 levels and in line with the
average observed in 2020-2021.
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Chart 2.2
Spain has a lower business churn rate than the EU because its entry and exit rates are lower

2.2.a Firm entry and exit rates in Spain and the EU (a)
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SOURCES: Eurostat and Banco de Espafa (CBSO).

a Given the lack of information for some of the years between 2014 and 2021, the EU aggregate does not include Belgium, Greece, Ireland, Malta,

Poland or Sweden. Moreover, the Eurostat data do not include firms in the following sectors: agriculture (NACE Rev. 2 section A), financial service
activities, except insurance and pension funding (division K64), public administration (section O), other service activities (section S), activities of
households (section T) and activities of extraterritorial organisations and bodies (section U).

b The chart shows the coefficients associated with firm-level TFP (in deviations from the sector average) and estimated for each year in two regressions:

one in which the dependent variable is a dummy variable that takes the value of 1 if the firm exits the market and 0 otherwise (blue line), and another in
which the dependent variable is a dummy variable that takes the value of 1 if the firm has entered the market within the last year and 0 otherwise (red
line). Consequently, the estimated coefficients measure the effect of one-standard-deviation changes in firms' TFP with respect to the sector average
on entry and exit rates. Firm-level TFP is estimated previously, drawing on the method of Wooldridge (2009). The broken lines show 95% confidence
intervals.
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of established firms, meaning that they were already more productive than their
competitors from their fifth year onwards. In any event, the estimated coefficient in this
regression is less negative than that estimated for exits, suggesting that new firms are
more productive than exiting firms.

Areas of action:

Many obstacles shaping firm size and demographics in Spain have been identified in recent
decades, notably including:
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The quantity and quality of regulation. The volume and complexity of the regulations
governing economic activity in Spain have grown substantially in recent years." As a
result, firms have to dedicate an increasing proportion of their resources to understanding
and complying with the regulations, which sometimes creates obstacles to market unity.
To ease the regulatory burden on firms and foster market unity (which would be conducive
to business growth and competition), the different tiers of general government should
pool their regulatory approaches for each sector, so as to achieve best-practice
standards.

Spanish firms’ access to non-bank financing. Despite the advances made in recent years,
Spanish firms’ ability to access non-bank market-based funding sources is still very low.
This is particularly detrimental to growth when it limits investment opportunities for younger
and more innovative firms, which have relatively less collateral but higher growth potential.
In this respect, further progress needs to be made in developing venture capital markets,
both in Spain and at European level. This will require firm steps to be taken towards a capital
markets union in the EU (European Central Bank, 2024).

Insolvency proceedings. Historically, relatively limited use has been made of insolvency
proceedings and pre-insolvency arrangements in Spain. Moreover, when insolvency
proceedings have been used, they have typically taken a long time and a high proportion of
insolvent firms has eventually been wound up (Garcia-Posada Gémez and Vegas Sanchez,
2018). This has delayed non-viable firms’ exit from the market and even reduced the
economic value of the firms affected, with the consequent adverse impact on aggregate
productivity growth. The 2022 Insolvency Law reform, which is described at the end of this
section, seeks to correct some of these shortcomings.

Public tender procedures. Public tenders are mostly awarded to large firms. Some studies
suggest that redirecting tender procedures, at least partially, towards small and highly
productive but financially constrained firms could spur business and aggregate productivity
growth (Giovanni, Garcia-Santana, Jeenas, Moral-Benito and Pijoan-Mas, 2022). In this
context, according to a recent Banco de Espafa study (Aguilar, Alloza, de la Mata, Moral-
Benito, Portillo-Pampin and Sarasa-Flores, 2023), the tenders linked to the NGEU programme
have to date been allocated to larger firms than those that have won previous public
tenders. By contrast, the firms that have so far been allocated NGEU grants are
comparatively smaller than has been the case in other grants, which can be partly explained

by the size of programmes such as the Digital Kit."®

13
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For more details, see Mora-Sanguinetti, Quintana, Soler and Spruk (2024) and Mora-Sanguinetti and Pérez-Valls (2021), who
use a novel database that compiles and classifies the more than 200,000 rules adopted in Spain between 1995 and 2020.
Moreover, according to the European Commission’s Single Market Scoreboard, Spain ranked 22nd in the EU based on the
burden of government regulation in 2022.

In addition to being larger, the successful bidders for NGEU tenders are significantly more productive, have better access to
bank financing and saw a smaller drop in their sales during the pandemic.

A Spanish programme to foster the digitalisation of small and medium-sized enterprises, which has resulted in a first round of
tenders worth €1.5 billion and currently has an implementation rate of more than 80% of the total.
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— Regulatory thresholds. The academic literature has highlighted the existence of certain
employment and tax thresholds in regulations, that are linked to arbitrary levels of firm size
and which, to some extent, discourage business growth around these thresholds (Almunia
and Lopez-Rodriguez, 2018). A review should be carried out of such thresholds and their
impact on business demographics.

Recent measures rolled out in this area:

Various initiatives have been approved in recent years in an attempt to bolster business growth
and smooth the efficient reallocation of factors of production. However, it is still too early to
accurately assess whether these initiatives will be able to significantly reverse any of the
persistent weaknesses in terms of business size and demographics in the Spanish economy.
The measures recently approved notably include:

— The Law on business start-ups and growth. This law seeks to boost business start-ups and
foster their growth through actions such as: (i) facilitating and streamlining business start-
up (for example, by reducing minimum share capital or introducing standardised templates
and standard articles of association for setting up limited liability companies); (ii) providing
increased flexibility in alternative financing arrangements (by introducing a new legal regime
for crowdfunding platforms, for example); and (iii) incorporating incentives for compliance
with payment periods, both in the private sector (by including a requirement to disclose
average supplier payment periods in the annual accounts and late payment monitoring) and
in general government (establishing late payment interest and other measures to combat
late payment).

— Insolvency Law reform. The new law establishes a pre-insolvency mechanism known as a
“restructuring plan” that allows business debt forbearance at an early stage. Furthermore,
a new bespoke procedure has been added for microfirms, which is cheaper and more
streamlined than the standard insolvency proceedings. Lastly, improvements have been
made to the fresh-start mechanism for the self-employed and individuals, adding the
possibility of debt waiver — without prior liquidation of a debtor’s assets — based on a three-
year payment plan and extending the waiver of unpaid claims to include public law claims,
up to a certain threshold.'®

16 On data published by the Association of Registrars, the number of insolvency proceedings involving the self-employed and
individuals in Spain increased by 89% in the year following the reform, from 8,503 to 16,096. Furthermore, according to
information compiled by the Spanish official export credit company (Cesce), the number of special procedures for microfirms
has gradually increased from four in February 2023 to 147 in February 2024.
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4 Human capital

Context:

The academic literature emphasises the importance of human capital for economic growth.

— From a macroeconomic standpoint, there is broad consensus that a lower stock of
human capital reduces growth.'” This impact would not only stem from the direct effect of
educational attainment levels on individual productivity; it would also materialise through
other channels, such as the complementarity between human capital and investment in
physical or technological capital. In this respect, European countries with a higher level of
human capital (based on the numeracy scores under the Programme for the International
Assessment of Adult Competencies, for example) on average invest 1 pp more in R&D&
than Spain.

— From a business perspective, firms’ productivity is highly correlated to their staff’s
educational attainment level (Syverson, 2011). Specifically, firms at the productivity
“frontier” (those in the top 10% of the productivity distribution) have more high-skilled
workers (7% more staff with tertiary education) than firms at the median of the productivity
distribution (Criscuolo, Gal, Leidecker and Nicoletti, 2021).

— Atindividual level, there is a clear positive return to education, which in addition seems
to be increasing over time. Drawing on data from different waves of the Banco de
Espafa’s Spanish Survey of Household Finances (EFF, by its Spanish abbreviation), it is
possible to estimate the internal rate of return to education as with any other investment.
The cost of the investment is quantified on the basis of the sum of the income forgone by
not working during the period of study, while the benefit can be calculated considering
the positive labour income differential obtained after education.'”® According to this
analysis, in 2019 an upper secondary education or intermediate vocational training
provided a return of 18% for men and 26% for women compared with compulsory
secondary education alone; in both cases, this return was greater than that estimated in
2007 (see Chart 2.3.a).!"° Moreover, university studies provided an additional return of 20%
for men and 23% for women; again, these figures were higher than those estimated in
2007. Meanwhile, the additional return to higher vocational training compared with
intermediate vocational training (non-compulsory level) was also positive for men and
women in 2019, although for women it was lower than in 2007.

17 See, for example, Romer (1986), Lucas (1988, 1990, 2015).

18 For more details on the methodology used, see Jansen and Lacuesta (2024).

19 Heckman, Lochner and Todd (2006) estimate, for the United States in 1990, a return of 39% to 12 years of schooling (equivalent
to completing upper secondary education) compared with 10 years of schooling alone (compulsory secondary education), and
an additional return of 24% to completing 16 years of education (university) compared with 14 years of education. A number of
estimates are available for other countries. Drawing on various articles, Card (2008) suggests that the return to an additional year
of schooling in many European countries would be between the 5% observed in Sweden and the 10% observed in the United
Kingdom.
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Chart 2.3
There is a significant and positive economic return to education, and it seems to be increasing over time. There
appears to be some mismatch between the supply of and demand for places at conventional public universities

2.3.a Internal rate of return (IRR) (a)

%

30 H Men
25 B Women
20
15
10
5
0 }
2007 2019 2007 2019
Intermediate vocational training University vs intermediate Higher vocational training vs
or upper secondary education vs vocational training or upper intermediate vocational training
compulsory secondary education secondary education or upper secondary education

2.3.b Conventional public universities: first-choice applications and places

Thousands of places
600

500 /
400 | ——

300 |

M Applications
M Places

L 4
L 2
L 4
L 4
L 4
L 4
L 2
@

200 |

100 +

0 1 1 1 1 1 1 1
2015-2016 2016-2017 2017-2018 2018-2019 2019-2020 2020-2021 2021-2022 2022-2023

Academic year

SOURCES: Banco de Espafia (EFF) and Ministerio de Ciencia, Innovacion y Universidades (UNIVbase).

a Drawing on data from the 2008 and 2020 editions of the Spanish Survey of Household Finances (EFF). The chart depicts the IRR to one level of
educational attainment compared with another. The IRR to a level of educational attainment is defined as the discount rate that equates the sum
of the present value of earnings over 50 years of work experience with the opportunity cost (the present value of income earned by not remaining
in education). Gross labour income per year of work experience is obtained using a logarithmic regression of gross annual labour income restricted
to a sample with the two educational attainment levels analysed, adding a constant, a dummy variable for the higher educational attainment level,
a variable for potential experience and its square defined as age-16 for compulsory secondary education, age-18 for intermediate studies, age-20
for higher vocational training and age-22 for university studies. The estimate takes into account weights and the five imputations of the EFF.
Drawing on the results of these regressions, labour income is estimated from O to 50 years of work experience and the internal rate of return is
calculated assuming that someone who begins to work after completing compulsory secondary education does so two years before someone who
studies intermediate vocational training or upper secondary education and that there are no monetary costs of studying. Similarly, it is assumed
that, compared with someone who studies either intermediate vocational training or upper secondary education, an individual who studies higher
vocational training will begin two years later and a university student graduate four years later. For more details, see Jansen and Lacuesta (2024).
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Evidence:

Despite the improvement observed in recent decades, the educational attainment level of the
Spanish population remains below the European average.

— Early school leaving. The early school leaving rate has fallen considerably in Spain over the
last few decades. For instance, the percentage of the population born in 1998 whose highest
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level of educational attainment was compulsory secondary education by the age of 25 was
13 pp and 7 pp lower for men and women, respectively, than for those born in 1990.2°
However, Spain continues to have one of the highest early school leaving rates among
European countries. Specifically, in 2023, 13.6% of 16-24 year-olds in Spain had left school
having completed, at most, compulsory secondary education, compared with 9.6% in the
EU as a whole.

PISA results. The Programme for International Student Assessment (PISA) of the
Organisation for Economic Co-operation and Development (OECD) is a useful international
assessment of students’ level of achievement at the end of their compulsory education. The
latest results refer to 2022, in which Spain ranks 23rd in mathematics and 24th in reading
and in scientific knowledge, out of the 38 OECD member countries. When only those
students at the highest levels of excellence are considered, Spain has an even lower position
in the rankings.

Educational attainment level among adults. On Eurostat data for 2023, the percentage of
people with a low level of educational attainment in Spain was 29% among employees,
34% among employers and 35% among the self-employed. These figures are higher than
those observed in Italy (27%, 33% and 25%) and well above those found in France (12%,
8% and 11%) and Germany (16%, 11% and 10%).?’

Further evidence:

In addition to the quantity and quality of education, it is also essential to analyse the extent to
which the education available can adapt to changes in demand, and thereby prevent possible
mismatches that could hold back the economy’s productive capacity and constrain equality of
opportunity. In this respect, there appears to be some mismatch between the supply of and
demand for places at conventional (i.e. classroom-based) public universities.

On the demand side, the number of applications to conventional public universities rose
by 30% in Spain between 2015 and 2022 (see Chart 2.3.b).22 Furthermore, such applications
appeared to be aligned, to some extent, to labour market demand. Specifically, on average,
these applications were positively correlated to graduates’ contribution base four years

20
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The increase in men’s educational attainment level was split between intermediate vocational training, higher vocational training
and university studies, whereas for women it was chiefly concentrated in university education.

Beyond the level of educational attainment, other practices related to firm structure, organisation and management are key to
productivity. In recent years, progress has been made in the analysis of the importance of these factors in the economic literature
thanks to advances in measuring them through surveys (Bloom and Van Reenen, 2007) and randomised trials (Adhvaryu, Molina
and Nyshadham, 2022).

In addition to a rise in demand for education stemming from the higher returns to training (see Chart 2.3.a), in recent years there
has been an increase in the number of people aged 19. In the period 1995-2008, the fertility rate rose somewhat in Spain, in
line with the economic upswing during those years. As a result, the population aged 19 grew continuously, from 428,000 to
484,000, between 2015 and 2022. According to the population projections of the National Statistics Institute (INE), the
population aged 19 will reach 586,000 in 2028. However, as fertility rates have decreased since the financial crisis, it will tend to
fall back, to around 440,000 after 2040.
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after graduation, with courses leading to a job paying 10% more than other courses receiving
6% more applications.

On the supply side, however, the number of places available at these universities for new
students fell slightly (by 1%) in the period analysed.?® Moreover, in contrast to the number of
applications, the number of places available in areas of study at conventional public universities
is not correlated to wage variation. These universities are offering more courses in areas of
study with greater job opportunities, but without making more places available.

Areas of action:

It is essential that structural measures be developed to promote human capital accumulation,
which may require an in-depth review of the institutional design of Spain’s education system.

This is especially important at the present juncture, in which a major sectoral and occupational

reallocation of employment appears likely, prompted, inter alia, by the far-reaching demographic
and technological changes under way and the green transition (for more details on how these

could affect the labour market, see Chapter 3 of this report). Among the various initiatives that

could be rolled out in this area, the following are noteworthy:

— Push to encourage students to remain in education. Public policies should continue to

encourage students to remain and progress in the formal education system, especially taking
into account the associated individual return (see Chart 2.3.a) and aggregate return. In this
respect, work experience is an imperfect substitute for formal education in the development
of cognitive skills for workers with lower levels of educational attainment (Martinez-Matute
and Villanueva, 2023). Various programmes, such as tutoring in small groups or with teachers
from the same ethnic background, have proven useful in encouraging pupils to remain in
school and improve their performance.?* Furthermore, it would be advisable for the public
sector to provide students (and their families) with sufficient information on the employment
returns to education, to inform their decisions (McGuigan, McNally and Wyness, 2016).

Vocational training. High-quality vocational training could be a very effective alternative for
reducing both the early school leaving rate and some of the existing supply and demand
mismatches in the labour market, which could increase in the future.?®

e The Organic Law on vocational training, approved in 2022, seeks to overhaul the
vocational training system in Spain. To this end, it focuses on the dual vocational
training system introduced in 2012 and on promoting continuous training.

23
24
25

In the same period, the number of new undergraduate students at private universities rose by 20,000 (+53%).

Gershenson, Hart, Hyman, Lindsay and Papageorge (2022) and Battaglia and Lebedinski (2022).

For instance, the percentage of Spanish firms reporting that labour shortages were having an adverse or very adverse impact
on their activity has risen considerably in recent quarters. Specifically, according to the Banco de Espafa Business Activity
Survey (EBAE, by its Spanish abbreviation), 43.8% of firms perceived having such problems in 2024 Q1, up 34 pp from early
2021 (Fernandez-Cerezo and Izquierdo, 2024).
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¢ The key characteristic of the dual system is the prominent role given to firms in the training
process. In the case of Spain, the economic literature finds that under the dual system the
number of days worked, income and job retention rates are all higher in the two years after
graduation than under traditional training programmes (Bentolila, Cabrales and Jansen,
2024). However, at international level, the evidence is mixed as to whether the better short-
term returns from the dual model continue over the working life, particularly in a context
of rapid technological change.? It may therefore be advisable, as envisaged under the
new law, to reinforce the continuous training system for workers with general skills at the
same time as the dual vocational training system is rolled out. This is also particularly
appropriate in circumstances like the present in which the working population is ageing
significantly, which results in some loss of cognitive skills (Anghel and Lacuesta, 2020).

¢ |nany event, the number of places offered in the dual system in the 2021-2022 academic
year accounted for less than 5% of the total. Consequently, if the ambitious targets set
in the RTRP for the number of dual vocational training places are to be met in the
coming years, the right incentives to generate these places will need to be available to
Spanish firms.

— University education. The Organic Law on the university system (LOSU, by its Spanish

abbreviation), which was approved in March 2023, fosters a series of measures to improve
the quality of education and adapt the Spanish university system to the structural challenges
facing the Spanish economy. Among other aspects, it introduces changes to university
autonomy, staff selection processes and contract types for teaching and research staff.
Although it is too early for a comprehensive assessment of the law’s ability to correct any of
the shortcomings of the Spanish university system,?” further action may be needed in two
particular areas in the future:

¢ First, the current university funding system should be assessed, focusing on aspects
such as its sufficiency, equity and ability to foster excellence.?®

e Second, the above-mentioned supply and demand mismatches in public university
education should be reduced, as they could have a negative bearing on equality of
opportunity?® and the Spanish economy’s ability to undertake the green and digital
transition. On Eurostat data for 2020, just 24% of students in tertiary education in
Spain were enrolled in a field related to the natural sciences, mathematics, statistics,
information and communication technologies, engineering, manufacturing and
construction, below the 28% observed in the euro area.

26
27

28
29

See Jansen and Lacuesta (2024) for a summary of the literature on this issue.

For example, according to some international rankings (Academic Ranking of World Universities), very few Spanish universities
rank among the best global institutions in terms of the quality and quantity of their scientific output, taking into account the size
of the country’s population and economy.

See, for example, Montalban Castilla (2019) and Cabrales, Guell, Madera and Viola (2020).

While private universities may have covered some demand, the lack of response from the public university system may affect
equality of opportunity.
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— Financial education. Financial education is key if the general public are to take well informed
decisions about their finances and be able to make a critical assessment of public policies.
However, as in other European countries, the Spanish population has a low level of financial
literacy (Organisation for Economic Co-operation and Development, 2023). Specifically,
according to the Banco de Espafa’s Survey of Financial Competences 2021, the percentage
of the Spanish population aged 18-79 who understand basic concepts related to inflation,
compound interest and risk diversification is relatively low, at 65%, 41% and 52%, respectively
(Hospido, Machelett, Pidkuyko and Villanueva, 2023). In this respect, the Financial Education
Plan, in which the Banco de Espafa, the National Securities Market Commission and the
Ministry of Economic Affairs, Trade and Enterprise participate, specifically proposes a set of
measures aimed at increasing the general public’s financial literacy and improving their
financial conduct and habits. For the period 2022-2025, the Plan envisages action across all
levels of education, as well as specific initiatives aimed at vulnerable groups and at new
users of online financial services. In tandem, it is essential that the impact of such initiatives
is carefully and continuously assessed.*°

30 Bover, Hospido and Villanueva (2024) conduct a randomised experiment to assess the effect that financial education courses
delivered at secondary level have on financial literacy and preferences and attitudes towards saving a few months later. Students’
scores in a financial literacy test improved and their degree of patience in choices regarding current and future consumption
increased, with these positive effects being observed specifically among students from less advantaged backgrounds. The
improvement in their financial literacy may be quantified at around 17% of one standard deviation of the scores in a specifically
designed test. By way of reference, in the context of the Survey of Financial Competences, this would be equivalent to a 40%
increase in the financial literacy of the 18-25 age bracket.
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5 Capital investment and innovation

Context:

Investment in physical and technological capital and the pursuit of innovative activities have
the potential to significantly drive up productivity and the economy’s growth capacity in the
medium and long term. Any comprehensive policy for sustainable growth must therefore
stimulate such investment and activities. This is especially true for innovation, as some aspects
specific to this type of activity®' could lead to private sector investment falling short from a
social perspective.

Evidence:

In recent decades, an aspect that partly explains Spain’s relatively lacklustre productivity has
been its low share of innovation, which has also led to a smaller stock of intangible assets.

— Spain has a lower percentage of innovative firms than other European countries, even when
firms’ smaller size and sectoral distribution are taken into account. Specifically, Eurostat's
Community Innovation Survey shows that, in the period 2018-2020, only 31% of Spanish
firms engaged in innovative activities, compared with 49% in the EU.

— Moreover, according to OECD data, Spain’s average innovation intensity is also low. In
2022, R&D&l expenditure in Spain represented around 1.4% of GDP, below the share
observed in the OECD as a whole (2.7%), or in countries like Germany (3.1%) and France
(2.2%). This innovation gap is the result of the scant momentum of this expenditure item in
Spain over the period analysed, from the standpoint of investment both in the public sector
and in the private business sector.

— As a result of these developments, although the Spanish economy’s intangible assets
have increased in recent decade - to 5.9% of all capital stock, according to the Spanish
National Accounts —,%? this has not been sufficient to significantly close the gap with
average euro area levels (excluding Ireland®®), where intangible assets represent 9.4% of
capital stock.

31 For example, innovation generates knowledge spillovers that are not always exploitable by those making the investment.
Moreover, when successful, such activities usually produce an intangible asset with an economic value that is much higher for
the developer than for the funding provider. Consequently, financing for this type of activities is more complex and costly than
that relating to, for example, the acquisition of a conventional physical asset.

32 Intangible asset investment, according to the Spanish National Accounts, refers to investment in intellectual property products.
It does not include other intangible assets, such as new product development, brands, human capital formation by the firm and
organisational structure.

33 Ireland has been excluded from the data presented as it distorts the euro area investment series. For further details, see
Andersson, Byrne, Emter, Gonzalez Pardo, Jarvis and Zorell (2023).
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Chart 2.4

In the most recent period, investment in intangible assets and ICT has grown strongly, whereas investment in machinery
and equipment has been weak

2.4.a Post-pandemic recovery in investment, by component
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SOURCE: Eurostat (National Accounts).

a Ireland is excluded from the euro area.
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Additional evidence:

In the most recent period, the performance of investment has been highly uneven by component,
with investment in intangible assets and information and communication technologies (ICT)
being clearly buoyant, and weak in capital goods.

— Since the outbreak of the health crisis, the recovery in investment in intangible assets in
Spain has been stronger than in the other investment components. Specifically, investment
in this type of asset had already returned to its pre-pandemic levels by early 2021, while all
other investment components had still to reach them at end-2023 (see Chart 2.4.a). This
could be due, at least in part, to the boost in the development and implementation of new
technologies as a result of the mobility restrictions associated with the pandemic. That
said, in 2023, investment in intellectual property products in Spain was 8.5 pp higher than
the 2019 level, while in the euro area it stood 11.4 pp above its pre-pandemic mark.

Annual Report 2023 - Banco de Espana 111



https://www.bde.es/f/webbe/SES/Secciones/Publicaciones/PublicacionesAnuales/InformesAnuales/23/Graficos/Files/IA2023_Capitulo_2_G04_Ing.xlsx

L BCESKS CHAPTER 2

— As for tangible capital, the different adverse shocks that have shaped economic activity

in Spain and globally in recent years appear to be having a sharper impact on investment
in machinery and equipment. In 2023, this demand item in Spain was still 8.6 pp below its
pre-crisis level. Conversely, in the euro area as a whole this investment component stood
3.1% above its 2019 level in 2023. The Spanish economy’s recent lacklustre performance
in investment in machinery and equipment is largely due to the weakness of investment in
transport equipment, which stands 25.1 pp below the pre-pandemic level (compared with
4.6 pp below that level in the case of the euro area).

Public investment has increased significantly in recent years. Indeed, in 2022, public
sector investment was 27.1% higher than in 2019. The strength of this component may be
explained, at least in part, by the effects of the health crisis on some sectors closely linked
to general government. Specifically, investment in machinery and equipment in these
sectors (which include “Public administration and defence”, “Compulsory social security”,
“Education” and “Human health and social work activities”34) grew by 36.7%.3° Nevertheless,
public investment in the euro area, which could also have benefited from such dynamics,
rose by only 7.1% between 2019 and 2022.

Given the challenges posed by the digitalisation of activity, it is also important to analyse
the recent behaviour of ICT investments. These investments can relate both to intangible
capital, such as software, databases and cloud storage servers, and to tangible capital, such
as telecommunications and computing equipment. Between 2000 and 2022, this investment
component showed notable buoyancy in Spain, its share of GDP increasing from 1.7% to
2.5%, very close to the 2.6% observed in the euro area as a whole (see Chart 2.4.b). In addition,
according to the European Commission’s Digital Economy and Society Index, in 2022 Spain
ranked third in the EU in terms of digital connectivity, but came 11th as regards the integration
of digital technology by SMEs.

Areas of action:

Many of the measures that could be adopted in Spain to promote business investment and

innovation overlap or are compatible with the range of actions described in previous sections
that should ideally be implemented to boost the level of human capital of both employers and
workers, and to increase the size of Spanish firms and contribute to the cross-sector and

cross-firm reallocation of productive resources. Some initiatives more specifically aimed at

boosting investment and innovation are described below:

— Providing aregulatory framework and a stable institutional environment, to give investors

regulatory and legal certainty.

34

35

Although the public sector accounts for most of these activities, there are also private firms operating in them. It should therefore
not be assumed that only the public sector invests in these sectors.
Growth rate between 2019 and 2021, the latest year for which this breakdown is available.
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— Smoothing access to external financing for investment projects, especially those that
tend to face greater obstacles in raising finance, such as innovative activities and intangible
asset investment. To this end, as already mentioned in Section 3, it would be advisable to
foster the development of venture capital markets in Spain and Europe, taking firm steps
towards a capital markets union in the EU.

— Reviewing the efficiency and design of the system of tax incentives for innovation. The
White Paper for the Reform of the Tax System (2022) (only available in Spanish) provides a
thorough overview of the problems in the design of R&D&l incentives in Spain, along with
wide-ranging proposals for their reform in line with global best practices. Specifically, the
evidence from around the globe shows that designing tax incentives with higher subsidies
for newly created companies (which face greater constraints on R&D&l investment) leads to
particularly effective policies for enhancing the drive for innovation and its deliverables. It
may also be worth giving thought to measures that would allow innovative firms to claim
direct reimbursement for investments if they do not make enough taxable profits.

— Rigorously selecting investment projects to be carried out using European NGEU funds,
maximising the complementarity and synergies between public and private investment
(Alloza, Leiva-Ledn and Urtasun, 2022), and ambitiously implementing the reforms included
in the RTRP to reduce the barriers that hinder the sound functioning of markets and resource
allocation in the Spanish economy (Albrizio and Geli, 2021).

Recent measures rolled out in this area:

— Law on Developing the Ecosystem of Emerging Businesses, better known as the Start-Ups
Law. This law is intended to stimulate investment in innovative activities, to attract, recover
and retain talent, as well as create and relocate emerging firms that are committed to
innovation. It simultaneously aims to stimulate collaboration of emerging firms with SMEs
and large businesses, and also to foster cooperation of emerging firms and entrepreneurs
with universities and research institutions. Of the range of measures introduced, the tax and
employment incentives for R&D&l activities stand out, as does the measure to streamline
the bureaucracy involved in setting up innovative firms.

— Law on Science, Technology and Innovation. This law sets a target for government funding
of R&D&l at 1.25% of GDP by 2030. Among other measures, this law also aims to encourage
scientific research by creating a new type of permanent contract for researchers and
streamlining administrative barriers, such as those surrounding grant access.
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6 Institutional framework

Context:

There is broad consensus in the academic literature that the institutional framework and, more
specifically, the quality of institutions and the degree of trust they instil among economic
agents are key in determining long-run growth (Acemoglu, Johnson and Robinson, 2005).
Furthermore, some empirical evidence suggests that lost trust in institutions often takes a
relatively long time to be won back, meaning that the economic consequences can also be
highly persistent.®®

Evidence:

According to different internationally comparable indicators, institutional quality and trust have
deteriorated in Spain since the financial crisis.

Quantifying the quality of institutions and the degree of economic agents’ trust in them is a
complex task, particularly for the purpose of establishing comparisons over time and between
countries. In any event, despite the uncertainty surrounding these analytical exercises (which
are typically based on a combination of information sources and the stated perceptions of
different types of agents), some of the metrics most frequently used in this area, such as the
World Bank’s Worldwide Governance Indicators or the European Commission’s Eurobarometer,
suggest that, in recent decades, trust in Spanish institutions and their perceived quality have
deteriorated, and they have done so more markedly than in other European countries.®’

Areas of action:

In light of such evidence and its economic significance, the quality of and trust in Spanish
institutions should be strengthened.

— For example, turning to the dimensions assessed by the World Bank, there is scope for
improving the “quality of regulation” in Spain, as it negatively affects not only firm size and
the Spanish economy’s productivity (see Section 3), but also judicial efficacy (Lucio and
Mora-Sanguinetti, 2022).

36 See, for example, Becker, Boeckh, Hainz and Woessmann (2016), Daniele, Aassve and Le Moglie (2023) and Solé-Ollé and
Sorribas-Navarro (2018).

37 Thus, for example, according to the World Bank’s Worldwide Governance Indicators, while Spain's institutional quality in 1998
was well above the euro area average, the situation had reversed by 2022. The European Commission’s Eurobarometer points
in the same direction when comparing citizens’ degree of trust in political parties, the Government, Parliament and the justice
system between 2007 and 2023. Spain has gone from having higher levels of trust than the other large euro area economies to
trailing them in all these dimensions except trust in the justice system, where it still ranks second to Germany.
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— In addition, action is needed to boost the efficacy and efficiency of Spanish general
government, which would help lift productivity and have positive spillovers on private sector
decision-making on spending, investment and innovation. In this respect, it is worth
mentioning some recent initiatives whose effectiveness will need to be carefully assessed
in the coming years:

¢ One of the priorities of the Spanish RTRP is modernisation of the general government
sector, described in project 11 of this plan and to which more than €4.2 billion has been
allocated. This initiative aims to improve the efficiency of general government
management by driving this sector’s level of digitalisation, enhancing energy use (via
building renovations and renewable energy use), strengthening the evaluation
framework for public policies and cutting down on the use of temporary contracts in
public sector employment.

¢ |n this respect, the Law Institutionalising the Evaluation of Public Policies aims to
incorporate ex ante and ex post assessments into the legislative processes of central
government.®® The statute of the Public Policy Assessment Agency (AEVAL) created
under this law has not yet been approved.

¢ |n addition, with respect to the civil service, changes were recently approved to public
sector recruitment, to performance assessments and to internal promotion procedures
that must be judged by, among other things, theirimpact on the quality of the provision
of public services.®® In any event, on 21 March 2024, the Government set out before the
Senate Civil Service Commission the broad outlines of the new general government
reform, which, inter alia, aims to improve the planning, efficiency and capacity to attract
talent of public procurement systems.

38 Any ex post assessments deemed necessary to review public spending will be performed by the Independent Authority for
Fiscal Responsibility (AIReF).

39 Royal Decree-Law 6/2023, of 19 December 2023, ratified by Parliament on 10 January 2024.
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7 Population ageing

Context:

Population ageing is one of the biggest challenges that the world’s main economies will have to
face in the coming years. The extraordinary scale of this challenge stems not only from the
magnitude of the demographic changes under way, but also from their numerous implications,
for example, in terms of the economy’s growth capacity, labour market dynamics and public
revenue and expenditure.*®

Evidence:

In recent decades, demographic trends in Spain have been marked by a significant drop in
both fertility and mortality rates (see Chart 2.5.a). As a result, the population ageing process
has gathered considerable pace, and will continue to do so over the coming decades, more so
in Spain than in other European countries.

— Fertility rate. The fertility rate fell from 2.8 children per woman in 1975 to 1.1 per woman in
1998. Since then, it has remained fairly stable in Spain, below the levels observed in other
European countries.

— Mortality rate. Spain’s mortality rate at 65 years of age has clearly trended downwards in recent
decades (except during the recent COVID-19 episode), and is very low by international standards.

— Life expectancy at birth. Life expectancy at birth has increased markedly in recent decades, to
83.2 years in 2022, and is higher than in other developed countries. However, while Spain stands
out internationally for its high life expectancy at birth, its relative position in terms of healthy life
expectancy”! lags behind, for example, Germany, France and Italy (see Chart 2.5.b).*?

— Population structure by age group. Since the early 1970s, the proportion of the total
population aged over 64 has more than doubled in Spain, accounting for over 20% in 2023.
This trend is set to continue and will be more pronounced than in other European countries.
Specifically, drawing on the latest Eurostat demographic projections, between 2023 and
2053 the dependency ratio*® in Spain will increase by 27.2 pp to 53.8%, compared with just
16.6 pp (to 45.8%) on average in the EU.**

40 For an in-depth analysis of these implications, see Banco de Espafia (2019).

41 Healthy life expectancy at birth is calculated as the life expectancy at birth minus the expected number of years lived with
disability or poor health, taking into account the multiple causes that might contribute to poor health, weighted according to their
severity (Mathers, Sadana, Salomon, Murray and Lopez, 2001).

42  For further details about the health status of the elderly in Spain, see Crespo, Denis and Jimeno (2023).

43 Defined as the ratio of the population aged over 66 to those aged 16-66.

44 These percentages remain largely unchanged, in qualitative terms, when viewed over a longer period. Again, drawing on the
latest Eurostat demographic projections, between 2023 and 2100 the dependency ratio in Spain will increase by 31.6 pp to
58.2%, while the EU average will rise by just 24.7 pp to 53.9%.
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Chart 2.5
Demographic trends in Spain have been marked by a significant drop in both fertility and mortality rates.
In addition, in terms of healthy life expectancy, Spain lags behind Germany, France and ltaly

2.5.a Fertility and mortality rates in Spain
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2.5.b Fertility rate, life expectancy and healthy life expectancy at birth in 2022, by country
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SOURCES: INE and Eurostat.

a The fertility rate measures the average number of children a woman would give birth to during her child-bearing years, assuming she gave birth
according to the average fertility rate for each year of age.

b Life expectancy at birth measures the average number of years that a newborn is expected to live if the mortality patterns in the period observed
remain unchanged.

¢ Healthy life expectancy at birth is calculated on the basis of life expectancy at birth minus the expected number of years lived with disability or in
poor health, considering the multiple causes that may contribute to poor health, weighted according to their severity (Mathers, Sadana, Salomon,
Murray and Lépez, 2001). Data refer to 2021, except for Norway, where they refer to 2020.
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Additional evidence:

Migration flows have surged in recent years, but it seems unlikely that this will offset the current
population ageing process in Spain, or effectively smooth any mismatches that might arise in
the Spanish labour market.

— Inflows of foreign nationals. Since 2002, more than 10 million foreign nationals have
migrated to Spain, representing on average half a million intakes per year. More recently,
following the decline observed during the pandemic, immigrant arrivals recovered strongly
to stand at around 1.1 million in 2022, even above 2007 levels. Spain thus has one of the
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highest immigration rates in Europe (approximated as the rate of foreigner arrivals per
thousand inhabitants), even ahead of Germany.*®

Outflows of foreign nationals. In the last two decades (except during the years following
the outbreak of the global financial crisis*®), outflows of foreign nationals have averaged at
around half of foreigner inflows, in annual terms.

Migration flows of Spanish nationals. In recent decades, inflows and outflows of Spanish
nationals have been far lower than those of foreign nationals. Moreover, in contrast to
foreign migration flows, net migration of Spanish nationals has generally been negative,
except in the pre-financial crisis years. Specifically, aggregate inflows of Spanish nationals
in the period 2002-2022 stood at around 1.15 million and outflows at close to 1.3 million.

Impact of migration flows on the size and composition of the Spanish population. As a
result of the developments described above, since the beginning of this century, there has
been a considerable net inflow of foreigners into Spain, contributing to the growth of the
resident population. Indeed, net foreigner arrivals (close to 5 million between 2002 and
2022) have become practically the only source of population growth in Spain (see Chart 2.6.a).
Thus, since 2002, the percentage of residents born abroad has increased by almost 12 pp,
to more than 17%.

Age profile of foreign and Spanish nationals. The average age of immigrants arriving in
Spainis below that of Spanish nationals. Thus, in early 2023, those aged over 60 represented
less than 12% of foreigners residing in Spain, compared with almost 30% in the case of the
Spanish national population (see Chart 2.6.b). In addition, the difference in the average age
of Spanish and foreign-born residents is around eight years, a gap that has remained
virtually unchanged in recent decades.*’

The potential for migration flows to offset the population ageing process. Migration has
limited potential to appreciably slow the population ageing process. In particular, for the
dependency ratio in Spain to remain constant over the next 30 years, the foreign-born
population of working age would have to be three times larger than anticipated in the latest
INE projections.*® In this respect, it is important to note that these projections already
estimate that migration flows will lead to very significant net population growth (of almost
10 million in aggregate terms) up to 2053.

45

46

47
48

In terms of the number of permanent immigrants, Spain is the world’s fourth destination country, only behind the United States,
Germany and the United Kingdom (OECD, 2023a).

During the financial crisis, net migration turned negative, not only among foreigners but also among Spanish nationals. In this
regard, |zquierdo, Jimeno and Lacuesta (2016) find that Spanish and foreign nationals’ decision to emigrate was similarly
sensitive to the unemployment rate.

However, according to the INE’s most recent demographic projections, this gap will narrow somewhat in the coming years.

In this exercise, the size of the other population groups remains at the levels projected by the INE (INE, 2022). In any event, given
the high volatility of migration flows and the uncertainty surrounding them, any projection of such flows must be treated with
caution.
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Chart 2.6
In recent years, net foreigner arrivals have become practically the only source of population growth in Spain

2.6.a Resident population growth in Spain and contribution by nationality
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— Implications of migration flows for the labour market. In recent years, foreign workers are
estimated to have contributed to reducing, at least in part, the mismatches between labour
supply and demand, particularly in low-skilled jobs. However, unless the nature of migration
flows changes significantly, it seems unlikely that they will be able to effectively continue
to do so in the coming years. All this, against a background in which the technological
changes currently under way and the green transition could appreciably drive up demand
for high-skilled labour (for more details about the challenges posed by these changes for
Spain’s labour market policies, see Chapter 3 of this report). In this respect, it is important
to highlight some of the key labour-related differences between foreign and Spanish
nationals:

e Participation rate. The participation rate among immigrants is high, generally above
that of Spanish nationals (70% and 56.5%, respectively, in 2022). The migration flows
projected by the INE for the next ten years could raise the participation rate in Spain by
1.6 pp (Cuadrado, Fernandez-Cerezo, Montero and Rodriguez, 2023). Moreover,
although the unemployment rate is higher for foreigners than for Spanish nationals, this
gap has halved since the financial crisis.
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e Fducational attainment and occupation. According to the Spanish Labour Force
Survey, at end-2023, in the cohort of foreign nationals who had lived in Spain for less
than one year, around 80% of those of working age did not have a university education,
and more than 70% were in low-skilled employment, such as domestic service,*®
construction, retail trade and hospitality. These percentages are similar to those
observed in 2008 (87.4% and 60.4%, respectively), but stand in contrast to those
recorded for Spanish nationals, less than 29% of whom had low-skilled jobs in 2023.
In addition, the proportion of Spanish-born emigrants with a university education is
particularly high, accounting for 60% of the total in 2022.

Areas of action:

Addressing the many challenges posed by demographic change calls for resolute action on

multiple fronts.

The labour market: Chapter 3 of this report describes some of the possible measures, which
include (i) lengthening the working life of older workers, (i) strengthening lifelong learning and
active and passive labour market policies, and (jii) continuously monitoring the potential for
new migration policies to effectively mitigate any labour market mismatches that may arise.
Two recent initiatives are worth noting in this respect. First, the approval in 2022 of the reform
of the Law on Foreign Nationals, which makes the catalogue of difficult-to-cover occupations
more flexible, facilitates the entry of foreign entrepreneurs, incorporates training in the concept
of “rootedness” and allows foreign students to access the labour market. Second, in recent
years, the Government has entered into a number of migration agreements with different
countries. These notably include the agreement signed in 2023 between the United States,
Canada, Mexico and Spain to promote regular migration from Central and South America.

Fiscal policy: As discussed in Section 9.2, population ageing is already driving a significant
increase in public spending, both on pensions and on health and long-term care, which will
continue to gather pace in the future.>® This puts added pressure on public finances, calling
for an ambitious medium-term fiscal consolidation plan to be undertaken without delay.
This process will require ongoing and thorough assessment of the public pension system's
financial sustainability, given that an overall analysis of the main legislative changes made
to the system since 2021 suggests that the greater expenditure obligations in the long term
will not be fully offset by the revenue raised.

Fertility trends: The available evidence suggests that some of the reasons for Spain’s low
fertility rate could be related to difficulties in achieving a work-life balance.®' In this respect,

49
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On the available evidence, the inflow of immigrants employed in domestic service in Spain in the first decade of this century
contributed to the rise in the wages of Spanish working mothers, by helping to improve their work-life balance and reduce the
wage penalty associated with having children (Castellanos, 2023).

For a detailed analysis of the challenges of the demographic transition for the health system, see Regueiro-Ons and Gonzalez
Lopez-Valcarcel (2023).

See, for example, Guner, Kaya and Sanchez Marcos (2024).
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it would be useful to examine the capacity of some of the public measures adopted in
recent years in prompting an appreciable shift in fertility trends in Spain over the coming
years. Such measures include, for example, gradually extending paternity leave to 16 weeks
by 2021 (bringing it into line with maternity leave), introducing 8-week parental leave per
child for childcare and allowing more flexibility for requesting working hours to be adapted
for work-life balance reasons.®? Also worth noting are the new incentives in force since
September 2023 to promote work-life balance.®®

52 Royal Decree-Law 5/2023 of 28 June 2023.

53 Specifically, rebates on fixed-term contracts entered into with young unemployed persons to replace workers in specific work-
life balance cases, social security contribution rebates for replaced workers during maternity or paternity and childcare leave,
and subsidies for the contracts of workers moved to different jobs owing to risk during pregnancy or breast-feeding. For more
details, see Royal Decree-Law 1/2023 of 10 January 2023.
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8 Inequality and pockets of vulnerability among households

Context:

The academic literature suggests that excessively high inequality levels may weigh not only on
the degree of social cohesion, but also on economic growth capacity, through their adverse
effects on aggregate consumption, investment, the accumulation of human capital and
opportunities for future generations.>* Therefore, in any economy, in addition to its main
macroeconomic aggregates, it is also essential to analyse the behaviour of the different
measures of inequality®® to determine whether there are significant pockets of social, economic
and financial vulnerability among households.

Evidence:

In recent years, income inequality has declined significantly in Spain, against a backdrop of
strong employment growth. However, some pockets of vulnerability, largely linked to housing
affordability difficulties, have been observed in some households.

— Income inequality before the pandemic. The IFS Deaton Review is a key initiative, within
the economic literature, that aims to quantify, as uniformly as possible, the level of inequality
in a large number of countries. According to the review’s latest data for a set of European
and North American countries, referring to 2019, Spain had one of the highest levels of
disposable income inequality that year, only outranked by the United States (see Chart 2.7.a).

— Income inequality since the pandemic. Broadly speaking, the majority of the most
commonly used measures of inequality — such as wage inequality, income inequality or
relative poverty — have followed a very similar pattern in recent years. Although they rose
significantly in 2020 following the outbreak of the health crisis, they have fallen sharply since
then, mainly as a result of the notable buoyancy of activity and employment in Spain since
2021. In this respect, the most recent data of the INE’s Living Conditions Survey (ECV, by its
Spanish abbreviation) suggest that the levels of income inequality in Spain in 2022 were
very similar to, and even lower than, those observed before the start of the global financial
crisis (see Chart 2.7.b).

— Social vulnerability, associated principally with housing. Chapter 4 of this report analyses
in depth the most recent housing market developments in Spain and describes the housing

54 See, for example, Grossman (1991), Dijkstra, Poelman and Rodriguez-Pose (2020), Persson and Tabellini (1994) and Alesina
and Rodrik (1994).

55 Inequality in an economy can be estimated using a variety of methods, which need not necessarily yield similar results. For
example, in certain cases, an estimate of the dispersion of workers’ hourly wages may be the most relevant measure of
inequality. Elsewhere, however, it may prove more worthwhile to consider measures of inequality relating to total (individual or
household) income, wealth or consumption. For further details on these measures of inequality in the Spanish economy, see
Anghel et al. (2018) and Anghel, Bover, Hospido, Ortega and Regil (2023).
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Chart 2.7

In 2019, Spain had one of the highest levels of disposable income inequality among the European and North
American countries reviewed, outranked only by the United States. However, since the health crisis, income
inequality has declined significantly in Spain

2.7.a 90:10 percentile disposable income ratio for different countries in 2019 (a)

90:10 percentile ratio
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2.7.b Changes in the 90:10 percentile ratio (a)
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SOURCES: IFS Deaton Review Country Studies Project, INE (ECV) and Banco de Espana.

a Ratio of two percentiles in the income distribution. For a sample of individuals aged between 25 and 60, income is measured as gross household
income plus transfers, less taxes and mandatory social security contributions of workers, the self-employed, the unemployed (if applicable) and
employers, divided by the number of household members calculated using the OECD's equivalence scale, where the first household member aged N
14 or over counts as one person, other household members aged 14 or over are assigned a value of 0.5, and each household member aged under
13 a value of 0.3.
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affordability problems some households face. In particular, it highlights how the high
housing cost burden, especially in the rental segment, places lower-income households
(notably young people and the immigrant population) in an economically vulnerable position.
Thus, Spain stands out as the European economy with the highest percentage of people
living in rented housing at risk of poverty or social exclusion. Specifically, 45% in 2022,
compared with an average of 31% in the EU-27.

— This vulnerability is also reflected in the different measures of wealth inequality. Wealth
inequality has increased significantly in Spain chiefly as a result of developments in the

housing market since the late 2000s.

¢ According to EFF data, the share of wealth held by the wealthiest households has
increased in the last two decades. Specifically, in 2002, 43% of the economy’s total net
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wealth held by Spanish households was concentrated in the wealthiest 10% of the
population, compared with 54.3% in 2020. In any event, this is a substantially lower
percentage than that observed in other countries. On a global scale, in 2021, for
example, the wealthiest 10% of the population held 76% of total wealth (World Inequality
Report, 2022).

¢ When analysing the composition of wealth by household group, it is found that behind
this increase in net wealth concentration and inequality in Spain, lies a lower
accumulation of housing wealth in the segments at the bottom of the wealth distribution.
In this regard, since 2011, the proportion of households owning their main residence
has dropped by 10 pp, and has done so far more sharply in the case of younger
households (-33 pp) and those in the lower quartile of the wealth distribution (-20 pp)
(Cobreros, Garcia-Uribe and Gomez, 2023).

Additional evidence:

One of the most widely used approaches in the economic literature for assessing the extent to
which equality of opportunity is guaranteed is to quantify intergenerational mobility in education,
in particular, by measuring the correlation between the educational attainment levels of parents
and their adult offspring. Over time, a smaller correlation implies greater intergenerational
mobility. In other words, parents’ educational attainment has less influence on that of their
offspring, thus promoting equality of opportunity.

— This exercise is conducted for Spain in a recent study published by the Banco de Espafa
(Grébol, Machelett, Stuhler and Villanueva, 2024) which finds that the correlation between
parents’ level of educational attainment and that of their adult offspring decreased in the
second half of the 20th century, suggesting greater intergenerational mobility and, hence,
more equality of opportunity.

— In Spain, the correlation between the educational attainment level of parents and their
offspring stood at around 0.5 for generations born between 1930 and 1960, but gradually
decreased for subsequent generations, to 0.38 for those born in 1990 (see Chart 2.8.a).
The international evidence available does not allow for fully consistent comparison of the
degree of intergenerational mobility in education in Spain and in other European countries.
In any event, with this caveat in mind, Hertz, Jayasundera, Piraino, Selcuk, Smith and
Verashchagina (2008) seem to suggest that social mobility in Spain in recent decades has
been relatively similar to that observed in western European countries and the United
States.®®

56 In addition, Soria (2022) concludes that, in terms of income, the degree of intergenerational mobility in Spain appears to stand
at an intermediate level between that of the Scandinavian countries (very high) and that of Italy or the United States (lower).
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Chart 2.8
The correlation between the years spent in education by parents and their adult offspring declined in the second half

of the 20th century, suggesting greater intergenerational mobility and, hence, more equality of opportunity. However,
the size of this correlation varies significantly across municipalities and provinces
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SOURCES: INE (Socio-demographic Survey (1991), Labour Force Survey (1977-2020) and Census (2011)) and Banco de Espafia.

a In the Socio-demographic Survey, the correlation between years spent in education is calculated by pairs of parents and their offspring and in the
Labour Force Survey, by pairs of parents and their offspring living at home. For more details, see Grébol, Machelett, Stuhler and Villanueva (2024).
b The regional correlation between parents and their offspring shows municipalities with more than 100,000 inhabitants and assigns the correlation
observed in other municipalities to the rest of the province. The correlation between educational attainment levels is calculated using data for N
municipalities with more than 100,000 inhabitants and clustered data at provincial level for all other municipalities. For more details, see Grébol,
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Machelett, Stuhler and Villanueva (2024).

— The decline in this correlation points to an increase in social mobility in Spain, which
coincided with the education reforms that took place around 1970 and affected those born
after 1960. However, it should be emphasised that the size of this correlation varies
significantly across municipalities and provinces, and these differences have generally

persisted over time (see Chart 2.8.b).
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Areas of action:

Addressing the challenges stemming from the pockets of vulnerability among Spanish
households requires public policy measures across a very broad range of areas. For example,
to bring down the high structural unemployment rate in Spain (see Chapter 3 of this report) and
to correct the supply and demand mismatches observed in the Spanish housing market (see
Chapter 4 of this report). Also, to strengthen the quality of the country’s education system and
foster the accumulation of human capital by the population, which as Section 4 of this chapter
shows, bring notable individual and aggregate returns. This section also shows the exceptional
role played by education, along with health care,® in ensuring equality of opportunity for all.
Income and transfer policies®® can also play a key role in mitigating the adverse effects
associated with very high levels of inequality or vulnerability. In any event, all public policy
measures rolled out in this area, as in any other, must be subject to ongoing and thorough
assessment, to analyse their potential to attain the proposed goals and their implications in
terms of efficiency and equity. In this respect, some studies already suggest that there is scope
for improving the integration of the minimum income scheme (IMV, by its Spanish abbreviation),
the different local and regional subsistence income schemes and unemployment benefits, so
as to increase their effectiveness and efficiency (AIReF, 2022 and 2023).

57 Lopez Laborda, Marin Gonzélez and Onrubia (2024).

58 These include, for example, the minimum income scheme, the subsistence income schemes implemented by various regional
and local governments, and other direct subsidies such as those established under Royal Decree-Law 20/2022 of
27 December 2022 in the context of the recent energy crisis.
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9 Public finances

9.1 Recent trends

The public finances imbalance remains very high, both by historical and international standards.

— Public debt. In 2020, the fiscal response to the pandemic drove up the public debt-to-GDP
ratio in Spain by 22 pp to 120.3% of GDP. Since then, this ratio has gradually declined,
mainly as a result of the strong recovery in economic activity, to stand at below 108% of
GDP at end-2023. This figure is very high from a historical standpoint (9 pp above the pre-
pandemic level) and 30 pp (17 pp) higher than the (weighted) arithmetic mean of the euro
area (see Chart 2.9.a).

— Budget deficit. The general government deficit fell from 4.7% of GDP in 2022 to 3.6% in
2023,%° below the Government’s target of 3.9%. However, the Spanish economy's budget
deficit remains above its pre-pandemic level (3.1%) and the euro area average in 2023
(8.2%), according to the European Commission’s latest projections. In a setting in which
public spending remained high, the reduction in Spain’s budget deficit in 2023 was
attributable to the continuing strong growth in revenue.

* Public revenue. Public revenue saw 9% year-on-year growth, driven by the impact on
tax revenue of the growth in wage income and capital, corporate earnings and welfare
benefits (for an analysis of the impact of the so-called “fiscal drag” on revenue from
personal income tax, see Box 2.1). Public revenue was also boosted by the new tax
measures implemented and the rise in social security contributions,®® but was to some
extent reduced by the cuts in personal income tax and VAT.®'

® Public expenditure. Spending rose by 6% in 2023, mainly as a result of pension
revaluation. Government consumption also remained high, which could be consistent
with the fact that some of the expenditure increases during the pandemic had become
permanent.®? However, some of the support measures deployed in response to rising
inflation (such as the blanket discount on fuel prices and the extraordinary subsidies
for the energy sector) were withdrawn over the course of 2023, which reduced the
overall budgetary cost of these expenditure and revenue-side measures to 1.2% of
GDP (0.3 pp down on 2022).

59 The deficit is estimated to have increased by 0.02 pp to 3.7% of GDP after deducting the net impact of the support measures
for financial institutions, which was positive for the general government balance in 2023.

60 These measures notably include the creation of two levies on the extraordinary profits of large financial corporations and energy
utilities, a wealth tax and a cap on corporate income tax relief for consolidated groups’ losses. In addition, revenues from social
security contributions increased due to the implementation of the “intergenerational equity mechanism”.

61 Specifically, as regards personal income tax, labour-income related reductions were increased at state level and certain fiscal
parameters were adjusted for inflation by some regional governments. As for VAT, cuts were applied to certain food products.

62 Thus, for example, public sector employment was 10.3% above pre-pandemic levels in 2023, according to the Spanish Labour
Force Survey (EPA, by its Spanish abbreviation).
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Chart 2.9
In recent years, public debt has increased more markedly in Spain than in the rest of the euro area. The Spanish
general goverment fiscal imbalance has a high structural component

2.9.a General government debt (a)
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SOURCES: Eurostat, European Commission, IGAE and Banco de Espafia.

a November 2023 European Commission estimates for 2023 Q4 (except Spain).

b The structural balance is calculated by deducting from the total balance the cyclical component and the clearly temporary and non-recurring items.
According to the Eurosystem's common methodology, items that are temporary but nonetheless increase the deficit and are the result of a N
discretional (not forced) decision by the Government are not considered to be non-recurring.

¢ The dotted lines exclude any measures announced as non-permanent.
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— Fiscal policy stance. As a result of these developments, the fiscal policy stance in 2023,
measured by the change in the structural primary balance, was contractionary, although the
stimulus from European funds appears to have largely cushioned this impact. In any event,
a structural deficit of close to 3.7% of GDP is estimated for 2023 (around 0.6 pp higher than
calculated for 2019).

Since 2019, the public revenue-to-GDP ratio has risen sharply in Spain, by 3.6 pp to 42.8%,
with tax revenue and social security contribution growth of 2.5 pp of GDP.®® This increase in
revenue has placed this ratio slightly above the arithmetic mean of the EU, although it is still
almost 3 pp below the weighted EU average.

63 The additional increase in the public revenue-to-GDP ratio is essentially due to the new funds from the NGEU programme.
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General government funds have increased relative to GDP mainly as a result of strong
growth in revenue from personal income tax, corporate income tax and social security
contributions. Thus, current taxes on income and wealth rose relative to GDP from 10.4% in
2019 to 12.5% in 2023, and social security contributions from 12.9% to 13.5%.

By contrast, both VAT and all other indirect taxes, including excise duties, have shown more
contained growth in recent years, with their weight in GDP remaining at around the pre-
pandemic level of 11.5%.54 Indirect tax revenue as a proportion of total revenue in Spain has
thus declined from 32.6% in 2019 to 30.1% in 2023.%°

In any event, part of the increase in tax revenue cannot be explained by the improvement in
macroeconomic bases or the adoption of explicit measures to raise taxes and social security
contributions on a permanent basis. This unexplained component is the so-called tax residual.®®
In 2021, these residuals were positive and very high. However, in 2023 they reversed sharply in
all taxes, confirming their eminently transitory nature. Nonetheless, there are arguments that
suggest that part of the remaining residuals could be reflecting some structural increase in
public revenue in the wake of the pandemic stemming, for instance, from less tax fraud as a
result of greater recourse to digital means of payment. In any case, there is much uncertainty
as to the transitory or permanent nature of the positive residuals that remain.

This higher revenue, however, has been more than offset by the 4.2 pp increase in expenditure
since the outbreak of the pandemic.®”

— There has been a notable increase in expenditure on economic affairs, closely linked to the

subsidies and transfers stemming from the energy crisis, and to NGEU-financed measures.
Part of this increase could be expected to have a large transitory component.

Spending on social protection and health care has also risen significantly in recent years.
These items tend to have much stronger inertia.

The increase in the public debt-to-GDP ratio and, since 2021, the tightening of monetary
policy and the resulting higher cost of new issuance have so far led to a relatively moderate
rise in debt interest expenditure.®® Nonetheless, based on the interest rate path currently
anticipated by the markets, the ratio of debt interest expenditure to GDP could stand at
2.8% in 2026, some 0.6 pp above its 2019 level.
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This is partly due to the temporary tax cuts approved in response to the energy crisis and rising inflation. Thus, in 2023, the
temporary tax measures adopted reduced VAT revenue by around 0.3 pp of GDP and revenue from other indirect taxes by just
over 0.2 pp of GDP.

In recent years, the weight in total revenue of indirect taxation has also decreased for the (arithmetic and weighted) mean of
the EU and the euro area. Nonetheless, in both regions, this decrease has been smaller than that observed in the Spanish
economy.

Garcia-Miralles and Martinez Pagés (2023).

Around 1 pp of which is attributable to NGEU-financed expenditure.

The moderate scale of this impact appears attributable, in part, to the long average lifespan of general government debt (for
example, more than 7.5 years in the case of Spanish central government securities).
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9.2

Spending on education as a percentage of GDP has also increased since 2019, partially
closing the negative gap that has traditionally existed in Spain vis-a-vis other European
countries.

— As for defence spending, despite the recent increases, its weight in GDP (just over 1%) is

still far from the 2% commitment to NATO.

All told, the Spanish general government fiscal imbalance has a high structural component that

has not improved in recent years (see Chart 2.9.b). Indeed, as mentioned earlier, according to
Banco de Espana estimates, the Spanish general government structural deficit as a percentage
of GDP increased from 3.1% in 2019 to 3.7% in 2023.

Challenges facing the public pension system

The pension system is one of government’s most important structural expenditure items. The

growth seen in pension expenditure in recent years is expected to continue in the coming decades.

In 2023, pension expenditure, including contributory and non-contributory pensions and
the government employee social security scheme, amounted to 13.1% of GDP. This is 28.3%
of the non-financial expenditure of the different tiers of government in 2023 in National
Accounts terms.

Over the last decade, pension payments have increased by 1.1 pp of GDP, while the number
of pensions has grown by just over a million. In recent years, actual expenditure levels
overall have exceeded the expenditure projections for this item (see Chart 2.10).%°

Looking ahead, Spain’s demographic path is marked by a significant increase in the
proportion of older population (see Section 7). This points to substantial growth in pension
expenditure in the coming decades. According to the projections contained in the latest
Ageing Report (European Commission, 2024), pension expenditure will escalate under the
baseline scenario, to 17.3% of GDP in 2050. According to AlIReF, pension expenditure will
climb to 16.2% of GDP in 2050, while the number of pensions will rise from 11.1 million today
to 16.7 million (see Chart 2.10).% "
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For example, the European Commission (2012) projected that pension expenditure would amount to 10.6% of GDP in 2020,
compared with the observed values of 12.3% in 2019, 14.5% in 2020 and 13.5% in 2021. This higher than projected expenditure
could be due to a less favourable macroeconomic environment and to higher average pension growth compared with the
average wage. The report projected growth of 2.4% in potential GDP and of 1.7 % in employment for 2020, compared with 1.7%
and 1.2%, respectively, in 2019 (European Commission, 2021). As for the average pension to average wage ratio, the projection
for 2020 stood at 55.9%, compared with 60% in 2019. The disparities in demographic developments are less marked: the
projected dependency ratio for 2020 was 32%, while the observed ratio in 2019 was 32.1%.

The projections of neither AIReF nor the Ageing Report include the 2023 revision of National Accounts. Taking the GDP levels following
that revision, under the baseline scenario in the Ageing Report pension expenditure would stand at 16.8% of GDP in 2050.
Moreover, as people age, especially those in poor health, they require long-term care in their activities of daily living. In this
respect, the projections in European Commission (2024a) expect public long-term care expenditure to increase from 0.8% of
GDP in 2022 to 1.7% of GDP in 2070.
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Chart 2.10
Pension expenditure is expected to continue to climb in the coming decades

2.10.a Pension expenditure, developments and projections (a)
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a The 2012 and 2021 Ageing Report and Ministry of Inclusion, Social Security and Migration (MISSM) projections are interpolated on the published
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figures (shown by the squares for the respective years).

A new pension system reform was implemented between 2021 and 2023. An overall analysis of
the major regulatory changes introduced, while subject to considerable uncertainty, points to
higher long-term expenditure obligations that are not fully offset on the revenue side.”

The available estimates suggest that the changes approved have significantly increased
pension system expenditure obligations over the coming decades, compared with the
situation prior to 2021, by between 3.2 pp and 4.7 pp of GDP in 2050.”®

These greater expenditure obligations could be reduced if the new incentives introduced to
postpone retirement manage to significantly raise the participation rate of older workers.
Estimates of the possible effectiveness of these incentives vary between a saving of 1.4 pp
(according to the Ministry of Inclusion, Social Security and Migration and the Ageing Report)
and a saving of 0.8 pp of GDP in 2050 (according to AlReF), and a net increase in expenditure

of 0.1 pp in that year (according to Fedea).

Lastly, on the revenue side, the measures approved are expected to increase social security
revenue by between 1.3 pp and 1.7 pp of GDP in 2050.7
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For a detailed description of the measures adopted and their possible impact, see Banco de Espana (2023a).

De la Fuente et al. (2023), Ministry of Inclusion, Social Security and Migration (2023), AIReF (2023b) and European Commission
(20244a).

European Commission (2024a), De la Fuente et al. (2023), Ministry of Inclusion, Social Security and Migration (2023), AlReF
(2023b) and Banco de Espafa (2023a). The revenue growth figures do not include the effects of the labour market measures
adopted (as these are not changes adopted in the context of the pension reform), which the Ministry of Inclusion, Social Security
and Migration quantifies at 0.8 pp of GDP in 2050. These measures are the 2021 labour reform (which is estimated to have
reduced structural unemployment), the increase in the minimum wage approved in recent years, and the job retention and short-
time work schemes deployed during the COVID-19 pandemic (which are understood to have brought to light new contributors
from the shadow economy) (Ministry of Inclusion, Social Security and Migration, 2023).
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How effective the new incentives to postpone the retirement age will be is subject to great
uncertainty and a broad time horizon will be needed to gauge their impact.

— This will ultimately depend on workers’ decisions as to when to leave the labour market and
the extent to which a higher effective retirement age translates into lower pension
expenditure. In this respect, the analysis conducted by the Banco de Espafia suggests that
in order to significantly contain pension expenditure, a very considerable percentage of
workers would have to decide to postpone their retirement age. Specifically, if all projected
ordinary retirements between 2022 and 2050 were postponed by one year, the pension
expenditure-to-GDP ratio would fall, on average, by between 0.3 pp and 0.5 pp in that
period (see Box 2.2).

— In any event, in 2022 and, especially, in 2023, the number of late retirements increased
significantly compared with the years before the new measures seeking to extend working
lives were introduced. Specifically, late retirements have risen from 4.8% of total retirements
in 2021, t0 5.4% in 2022 and to 8.1% in 2023, when they totalled more than 26,000, up 50%
on the previous year.

The backstop introduced by the new reformis set to be evaluated in 2025. Under this mechanism,
if the average pension expenditure projection for the period 2022-2050 published in the Ageing
Report, corrected for the revenue measures adopted since 2020, deviates from 13.3% of GDP,
the Government must identify a set of measures to remedy that deviation. These may be actions
that seek to boost pension system revenue and/or reduce pension system expenditure and,
where necessary, should enter into force in 2026. If no such measures were agreed, social
security contributions would increase automatically in that year.”

The Ageing Report projections, net of the revenue measures quantified by AIReF, show that
additional measures will most likely be needed to counter the future increase in pension
expenditure.” Should it be necessary to activate the backstop, letting funding rely exclusively
on higher social security contributions could be detrimental to employment and to the
competitiveness of the Spanish economy. The simulation exercises performed using the Banco
de Espafa’s Quarterly Model suggest that there is a correlation between the effective rates of
social security contributions and employment. In particular, the results indicate that an increase
of 1 pp in the average effective rate would produce, after four years, a drop of around 0.25% in
the number of persons employed.”’

75 Second additional provision of Royal Decree-Law 2/2023 of 16 March 2023 on urgent measures to extend pensioners’ rights,
narrow the gender gap and establish a new sustainability framework for the public pension system.

76 Specifically, according to the Ageing Report, average pension expenditure in the period 2022-2050 stands at 15.4% of GDP
under the baseline scenario. AIReF (2023b) quantified the impact of the revenue measures at 1% of GDP on average in that
period. Accordingly, pension expenditure net of the revenue measures approved would amount to 14.4% of GDP, above the
13.3% threshold established in the regulations. In any event, the decision to activate the backstop will depend on the formal
assessment of the revenue measures to be made by AlReF in March 2025. This assessment must draw on the macroeconomic
and demographic assumptions used in the Ageing Report.

77 Banco de Espafa (2023a).
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In consequence, looking ahead, it would be desirable to delve deeper into a number of aspects.

Carry out an ex post analysis to ascertain the impact of the incentives to postpone the
retirement age.

Study the effects on the labour market and on firms’ competitiveness of the increase in
social security contributions, and the impact on intergenerational equity. In parallel,
alternative measures should be analysed, including measures affecting replacement rates
which are high by international standards.”®

Analyse developments in private retirement saving, considering the role it needs to play to
complement public pensions. First, by monitoring the pace of growth of the occupational
pension schemes (planes de pensiones de empleo) — especially the public-run and the
simplified schemes (planes de empleo simplificados) — introduced in the 2022 pension
reform. The data for 2023 show that both the number of participants and the contributions to
these schemes have grown, by 13.4% and 8.6%, respectively, compared with the previous
year.”® Second, by analysing developments in contributions to individual pension schemes,
which decreased by 64.1% between 2020 and 2023, coinciding with the lower tax incentives.®°

9.3 New European fiscal rules

A new European fiscal governance framework has been adopted, which places greater

emphasis on public debt sustainability and on the preparation by Member States of medium-

term budgetary plans setting a multi-year expenditure path.

On 20 December 2023 the European Union’s ECOFIN Council approved a new fiscal
governance framework which is in the process of being ratified by the European Council®'

before it enters into force in 2025.

This new framework requires that Member States draw up medium-term budgetary plans
that ensure - in the case of the most indebted EU countries — that the public debt-to-GDP
ratio follows a permanent downward path towards the 60% threshold and that the budget
deficit remains below 3% of GDP over the medium term.

These objectives are to be achieved over four years, although this fiscal adjustment period
may be extended to seven years if countries make certain structural reforms that improve
their growth prospects or public investments aligned with common EU objectives.
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OECD (2023b).

In this context, the Seventh General Collective Agreement for the Construction Sector, signed in July 2023, resolved to establish
the construction sector simplified occupational pension scheme, which entered into force in February 2024.

As regards individual and associated pension schemes, from 2025 it will generally be possible to realise in advance vested rights
relating to contributions made at least ten years earlier. This could have a considerable impact on the assets of these pension
schemes, which in 2023 amounted to 5.9% of GDP.

Following the provisional agreement of the Parliament and the Council of 10 February, the European Parliament voted on the
agreement on 23 April and it must now be ratified by the Council.
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— The commitments made under these adjustment plans take the form of a single instrument,

a multi-year net primary expenditure path to be followed by each Member State.®? This path
is established on the basis of a reference trajectory set by the European Commission based
on a country-specific debt sustainability analysis.

The new framework also incorporates some additional rules (safeguards), which impose
minimum deficit and/or debt adjustments for countries whose deficit or debt figures stray
from the reference values. For example, countries with a debt-to-GDP ratio over 90% will
have to reduce that ratio by at least 1 pp per year. By contrast, those with a debt ratio
between 60% and 90% of GDP will have to reduce it by 0.5 pp each year. Moreover,
countries will have to continue their fiscal adjustment until they reach a structural deficit of
1.5% of GDP. This resilience safeguard with respect to the 3% benchmark is introduced to
provide countries with a safety margin in the event of unforeseen shocks. The annual pace
of adjustment to reach this margin is set at 0.4 pp (4-year programmes) or 0.25 pp (7-year
programmes).

In short, the new European fiscal governance framework seeks to calibrate the adjustment
effort in each country according to their specific macroeconomic and fiscal outlook, and in
a manner that will strengthen public debt sustainability in the medium term. For this purpose,
it is based on a variable — primary public expenditure — that is under the direct control of the
authorities. Here the aim is to mitigate, to a certain extent, the pro-cyclical bias of the
previous European fiscal rules and to seek to ensure that the high volume of public revenue
generated during expansionary periods is not lost.8% The new framework also recognises
the importance of designing integrated and mutually reinforcing public investment, structural
reform and fiscal adjustment plans, and of increasing national governments’ involvement in
their design.

Once it is approved, effective and rigorous implementation of the new framework is essential,

both for the sustainability of Member States’ public finances and for the credibility of the

European project itself. In this respect, the new rules could entail significant fiscal adjustments

in some countries in the coming years.

— The new governance framework does not significantly reduce the complexity of the

European fiscal rules, so determining the precise fiscal adjustment that will be needed in
each Member State in the coming years is subject to considerable uncertainty. For instance,
the calculation of the national expenditure trajectory and the corresponding fiscal effort is
based on several technical assumptions as to potential GDP, the economic impact of
structural reforms and the long-term costs of ageing, all of which are subject to great
uncertainty. There are also doubts as to which specific budget items will be taken into
account to determine each country’s net primary expenditure path.

82
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Net primary expenditure excludes discretionary revenue and cyclical unemployment expenditure.
See Alloza, Andrés, Burriel, Kataryniuk, Pérez and Vega (2021) for an analysis of the shortcomings of the previous fiscal
governance framework.
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Chart 2.11
The new fiscal rules could entail significant fiscal adjustments in the coming years for some countries (7-year
adjustment programme)

2.11.a Annual average change in primary structural balance (a)
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SOURCES: Banco de Espafa and European Commission.

a The average annual change in the primary structural balance required to meet the debt and deficit targets under the new European fiscal rules, over
a 7-year adjustment period. The range is the difference between the minimum fiscal effort required under the deterministic baseline scenario (Debt
Sustainability Analysis (DSA)) and the maximum effort required under alternative scenarios of lower potential GDP growth and higher interest rates.

The observed effort is that estimated by the European Commission during each period. 3
b For Spain, the estimated average fiscal effort differs from the European Commission estimate, primarily owing to the different potential GDP growth
estimates used in the calculation.
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— Using a Banco de Espafia debt sustainability analysis tool, which aims to replicate the

European Commission’s methodology for implementing fiscal adjustments under the new
framework, it is estimated that, assuming 7-year fiscal consolidation plans, the most
indebted EU countries would have to achieve an average annual improvement in their
primary structural balance of between 0.4 pp and 0.7 pp of GDP (see Chart 2.11).

Compared with the adjustment that these same countries undertook in the period 2014-
2019 - after the European debt crisis but before the pandemic - this one will require
considerable effort. However, for both Spain and Italy, the future adjustment needed would
be lower than that undertaken, on average, between 2010 and 2013 during the sovereign
debt crisis.

Aside from the design of the new fiscal rules, the reform approved has missed the opportunity

to move forward on some key aspects of euro area governance, such as more efficient

coordination of national fiscal policies and the introduction of a permanent common fiscal

capacity.

— A central fiscal capacity could implement an appropriate fiscal stance at the aggregate euro

area level and thus assure optimal monetary and fiscal policy coordination. It should be
adequately sized and enjoy sufficient and stable funding; this would be crucial for the
creation of an efficient macroeconomic stabilisation instrument.?* In this respect, an
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See European Commission (2018) for a review of some of the proposals put forward, both in the European institutions and in
the academic literature, for the creation of a common stabilisation mechanism in the euro area.
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example to follow could be the temporary SURE common funding programme adopted
during the pandemic.8®

— In addition, it would be important to introduce a permanent common funding instrument —
for instance, to follow on from the temporary NGEU programme - that would make it
possible to finance large-scale projects to provide public goods at a European level, while
at the same time avoiding an excessive or uneven impact on national public finances and a
deterioration of the single market.

— In any event, the public sector will be able to meet only a small part of the substantial
investments that will be needed to address the green and digital transition in the coming
years. In consequence, a favourable environment for private investment is essential, as is
progress towards completion of both the banking union and the capital markets union (ECB,
2024) so as to reduce the financial fragmentation that still characterises the euro area and
increase risk-sharing in the region.

9.4 Fiscal consolidation plan

The macroeconomic and fiscal dynamics of the Spanish economy highlight the need to
implement, without delay, a medium-term fiscal consolidation plan that strengthens the
sustainability of public finances.

— According to the analytical tools developed by the Banco de Espafia,® in an inertia scenario
— which takes into account the expenditure projections related to population ageing but
does not consider changes in current economic and fiscal policies, nor an automatic
increase in social security contributions in the event of possible activation of the backstop
included in the recent pension system reform (see Section 9.2) — Spanish public debt would
remain at levels very similar to current ones in the coming years, before embarking on a
continued upward trajectory from 2030 (see Chart 2.12.a).

— However, in a scenario of fiscal adjustment consistent with the new European fiscal
governance framework — which would involve an average annual reduction in Spain’s
structural imbalance of around 0.5 pp of potential GDP over a period of seven years from
2025 (see Section 9.3) — the public debt-to-GDP ratio could embark, in the coming years,
on a downward path that would take it to around 80% of GDP by 2040 (see Chart 2.12.b).

It would be desirable for the multi-year consolidation plan to be set against the backdrop of a
prudent macroeconomic framework and include details of the revenue and expenditure
measures that would enable gradual fiscal consolidation. This would strengthen the sustainability
of public finances and would also boost confidence and certainty about economic policies. In
the design of this plan, some key general considerations should be taken into account:

85 See Burriel, Kataryniuk and Pérez (2022) for an analysis of the significant fiscal savings gained by Member States from the SURE
programme.
86 See, for example, Alloza, Martinez, Rojas and Varotto (2024).
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Chart 2.12
The macroeconomic and fiscal dynamics of the Spanish economy highlight the need to implement, without
delay, a medium-term fiscal consolidation plan that strengthens the sustainability of public finances (a)

2.12.a No fiscal consolidation scenario

180
160
140

80
60

% of GDP

95% interval
90% interval

68% interval

N

120 + — 50% interval
100 | /\ Median

M Average

40
2019

2024 2029 2034 2039

2.12.b Fiscal consolidation scenario
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SOURCES: INE, AlReF and Banco de Espafa.

a Both scenarios include a worsening of the primary structural balance up to 2040 owing to the costs of ageing (pensions, health care and long-term

care). The first scenario (Chart 2.12.a) illustrates a fiscal effort consistent with the new measures envisaged in the 2023 pension system reform, but

with no activation of the automatic mechanism to increase social security contributions to correct deviations in pension expenditure and no additional N
fiscal consolidation measures. The second scenario (Chart 2.12.b) introduces a fiscal consolidation plan in accordance with the requirements
described in Section 9.3.

DOWNLOAD

— Itis essential that the Spanish economy take advantage of economic upturns to build up

fiscal space that will allow it to counter the recessionary effect on activity of any future
adverse macro-financial shocks. Spain’s current high level of public debt is mainly due to
the significant portion of increases in the general government deficit that, in previous
downturns, became structural and were not corrected in subsequent upturns. This is largely
a consequence of how public expenditure has evolved. From a historical perspective, in
periods when the Spanish economy has recorded below-potential economic growth, public
expenditure has tended to rise. However, in periods of higher growth this expenditure has
not been reduced, but in fact has even increased slightly.®”
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Specifically, since 2000, it is estimated that structural expenditure has grown by 1.6 pp during periods of contraction of the
output gap, while in periods of expansion of this gap it has increased by 0.1 pp.
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Given that the fiscal consolidation plan the Spanish economy needs must have a
medium-term approach, it would be desirable for it to be based on broad economic,
political and social consensus, and for it to actively involve all tiers of general government
(central, regional and local) with budgetary responsibility. As regards this last point, it is
important to note that a reform of the regional financing system, to correct some of its
limitations observed over the past decades,® is still pending. This reform should comply
with the principles of sufficiency of resources available to regional governments (based on
an objective method of calculating their real expenditure needs), fiscal co-responsibility
(understood as the regions’ ability to generate revenue to fund their expenditure), and
transparency in the various parameters that determine the functioning and development of
the system. Strict application of the fiscal rules to the lower levels of government is also
essential. In this respect, potential condonation of part of the debt that regional governments
have built up over recent decades could discourage disciplined fiscal behaviour in the
future. The reform should also address the lack of stability of the system, which has
incentivised regional governments to instigate negotiations as a means of increasing their
volume of financing.

The fiscal consolidation plan must be accompanied by rigorous selection of the
investment projects to be financed under the European NGEU programme, along with
design and implementation of ambitious structural reforms to help alleviate some of the
shortcomings that have historically characterised the functioning of the Spanish
economy, and improvement in the quality of public finances. Not only would this boost
Spain’s potential growth capacity in the medium term (Cuadrado, Izquierdo, Montero,
Moral-Benito and Quintana, 2022) but in the short term it would also mitigate some of the
adverse effects on activity that would result from a contractionary national fiscal policy
stance.

On the expenditure side, it is essential to identify the budget headings where expenditure

efficiency may be enhanced and to optimise expenditure distribution between items to promote

more robust and equitable economic growth.

In particular, further progress should be made to enhance public expenditure efficiency, in
line with the recommendations of the AIReF Spending Review. Some expenditure items
where significant room for improvement has been identified are active labour market
policies, tax relief, subsidies, hospital expenditure and hiring incentives.

Similarly, recent Banco de Espafia publications have pointed to the desirability of deploying
public measures with an increasingly targeted approach, so that the same objectives can
be achieved — for example, protecting certain vulnerable groups from adverse shocks — at
a lower budgetary cost.®®

88
89

For an assessment of these constraints see, for example, Hernandez de Cos and Pérez (2015).
See, for example, Garcia-Miralles (2023) or Blanco and Mayordomo (2023).
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— Moreover, the fiscal adjustment required in Spain should not act as a drag on future

expenditure growth in areas — such as public investment, education and healthcare — that
are essential, not only to boost the potential growth of the economy but also to promote
equality of opportunity in society.?° This is especially relevant at the present juncture where,
like all other main world economies, the Spanish economy is immersed in an intense
transformational process in areas as diverse as demographics, climate change and
digitalisation.

On the revenue side, it is crucial that the fiscal consolidation plan be underpinned by a
comprehensive review of the Spanish tax system that assesses whether, overall, the different

taxes achieve their objectives in an efficient and effective manner. Ahead of this review and

possible reform of the tax system, which is one of the milestones linked to receipt of the fifth
instalment of NGEU funds, it would be desirable to take into account the following:®!

— To make the Spanish tax system more efficient, the relative weight of consumption tax -

which is low in comparison with other European economies — could be increased. In general,
compared with other taxes, consumption tax creates fewer factor and product market
distortions. The potential negative distributional effects that are sometimes associated with
consumption taxes could be avoided if part of the revenue obtained were earmarked to
compensatory transfers for the vulnerable groups affected.®

In this respect, Spain’s consumption tax relief measures entail a significant cost — some
€53 billion in 2022 — and should be reviewed and evaluated based on their effectiveness and
efficiency. Again, the distributional effects of a possible reduction in this tax relief could be
offset by various fiscal strategies targeting the most disadvantaged population groups.

Moreover, many agencies have highlighted the desirability of broadening the personal
income tax base, by reforming or eliminating various tax reductions that are considered
inefficient. See, for example, the recommendations of AIReF (2022) or the White Paper on
Tax Reform (2022).

In addition, Spain is committed to achieving some highly ambitious climate targets over the
coming decades (see Section 10). To do so efficiently will require, among other measures,
improving and increasing green taxation, an area in which Spain has raised less revenue
than other European economies in the past decades.®® As in the previous cases, higher
green taxes could be accompanied by compensatory measures — some of which temporary
— to ease the impact on certain groups of households and firms that may be particularly
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See, for example, Ramey (2020), Deleidi (2022), Barro (2001), Krueger and Lindahl (2001) and Blanchet, Chancel and Gethin
(2022).

For a comprehensive diagnosis of the Spanish tax system and various possible reform proposals, see the White Paper on Tax
Reform (2022).

Correia (2010), Nguyen, Onnis and Rossi (2021), Fuster (2022), Guner, Lopez-Daneri and Ventura (2023) and Macnamara,
Pidkuyko and Rossi (2023).

Specifically, in 2021 (latest data available), green taxes accounted for 4.5% of total taxes and social security contributions in
Spain, compared with 5.4% in the euro area.
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exposed to the effects of the green transition (for more details, see Chapter 4 of the Banco
de Espafa’s Annual Report 2021).

— Lastly, the growing digitalisation and globalisation of economic activity require continued
efforts to coordinate and harmonise the tax system at the international level. As is the case,
for instance, of the international tax agreements achieved under the OECD/G20 framework
and the various EU initiatives for greater coordination and integration of corporate and
digital taxation. This is the surest means of preventing any erosion of tax bases and of
Spain’s economic competitiveness.
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10 Green transition

Context:

The fight against climate change and the transition to a more sustainable economy is one of the
key challenges facing society today. Assessing the economic impact of the different physical risks
associated with global warming and environmental degradation and the transition risks arising
from the shift to a low-emission economy is subject to extraordinary uncertainty. However, there
is a broad consensus (i) that the economic losses resulting from the materialisation of these
physical risks would far outweigh the cost of implementing an ambitious strategy to mitigate and
adapt to climate change, and (i) that a gradual and orderly transition carried out without delay and
with a high degree of international coordination (Network for Greening the Financial System climate
scenarios) would cut the transition costs. It is also clear that this transition will entail a profound
structural change in Spain’s economic growth model — especially in our energy model — that will
have extremely significant implications for almost all areas of activity, with a very heterogeneous
impact across countries, regions, sectors, firms and households.

In this setting, in recent years Spain has taken on highly ambitious environmental commitments,
in line with those established in the EU overall and in other advanced economies. Specifically,
the Draft Update of the 2023-2030 National Energy and Climate Plan® sets the following targets
for 2030: a reduction of 32% in Spain’s greenhouse gas emissions compared with 1990 levels;
renewables to account for 48% of final energy consumption and 81% of electricity generation;
and increased energy efficiency that reduces final energy consumption by 44%. Also noteworthy
is that 42% of the funds received by Spain under the European NGEU programme are to be
earmarked for various initiatives linked to the green transition, including the housing rehabilitation
and urban regeneration plan, the emergency action plan for sustainable, safe and connected
mobility in urban and metropolitan areas, and the deployment and integration of renewables.

Evidence:

There is broad consensus among the scientific community that the Iberian Peninsula could be
significantly affected by the physical risks associated with climate change, and that this impact
would be very uneven across regions. The considerable intensity and asymmetry of the potential
impact of global warming in Spain is highlighted, for example, in the European Commission’s
Ninth report on economic, social and territorial cohesion.

— Complementary to these studies, in recent years the Banco de Espafia has developed an
intense research agenda that seeks to delve into the very diverse implications for the
Spanish economy of climate change, environmental degradation and the green transition.

94 The final document must be submitted no later than 30 June 2024, taking into account the Commission Recommendation
published on 18 December 2023.
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— The work performed under this analytical agenda notably includes assessments of the
possible macro-financial impact in Spain of various physical risks, such as those
potentially arising from severe droughts and heatwaves, wildfires, floods, increased
aridity®® and the degradation of ecosystems. It also covers, in the case of transition risks,
analysis of the impact on the Spanish economy — at sectoral and aggregate level — of an
increase in emission costs® and the establishment of a border carbon adjustment
mechanism.®’

— Overall, these studies broadly suggest that the impact of the physical and transition risks on
activity, employment, price and credit dynamics in the Spanish economy would be by no
means insignificant. Moreover, these effects would be very heterogeneous across regions,
sectors, firms and households, and would have a considerable impact on certain regions
and sectors and certain types of firms and households.

Areas of action:

To address the huge challenges posed by global warming and the energy and green transition,
and to meet the ambitious environmental goals to which Spain is committed, all public policies
and economic agents should make a very active contribution. In this respect, the Banco de
Espana’s last two Annual Reports (Chapter 4 of Annual Report 2021 and Chapter 4 of Annual
Report 2022) analyse in detail the role that economic policies should play in this area. Some of
the main messages set out in these reports are summarised below:

— Governments must play a leading role throughout this process, not only because they
have the necessary democratic legitimacy to define the roadmap, but also because
they have the most comprehensive and appropriate set of instruments to achieve the
proposed goals. Specifically, through green taxation, public investment and regulation
of economic activity, public policies must act as the essential lever to boost the green
transition. Nevertheless, they must also provide economic agents with certainty and
mitigate the larger negative impact that this transition will have on the most vulnerable
groups.

— The energy transition will require, among other measures, large-scale deployment of
renewable energy sources over the coming decades. Boosting renewables poses a
considerable technological challenge, among others, considering that some green
technologies are still at an early stage of development or are not yet cost competitive. It will
also significantly drive up demand for certain raw materials — such as rare earths — that are
scarce in the EU. This could trigger new dependencies on imports from third countries. In
any event, Spain has a very favourable climate for the development of renewable energy

95 Broto and Hubert (2024).
96 \Veiga-Duarte, Hurtado, Aguilar, Quintana and Menéndez-Alvarez (2024).
97 Delgado, Quintana and Santabarbara (2024).
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Chart 2.13

Energy efficiency eases the impact on activity of higher energy prices

2.13.a Impact on GDP of higher energy prices with and without energy efficiency (a)

0.4
0.2
0.0
-0.2
-0.4
-0.6
-0.8
-1.0
-1.2

M Effects on long-term GDP

H Contribution of capital

Contribution of total factor
productivity

Permanent energy shock with Permanent energy shock without
energy efficiency energy efficiency

SOURCE: Banco de Espana.

a Results of applying the endogenous growth general equilibrium model (EGGEM) to the impact on Spanish potential GDP of a permanent increase of

30% in imported energy costs, according to whether or not investment is made in energy efficiency gains. Although under the EGGEM the long-term N
impact is very gradual (over more than 100 years), more than 80% of the transition would be completed by 2050. For more details see Dominguez,
Hurtado and Urtasun (2024).

DOWNLOAD

sources for electricity generation. Specifically, according to the European Commission’s
ENSPRESO dataset, it has the second-highest onshore wind power capacity and the
highest solar power capacity in the EU. Against this backdrop, over the last five years,
Spain’s installed wind capacity has increased by 8 gigawatts (GW) to 31 GW, and its solar
capacity by 19 GW to 24 GW. By 2030 it aims to reach installed capacity of 62 GW (wind)
and 76 GW (solar).

Moreover-aside from the deployment of renewables —improving energy interconnections
within the EU and a determined commitment to energy efficiency gains will also be
essential. Improving energy efficiency will not only help achieve climate goals, but it will
also help ease the green transition’s negative impact on activity. In this respect, a recent
study by the Banco de Espafa (Dominguez, Hurtado and Urtasun, 2024) has quantified the
impact on the potential GDP of the Spanish economy of a permanent increase of 30% in
imported energy costs. The findings show that if, in response, firms were to invest more in
energy efficiency improvements, the shock to potential GDP could be halved (see Chart 2.13).
The main explanation for this lower impact on GDP in the long run would be that greater
investment in energy efficiency would translate into productivity gains, which in turn would
mitigate the fall in private capital investment.

The green transition also poses a considerable challenge for central banks and the
financial system, insofar as this profound structural change could significantly affect
monetary policy conduct and pose considerable risks to financial stability. This requires
central banks to act resolutely, both in their analysis of the economic and financial
implications of climate change and in the realm of regulation of financial institutions and
prudential supervision. In this respect, although much remains to be done, notable progress
has been made in recent years.
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Monetary policy. In July 2022 the European Central Bank (ECB) resolved to tilt its
corporate bond purchase programmes towards issuers with better climate
performance.®® Also, a limit was announced on the share of assets issued by banks
with a high carbon footprint that can be pledged as collateral by individual counterparties
when borrowing from the Eurosystem. In addition, climate change considerations were
included in the disclosure requirements. All these decisions are in line with the ECB’s
climate action plan published with the announcement of the monetary policy strategy
review in 2021.%°

Financial stability. Stress tests have been developed to assess the impact of transition
to a greener economy on banks’ solvency and profitability.'®°

Supervision. The ECB has conducted a targeted follow-up of the weaknesses identified
in the 2022 Thematic Review on Climate and Environmental Risks. This resulted in
qualitative requirements being imposed on significant institutions that continue to
present severe shortcomings in their materiality and business environment analysis.
The ECB has also conducted on-site inspections on climate and environmental risks
and has analysed the information on such risks disclosed by significant institutions for
the first time under Pillar 3 standards in 2023 H1. For its part, the Banco de Espafa has
continued to assess the progress made by less significant institutions in implementing
its supervisory expectations for climate and environmental risk management,
incorporating the results of this assessment into the supervisory dialogue and the
recommendations issued as part of the Supervisory Review and Evaluation Process.

98 ECB. (2022). ECB takes further steps to incorporate climate change into its monetary policy operations, 4 July (press release).
Details of the decarbonisation of corporate bond holdings were published in a press release dated 19 September (ECB. (2022).
ECB provides details on how it aims to decarbonise its corporate bond holdings). Subsequently, following the Governing
Council’s decision to start reducing the asset purchase programme (APP) portfolio, it was announced that during the period
of partial reinvestment corporate bond purchases would be more strongly tilted towards issuers with better climate performance
(ECB. (2023). ECB decides on detailed modalities for reducing asset purchase programme holdings, 2 February (press
release)).

99 ECB. (2021). ECB presents action plan to include climate change considerations in its monetary policy strategy, 8 July (press
release).

100 For Spain, see the latest results published in AMCESFI’s first Biennial report on climate change risks to the financial system. At
European level, see The Road to Paris: stress testing the transition towards a net-zero economy.
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Box 2.1

CHAPTER 2

THE HETEROGENEOUS IMPACT OF INFLATION ON PERSONAL INCOME TAX REVENUE

The robust performance of public revenue in Spain in the
last four years is mainly attributable to strong growth in
revenue generated by personal income tax. This increase
owes, first, to real growth in the tax base (the number of
workers and pensioners) and, second, to growth in its
nominal component (wages, welfare benefits and other
household income), driven by the inflationary episode.’

In addition, nominal growth in the personal income tax
base may trigger an increase in the effective average tax
rates if the parameters determining the tax liability are not
fully updated in line with growth in the taxable base. This
effect, known as “fiscal drag”, means that an increase in
taxable income prompts an even higher increase in the
tax rate, leading to the elasticity of revenues to changes in
the taxable income (ERTI) being greater than 1.2

This box summarises the main findings of a forthcoming
paper® that analyses the impact of fiscal drag on aggregate
tax revenue and its uneven effect across households
depending on their level of income. To this end, it uses the
personal income tax microsimulation tool developed by
the Banco de Espafia,* which is based on anonymised
administrative tax data of personal income taxpayers and
on detailed modelling of the tax rules. This tool performs
hypothetical simulations of changes in taxpayers’ income
or in the applicable rules, yielding individual results for
each taxpayer in the sample and aggregate results for the
economy as a whole.

In the first simulation exercise, the ERTI of each taxpayer is
estimated in a static context by calculating the impact on
their tax liability of increasing all their income sources by
1%, given certain microdata and tax rules. This exercise
estimates the degree of marginal fiscal drag (i.e. that

triggered by slight increases in income) in the tax system,
irrespective of possible changes in the tax rules or of the
observed growth in income. Given these results, aggregate
revenue-base elasticity of 1.85 is estimated. In other words,
a 1% increase in household income would lead to a rise of
1.85% in total tax revenue if the tax parameters are not
updated.® For example, for a taxpayer with income of
€33,700 (belonging to the 77th percentile) and a tax liability
amounting to €5,472, a 1% increase in income (€337) would
trigger a rise of around €101 (1.85%) in their tax liability. This
elasticity is in line with the estimates available for the
average of countries belonging to the Organisation for
Economic Co-operation and Development (OECD).®

The fiscal drag effect is determined by two mechanisms.
The first is the loss in relative value of tax benefits
(reductions, tax deductions and tax credits), which do not
increase in proportion to income because they are either
fixed nominal amounts or subject to ceilings that are not
updated. It is estimated that 58% of fiscal drag stems
from this mechanism, which is strongly influenced by the
loss in relative value of the reduction for labour income
earners and of the personal and family allowance. The
second mechanism occurs when increases in income are
taxed at a marginal rate that is higher than the average
rate applied to individual taxpayers, as the progressive
tax brackets are defined in nominal terms and do not
change, i.e. they are not adjusted for inflation. This latter
mechanism accounts for an estimated 42% of fiscal drag.
The significance of these two mechanisms varies
depending on taxpayers’ income, as illustrated below.

Chart 1 shows that there are marked differences in
taxpayers’ ERTI depending on their total income, with near-
zero elasticities for those at the lower end of the income

The factors that have led to the recent increase in public revenue in Spain are described in Chapter 1 of this report, and in Esteban Garcia-Miralles and
Jorge Martinez Pagés. (2023). “Government revenue in the wake of the pandemic. Tax residuals and inflation”. Economic Bulletin - Banco de Espafia,
2023/Q1, 16. Personal income tax revenue is defined as the revenue collected in cash terms in one year, mostly in the form of tax withholdings and
prepayments on the income earned that year. Thus, the revenue, the income that makes up the tax base and the GDP to which this income contributes
all refer to the same year.

In technical terms, the ERTI of each individual is equal to their effective marginal rate (the tax rate applied to the last euro of income earned) divided by
their effective average rate (the tax payable divided by total income).

Soffa Balladares and Esteban Garcia-Miralles. (2024). “Progresividad en frio. El impacto heterogéneo de la inflacién sobre la recaudacion por IRPF”,
Documentos Ocasionales, Banco de Espafa (forthcoming).

Olympia Bover, José Maria Casado, Esteban Garcia-Miralles, José Maria Labeaga and Roberto Ramos. (2017). “Microsimulation tools for the
evaluation of fiscal policy reforms at the Banco de Espafia”. Documentos Ocasionales, 1707, Banco de Espana.

This estimate is based on the latest available pre-pandemic microdata referring to 2019 and on the legislation applicable at the time. The results
therefore capture the effect of the tax rules regardless of observed income growth or subsequent regulatory changes. In any event, a simulation based
on 2023 legislation yields a similar estimate (1.84), and the historical relationship between growth in the tax base and tax revenue net of the fiscal
measures for the period 2017-2022 is of the same magnitude (1.84).

Robert Price, Thai-Thanh Dang and Jarmila Botev. (2015). “Adjusting fiscal balances for the business cycle: New tax and expenditure elasticity
estimates for OECD countries”. OECD Economics Department Working Papers, 1275, OECD Publishing.
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CHAPTER 2

Box 2.1

THE HETEROGENEOUS IMPACT OF INFLATION ON PERSONAL INCOME TAX REVENUE (cont’d)

distribution, and high elasticities for medium and medium-
high incomes, which decrease as income increases.

The middle of the distribution has notably high elasticities,
with an ERTI greater than 10 in the fourth decile. Although
taxpayers in this decile have low income and low tax
liabilities, a rise in income triggers very high relative
increases in these liabilities, almost entirely due to the
loss of relative value in tax benefits, which have a sizeable
impact on the calculation of their income tax. Taxpayers
in the top deciles have lower elasticities than those on
medium incomes, with elasticities of 1.8 and 1.4 in the
ninth and tenth deciles, respectively. In these deciles,
fiscal drag largely stems from the progressivity of personal
income tax.” These two deciles represent 17.2% and
55.4%, respectively, of aggregate revenue from personal
income tax, and their weight in aggregate ERTI is therefore
very significant.

Chart 1
Distribution of elasticity of revenue to taxable income (ERTI) (a)

%
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>Proportional effect

Generally, the effect of fiscal drag reduces income
inequality insofar as it leads to a broad-based rise in the
effective average rates across the entire income
distribution. Given that personal income tax rates are
progressive, higher average rates across the distribution
mean greater redistribution of income. Specifically, both
the Gini index and the 90:10 ratio of after-tax income point
to a less unequal distribution when incomes increase
homogeneously and tax rules remain unchanged.®
However, although the redistributive capacity of the tax is
enhanced, its progressivity, i.e. the difference between the
effective average tax rates for high and low incomes, is
slightly reduced.®

In the second simulation exercise, the impact of fiscal
drag is quantified in the current situation, in which nominal
household income is growing strongly and the parameters
that determine the personal income tax payable have not
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SOURCES: Ministerio de Hacienda (Instituto de Estudios Fiscales) and Banco de Espafia.

a ERTI is defined as the percentage change in the tax liability triggered by a 1% increase in taxable income.
b Average ERTI in each decile is calculated as the average weighted by each individual's share in total tax liability, such that the average of all deciles
weighted by their contribution to total tax liability coincides with aggregate ERTI.

7 As tax benefits represent a very minor part of these taxpayers’ tax base, their ERTI is mainly determined by the effect of tax brackets. This is despite
the fact that tax rates become flatter in the higher income brackets, and that taxes on savings income (predominant for higher incomes) are less

progressive.

8 The Gini index is defined as the area between the Lorenz curve (which shows the cumulative percentage of total income) and a line with a slope at 45
degrees (representing perfectly equal distribution of income). The 90:10 ratio represents the wealthiest 10% of the income distribution relative to the

poorest 10%.

9 This result is consistent with earlier literature, which also finds that fiscal drag reduces inequality despite weakening the progressivity of the tax. See
Herwig Immervoll. (2005). “Falling up the stairs: the effects of ‘bracket creep’ on household incomes”. Review of Income and Wealth, 51(1), pp. 37-62.
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THE HETEROGENEOUS IMPACT OF INFLATION ON PERSONAL INCOME TAX REVENUE (cont’d)

been fully updated, despite some reforms introduced in
recent years.”® This exercise entails uniformly updating
the microdata on the basis of observed or projected
growth in the different sources of individuals’ gross
income (wages, capital income, self-employment
income),"" and incorporating the legislaton in force each
year or hypothetical legislation in which the tax parameters
are updated, to calculate the resulting tax revenue.

Chart 2 shows the quantitatively significant impact of
fiscal drag in the recent period. Specifically, it is estimated

that fiscal drag would explain around half of the increase
observed in the personal income tax revenue-to-GDP
ratio between 2019 and 20232 (from 6.9% to 8.5%). The
remaining increase owes mainly to higher growth in the
personal income tax base relative to GDP growth. In
addition, the effective average rates are estimated to have
risen from 12.8% in 2019 to 14.7% in 2023, with 70% of
this increase attributable to fiscal drag. This estimation is
obtained by comparing the estimated revenue for 2023
given the current legislation, with that obtained, for the
same year, in a simulation in which the personal income

Chart 2
Observed and simulated changes in the personal income tax-to-GDP ratio
5 % of GDP
No changes since
2023
9.0 - No changes since
2019
8.5 - .
- Indexed since
-
80 | - 2023
7.5 Indexed since
2019
7.0 -
65 I \
60 1 1 1 1 1
2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024 2025

(b) ©

® Simulated based on current
tax rules

== Observed Simulated indexed to previous

year's CPI (a)

No legislative changes
since 2019/2023

SOURCES: Ministerio de Hacienda (Instituto de Estudios Fiscales and Agencia Estatal de Administracion Tributaria) and Banco de Espafa.

a Personal income tax parameters are indexed every year t, using the CPI observed between December of year t-2 and November of the previous year t-1.
b For 2023, growth observed up to 2023 Q3 is extrapolated to the year as a whole.
¢ For 2025, the Banco de Espafa's macroeconomic projections are used for the different macroeconomic aggregates underlying the tax base.
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Slightly over half of OECD countries, including Spain, Italy and Portugal, update their personal income tax parameters discretionally and more or less
regularly, using more or less clearly defined criteria, while other countries do so automatically by law, for instance, the Nordic countries, the United
States and Belgium. In Spain, in 2022 and 2023, regulatory changes to update some of the tax parameters were approved by a number of regional
governments. There have also been regulatory changes at the central government level in 2023 and 2024, which modify the reduction for labour
income earners to accommodate the increase in lower incomes, particularly those affected by the rise in the national minimum wage. All of this
legislation has been incorporated into the analysis.

The fact that this exercise does not account for any heterogeneity in the growth of each source of income among taxpayers does not have a
significant effect on the aggregate results obtained. This is because most of the tax revenue is concentrated in the top deciles (as illustrated by Chart
1), which in turn determine the gross income growth used in the simulations. In any event, as a robustness check, a simplified simulation has also
been carried out to account for heterogeneity across deciles in the total income growth of individual taxpayers, drawing on information from the
National Statistics Institute’s (INE) Living Conditions Survey (in which income is observed up to 2022 and the same distribution is assumed for growth
in 2023). The exercise uses this heterogeneous growth, combined with the estimated ERTI for each decile (see Chart 1), to obtain the aggregate tax
revenue. The result of this robustness exercise (tax revenue growth of 43.7% between 2019 and 2023) is very similar to that obtained using
homogeneous growth in all the deciles (43.3%) and that yielded by the microsimulator (43%).

The 2023 estimate is based on an extrapolation using data observed up to the third quarter.
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THE HETEROGENEOUS IMPACT OF INFLATION ON PERSONAL INCOME TAX REVENUE (cont’d)

tax parameters have been updated each year from 2019
to 2023, using the consumer price index (CPI) observed
the previous year.'®

In the coming years, if there are no further regulatory
changes to update the personal income tax parameters,
fiscal drag will continue to have a significant impact on tax
revenue. In particular, it is estimated that if the personal
income tax rules in force in 2023 remain unchanged
(incorporating the recent reform affecting the reduction for
labour income earners applicable from 2024) and the
different household income components grow uniformly
in line with the Banco de Espafia’s 2023 Q4 macroeconomic
projections, personal income tax revenue could reach 9%
of GDP in 2025, up 29% on 2019. Conversely, if the

personal income tax parameters were to be indexed in
2024 and 2025 to the previous year’s CPI, the personal
income tax-to-GDP ratio would stand at 8.6%, close to its
2023 level and 24% higher than in 2019. Moreover, in the
absence of further changes to the personal income tax
rules, the effective average rate could stand at 15.3% by
2025, 20% higher than in 2019.

These results show that the decision on how and when to
update the tax parameters has consequences both for
total revenue and for its distribution across taxpayers’
income level. These consequences must be weighed up
in the current context of vulnerable public finances and
bearing in mind the recommendations for an efficient
design of taxation (see Section 9.4 of this chapter).

13 Specifically, the update of the fiscal parameters for year t is based on the growth of the CPI observed between December of year t-2 and November
of year t-1, which is the usual practice in most countries that index their taxes to the CPI of the previous year. However, indexation alternatives are
used in other countries, such as the current year’s CPI or other indices that reflect wage growth. The simulation results for the period analysed are
similar if the personal income tax parameters are updated using these alternative indices.
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THE IMPACT OF THE NEW INCENTIVES TO DELAY RETIREMENT ON SOCIAL SECURITY PENSION EXPENDITURE

The latest pension system reform, carried out between
2021 and 2023, has safeguarded pensions’ purchasing
power and bolstered their sufficiency through measures
such as indexing them to the consumer price index (CPI),
repealing the sustainability factor and increasing minimum
pension top-ups. As described in Section 9.2, these
spending-side measures, which are partially offset by
higher social security contributions, entail a notable
increase in the system’s obligations in the medium and
long term.

This box seeks to quantify the possible impact of one of
the measures approved to mitigate this increase in the
system’s expenditure, namely the incentive to delay
retirement, by drawing on simulations using microdata
from the social security administrative labour records
(MCVL, by its Spanish initials). In this respect, two key
changes have been approved through the reform. First, a
4% increase in pension benefits has been established for
each year that retirement is postponed, irrespective of the
contribution period. Second, workers who delay retirement
have been given the choice of receiving either the
foregoing percentage increase in their pension, a lump-
sum payment upon retirement or a combination of the
two.’

Analysing how effective these new incentives are in
containing the projected growth of pension expenditure
relative to GDP is crucial for determining whether further
measures will be needed to ensure the system’s financial
sustainability in the future (see Chart 2.10 of the main
text). In this case, containment operates through two
channels. First, workers remaining for longer in the labour
market reduces the number of years they will receive a
pension (even though the pension they ultimately receive
is for a higher amount than if they had retired at the
ordinary retirement age). Second, a higher participation
rate among the older population, insofar as it translates
into higher aggregate employment, could contribute to
economic growth and, therefore, to GDP. In this respect,
a European comparison shows that the participation rate
in Spain for those aged 55-64 (65.4%) is lower than in
some European Union (EU) countries, such as Sweden
(81.7%), Germany (75.3%) and Portugal (68.6%), but

higher than in others, among them France (60.3%), Italy
(57.8%) and Greece (57.1%).2

Given the short period of time that has elapsed since the
new incentives came into force in 2022, it is too early to
quantify the extent to which they could prompt a
substantial shift in workers’ decisions about when to leave
the workforce. These decisions depend on many factors,
such as health, personal and family circumstances and
job satisfaction, meaning that the monetary incentives are
just one more aspect within a range of factors influencing
workers’ decisions.

In general, the latest evidence shows that the benefits
and labour market dynamics before 2022 provided
limited incentive for workers to remain in the labour
market, demonstrating the difficulty in achieving a
substantial increase in the effective retirement age
through this incentives mechanism. MCVL data reveal
that the decision to continue working beyond the
ordinary retirement age has traditionally been restricted
to a small number of workers. Indeed, the labour market
exit trends among some of the cohorts that have most
recently retired (those born between 1950 and 1954)
have been highly influenced by the statutory retirement
ages for both early and ordinary retirement. Thus,
Chart 1.a shows a significant decline in the labour market
exit rate in the 65-66 age bracket, attributable to the
gradual raising of the statutory retirement age established
in the 2011 reform. But the changes in the number of
people working beyond the statutory retirement age
have been much less notable. For example, of the
workers born in 1954 who were paying social security
contributions at the age of 60, only 9.2% continued to
pay such contributions at the age of 67, a modest
increase of 1.2 pp with respect to the proportion
calculated considering workers born in 1950.

In addition, again according to the MCVL, for close to
30% of people who took retirement in 2022, the
effectiveness of the incentives to continue working would
have been limited, as their pre-retirement employment
status would have meant there was little scope for
extending their working life (i.e. they were unemployed,

1 The new option to receive a lump sum may be more attractive to workers with a high intertemporal discount; that is to say, those who show a greater
preference for receiving income in the present rather than potentially greater income in the future.

2 On the revenue side, past the ordinary retirement age, firms and workers that provide their services outside general government and public authorities
are exempt from paying social security contributions for common contingencies, except temporary incapacity stemming from such contingencies. This
exemption also encompasses contributions for unemployment insurance, the Wage Guarantee Fund and vocational training.
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THE IMPACT OF THE NEW INCENTIVES TO DELAY RETIREMENT ON SOCIAL SECURITY PENSION EXPENDITURE (cont’d)

did not pay social security contributions or were recipients
of a disability pension) (see Chart 1.b).2

There is also some uncertainty about the extent to which
a potential increase in the effective retirement age reduces
pension spending relative to GDP. To address this issue,
the Banco de Espafia has recently developed a tool to
simulate long-term social security spending on
contributory pensions, based on the MCVL.* Drawing on
an estimated labour income process and a retirement
decision model,® the tool can simulate — up to 2050 - the
contribution records of a sample of workers in 2021 and
the moment that they will retire, taking into account the
legislation currently in force and the legislation that will be
applicable over the coming decades.®

The preliminary results obtained from this tool show that
social security spending on contributory pensions, which

Chart 1

was equivalent to 12% of GDP in 2021, will grow
significantly in the coming years. In 2050, the level of
relative spending on pensions will be contingent, among
other factors, on projected economic growth. Thus, it is
expected to range between 14.3% (under a favourable
scenario of long-term annual GDP growth of 1.8%) and
16.9% (if such GDP growth were only 1%).

The retirement decision model does not contemplate
workers taking into account the increase in their future
income as a result of delaying their exit from the labour
market, nor was there a lump-sum payment for postponing
retirement during the sample period used to estimate
such increase. These results should therefore be
interpreted under the assumption that the new incentives
do not alter the “no-policy-change” course of the

projected effective retirement age, which is largely

In recent years, less than 10% of workers have remained in the labour market after the age of 67
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SOURCES: Ministerio de Inclusién, Seguridad Social y Migraciones (MCVL) and Banco de Espana.

The analysis estimates the employment status of workers who retired in 2022 two months previously. A total of eight statuses are defined: full-time
employment, part-time employment, unemployment, full retirement, partial retirement, working retirement (jubilacion activa), disability pension and no
social security contributions.

Henrique Basso, Angela Denis, Esteban Garcia-Miralles, José Maria Labeaga and Roberto Ramos. “Simulaciones del gasto en pensiones en el largo
plazo”. Documentos Ocasionales — Banco de Espafia (forthcoming).

Specifically, a multinomial logit model with five classes (full or part-time employment, unemployment, full retirement, partial retirement and no social
security contributions) is estimated using monthly data from 2010 to 2017 and for workers aged 58-70. The model’s explanatory variables include
labour income, the amount of unemployment benefits, the amount of retirement pensions, different pension entitlement indicators and various
demographic variables.

The tool also relies on various macroeconomic and demographic assumptions and a set of simple rules for other non-retirement pensions (for
widow(er)s, disability, orphans and surviving family members), in order to complete the path of social security spending on contributory pensions.

Annual Report 2023 - Banco de Espana 156



[ NERSKS)

CHAPTER 2

Box 2.2

THE IMPACT OF THE NEW INCENTIVES TO DELAY RETIREMENT ON SOCIAL SECURITY PENSION EXPENDITURE (cont’d)

determined by the increase in the statutory retirement age
established in the 2011 reform.”

To gauge the potential effect of the incentives approved in
2021 on delaying retirement, a number of additional
simulation exercises have been conducted. Specifically,
drawing on the retirement age distribution for the
projection horizon, it has been assumed that the retirement
age rises by between one and three years for a growing
proportion of workers. For instance, the scenario
envisaging the smallest impact of the new incentives
assumes that only 10% of workers at ordinary retirement
age would delay retirement, and would only do so by one
year. By contrast, the scenario envisaging the greatest
impact of these incentives assumes that 100% of such

Chart 2

workers would delay their exit from the labour market by
three years.® Two alternative options are also considered:
one in which, after delaying retirement, workers choose
the 4% increase in their benefits, and another in which
they opt for the lump-sum payment.® It is worth noting
that, given the typical inflation rate and life expectancy
projections, the present value of the 4% increase is higher
than that of the lump-sum payment. Consequently, this
latter option entails a greater saving from the standpoint
of social security spending.'®

Chart 2 show the results of these simulations. On average
in the period 2022-2050, if 20% of the workers of ordinary
retirement age under the baseline projection participate in
the labour market for another year, pension spending

Change in average pension expenditure in 2022-2050 compared with the baseline projection, based on the percentage of people who delay retirement and

the type of incentive chosen
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7 Specifically, from 2027 onwards, the ordinary retirement age will be 65 for workers with at least 38 and a half years of contributions, and 67 in other
cases.

8 This exercise assumes long-term GDP growth of 1.3%, leading to pension expenditure of 16% of GDP in 2050. This GDP growth is consistent with
the estimate of potential GDP of the Spanish economy in Pilar Cuadrado, Mario Izquierdo, José Manuel Montero, Enrique Moral-Benito and Javier
Quintana. (2022). “The potential growth of the Spanish economy after the pandemic”. Documentos Ocasionales, 2208, Banco de Espafa. Moreover,
it should be mentioned that the number of workers taking ordinary retirement over the projection horizon accounts for around 75% of total new
retirement pensions.

9 For simplicity, it is assumed that the formula established for contribution periods shorter than 44 years and six months is applied to all workers who
choose the lump sum, yielding an amount that is 10% lower than that for workers whose cumulative contributions exceed that period.

10 For example, taking as reference an annual pension of €14,000, projected price growth of 2% and a life expectancy of 20 years at the time of
retirement, the present value of the pension increase flow for delaying retirement (stripping out inflation) would be €13,607, whereas the lump sum
would amount to €6,028 if the contribution period were shorter than 44 years and six months, and €6,631 otherwise.
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relative to GDP would fall by barely 0.1 percentage points
(pp), compared with a decline of between 0.3 pp and
0.5 pp if 100% of them decided to do so.!" Naturally,
lengthier extensions of working life would result in lower
pension expenditure. For instance, if half of these workers
delayed retirement for three years, the saving in pension
expenditure would be 0.5 pp of GDP, assuming these
workers opt for a higher pension, or 0.7 pp of GDP if they
chose the lump-sum payment. While these exercises
should be treated with caution owing to the large number
of assumptions involved, they suggest that, even under
scenarios where the new incentives have a notable effect
on increasing the effective retirement age, the reduction in
pension expenditure, at least in an initial approximation,
would be relatively limited.

Moreover, the simulations make it possible to establish a
relationship between a higher effective retirement age and

Chart 3

a change in relative pension expenditure. Taking 2050 as
a reference and estimating a linear relationship, it may be
concluded that each year of increase in the effective
retirement age would be associated with a decrease in
pension spending of between 0.2 pp and 0.6 pp of GDP
(see Chart 3)."> The value of this relationship can be
compared with the estimates of other institutions. For
example, according to the Independent Authority for
Fiscal Responsibility (AIReF), a one-year increase in the
effective retirement age would reduce pension spending
by 0.8 pp of GDP by 2050, whereas the Ministry of
Inclusion, Social Security and Migration estimates a
saving of 0.9 pp in that year. For its part, the Foundation
for the Study of Applied Economics (Fedea) calculates
that the impact of an average one-year delay of retirement
on relative spending on pensions would range between a
reduction of 0.3 pp and an increase of 0.1 pp.'® It should

Each year of increase in the effective retirement age would be associated with a decline in pension spending of between 0.2 pp and 0.6 pp of GDP in 2050.
Estimated relationship between an increase in the effective retirement age and the change in pension expenditure in 2050
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11 In the tool described, GDP growth is obtained as the sum of the increase in the number of workers and apparent labour productivity growth.
Consequently, in the simulations, the new retirement age distributions resulting from the assumed effect of the incentives are reflected in GDP growth
through the change in the number of workers as a result of a percentage of them deciding to continue working for another year, without this altering

the productivity growth assumption.

12 Taking the period 2022-2050 as reference, an average one-year increase in the effective retirement age in that period would be associated with a

decrease in average expenditure of between 0.6 pp and 0.8 pp of GDP.

13 The value of the relationship estimated by the Ministry of Inclusion, Social Security and Migration has been calculated drawing on a simulation
conducted by this Ministry, which links an increase of 1.6 years in the retirement age in 2050 to a reduction in pension expenditure of 1.4 pp of GDP
in that year. See Ministerio de Inclusién, Seguridad Social y Migraciones. (2023). “Proyecciones del gasto publico en pensiones en Espaia”. See also
AlReF. (2023). “Opinion on the Long-term Sustainability of the General Government: the Impact of Demographics”. Opinion 1/23, and Angel de la
Fuente et al. (2023). “Notas sobre las proyecciones de gasto en pensiones del MISSMI”. Estudios sobre la Economia Espafola 2023/31, Fedea.
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be stressed that each of these estimates is based on its
own specific methodology, models and assumptions, and
the comparisons set out must therefore be interpreted
with due prudence.

Further analyses will be needed in the future to gauge the
new incentive scheme’s potential for delaying retirement.

Annual Report 2023 - Banco de Espana

In this respect, labour market developments for the segment
of workers approaching retirement age in the years ahead
will provide further evidence on the scheme’s ability to
increase labour-market participation among older workers
and thus improve the social security system’s financial
sustainability.
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Takeaways

— Recent Spanish labour market developments have mainly been marked by employment’s considerable
momentum. By contrast, labour productivity has barely increased since the onset of the pandemic.

— Despite strong job creation, the unemployment rate in the Spanish economy remains excessively high. The
Spanish labour market is nevertheless showing signs of tightness similar to those of other countries with lower
unemployment rates. For example, firms are reporting labour shortages as one of the main constraints on their
business activity.

— Looking ahead, the technological and demographic changes under way could revolutionise the labour market,
with very significant implications for labour demand and supply and for the employability and productivity of
certain groups.

— A labour market policy overhaul is a priority in light of the challenges facing the Spanish labour market posed
by a persistently higher unemployment rate than other European countries, technological changes and
population ageing.

— Specifically, active labour market policies (training and job mediation) are especially necessary to absorb the
disruptive effects of technological change on employment and to make older workers more employable.

— Meanwhile, unemployment benefits should afford the unemployed appropriate protection, but without
disincentivising job-seeking and labour mobility.

— Turning to other aspects related to the labour market’s institutional framework, to foster the necessary
occupational reallocation of employment, more headway should be made in defining the objective grounds for
dismissal and in making such processes less uncertain.

— In addition, amid growing heterogeneity across businesses on many fronts, collective bargaining should afford
some flexibility so that working conditions — e.g. in terms of working hours — can be adapted to firms’ individual
circumstances.
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1 Introduction

Recent Spanish labour market developments have mainly been marked by employment’s
considerable momentum.

Such developments have unfolded against a very complex backdrop shaped, among other
factors, by the COVID-19 pandemic, the energy crisis, Russia’s invasion of Ukraine, the conflict
in Gaza and monetary tightening around the world. According to the Spanish Labour Force
Survey (EPA), between 2019 Q4 and 2023 Q4 a total of 1.28 million jobs were created in Spain,
783,000 of them in 2023. In the same period, the employment rate (proportion of the population
aged 16-64 in employment) rose by 2.2 percentage points (pp), from 63.7% to 65.9%. Section 2
reviews these and other recent key developments in the Spanish labour market. In addition,
Box 3.1 documents how the temporary employment ratio and other indicators that serve as a
proxy for job stability have fared in recent quarters.

Despite employment’s buoyancy, in the Spanish economy the unemployment rate remains
excessively high.

The unemployment rate has trended downwards since mid-2020. However, at end-2023 it
stood at 11.8%, twice that of the EU-27. This difference is particularly stark in terms of youth
unemployment, the incidence of long-term unemployment and the employment status of
workers approaching the retirement age. This negative differential in the unemployment rate
and that observed in labour productivity are the main reasons why Spanish per capita income
has failed to converge with that of other European countries in recent decades (Banco de
Espafa, 2023).

Looking ahead, the technological change and demographic shifts under way could revolutionise
the labour market.

Technological change stems mainly from advances in robotics and artificial intelligence; the
demographic shifts are above all related to the ageing workforce, resulting from lower numbers
of new entrants in the labour market and a longer working life. Both factors have important
implications for labour supply and demand and for the effectiveness of labour market policies.
Section 3 analyses the labour market implications of technological and demographic change
and the different factors that could amplify or mitigate them.

Given this situation, reviewing labour market policies is a priority.

With a persistently higher unemployment rate than other European countries, and faced with
technological change and population ageing that could pose an extraordinary challenge to the
employability and productivity of certain groups of workers, labour market policies need to be
rethought. Specifically, active labour market policies (training and job mediation) are especially
necessary to absorb the disruptive effects of technological change on employment and to
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make older workers more employable. Meanwhile, unemployment benefits should afford the
unemployed appropriate protection, but without disincentivising job-seeking and labour
mobility. Turning to other aspects related to the labour market’s institutional framework, to
foster the necessary occupational reallocation of employment, more headway should be made
in defining the objective grounds for dismissal and in making such processes less uncertain. In
addition, amid growing heterogeneity across businesses on many fronts, collective bargaining
should afford some flexibility so that working conditions — e.g. in terms of working hours — can
be adapted to firms’ individual circumstances. The final section of this chapter discusses labour
market policies as they currently stand and possible avenues to improve them.
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2 Spanish labour market: current developments

2.1 Employment (number of persons employed)

One of the most striking features of the Spanish economy’s recent performance is the buoyancy
of employment measured by the number of persons employed.

During the pandemic, employment fell (and unemployment rose) much less than might have
been expected after economic activity collapsed (see Chart 3.1). The furlough schemes (ERTES)
— which constituted the main economic policy response to the labour market fallout from the
COVID-19 crisis — were an important contributing factor. During the subsequent economic
recovery in 2021 and 2022, employment also grew at a pace that, by historical standards, did
not square with the observed path of GDP. More recently, economic activity has been weighed
down by adverse geopolitical events, persistent high inflationary pressures and the interest rate
hikes required to tame them. This has also slowed the pace of employment growth. Even so, it
has continued to grow at relatively high rates. According to the EPA, 780,000 jobs were created
in Spain in 2023 (590,000 in H1 and 190,000 in H2), raising the number of persons employed in
Spain to 21.25 million, an all-time high which stands 6.4 pp above the end-2019 level.

A broad set of countries have also seen employment perform strongly since the COVID-19
crisis.

The patterns of the recovery in employment rates are qualitatively similar in Spain and the EU-27
(see Chart 3.2). However, in Spain the number of persons in effective employment fell more in
2020-2021 and employment has recovered slightly more quickly since then. Labour markets
across Europe have decelerated recently. Yet when set against economic activity employment in
Spain and other European countries is proving more resilient than in similar episodes in the past.

There are several potential reasons for employment’s relative strength.

¢ As detailed in Section 2.2, some of the recent strength of employment in the Spanish
economy is attributable to public sector employment growth and immigrant inflows. All
this in a setting in which, in the wake of the pandemic, new hiring needs have arisen in
certain sectors and occupations. Specifically, some of the sectors that have seen
higher growth in their activity in recent years are particularly labour intensive. This has
contributed to aggregate employment outperforming GDP relative to other past
episodes.

e Meanwhile, the Banco de Espafa’s regular business surveys suggest that “labour
hoarding” has also played a role in the recent period. Labour hoarding refers to when
firms decide not to terminate employees when activity is at a low ebb in anticipation of
future labour demand. Considerable uncertainty surrounds the relative share of the
main determinants of labour hoarding — which is also somewhat prevalent in other
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Chart 3.1
The sound performance of the labour market since the crisis is qualitatively similar in Spain and the euro area.
Employment has outstripped GDP in both areas

3.1.a Quarterly change in real GDP and total employment. Spain (a)
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3.1.b Quarterly change in real GDP and total employment. EA-19 (a) (c)
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SOURCE: Eurostat (Quarterly National Accounts and Labour Force Survey).

a GDP and employment according to the National Accounts, seasonally adjusted data.
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¢ EA-19 refers to the euro area countries in the period 2015-2022.
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European economies (European Commission, 2023) — and how persistent it could be.
Its possible determinants include: (i) the experiences from the pandemic (it was the
first time that ERTEs were used across the board in Spain as a means of adjusting the
workforce in response to a recession without destroying employment); (ii) firms finding
it more difficult of late to hire new workers (see Section 2.5 for more details); and (iii)
firms potentially expecting the recent adverse shocks to be temporary.

2.2 Some key traits of the composition of employment

Employment has grown with considerable heterogeneity across sectors, occupations and regions.

The heterogeneous performance of employment across sectors, occupations and geographical
areas has become more pronounced in the most recent period (Section 3 argues that this will
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Chart 3.2
During the pandemic, employment rates fell and unemployment rates increased much less than might have been
expected after economic activity collapsed

3.2.a Employment rate (a)
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probably intensify in the coming years). Since 2019, and despite the pandemic, employment

has continued to grow more in the services sector (excluding trade and hospitality) than in

construction and industry. By occupation, the largest fluctuations (decreases during the

pandemic and increases thereafter) are observed in trade and food service workers and skilled

labour in the agricultural, livestock and construction sectors. Also noteworthy is the sharp

employment growth in technical, scientific and intellectual professions in the most recent period
(see Chart 3.3), something also observed in the EU-27 as a whole. By geographical area, the

regions that have historically had the lowest employment rates (such as the Canary Islands,

Extremadura, Castile-La Mancha and Andalusia) have been those where such rates have grown
the most since 2019 (see Chart 3.4.a). Lastly, it should be noted that the growth of the
employment rates has above all been due to the greater presence of tertiary-educated persons

in employment (see Chart 3.4.b).
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Chart 3.3
Employment has performed differently across sectors and occupations, partly because of the necessary
reallocation of employment during the pandemic

3.3.a Employment growth rate, by sector
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SOURCE: INE (EPA).

Employment has grown more in the public sector than in the private sector.

Between end-2019 and end-2023 the number of salaried workers in the public sector increased
by 340,000, i.e. average annual growth of 2.4%, outstripping that in paid employment in the
private sector (1.7%). However, in the same period private sector employment increased by
850,000 people (see Chart 3.5.a). As a result, the share of public sector employees in total paid
employment rose from 16.3% to 16.9%. This trend was particularly noticeable between 2020
and 2022 (when the public sector accounted for 17.3% of total paid employment), while private
sector paid employment grew more in 2023.
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Chart 3.4
Employment rates have grown more in the regions where they were lower, above all due to the contribution of the

population group with high educational attainment levels

3.4.a Change in employment rate by region since 2019 Q4, based on its value at that date (a)
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3.4.b Contribution to the change in each region's employment rate, by educational attainment level (a) (b)
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SOURCE: INE (EPA).

a Employment rate calculated for the working-age population.

b "Low education level" refers to lower secondary education. "Medium education level" includes upper secondary education, the Spanish N
Baccalaureate, vocational training and other studies. "Tertiary education" comprises diplomas, bachelor's degrees, master's degrees and
doctorates. Banco de Espafa calculations drawing on EPA microdata.

DESCARGAR

The recovery in migratory flows, which were very adversely affected by the pandemic, has
contributed considerably to employment’s recent strength.

Between early 2022 and end-2023, the population in Spain grew by 1,000,000 and the labour
force increased by 788,000. Virtually all of these increases (96.1% and 71.7%, respectively)
were due to immigration (see Chart 3.5.b). Turning to employment, foreign nationals accounted
for 54% of the 1.06 million new persons employed in the same period.! The demographic
forecasts of the National Statistics Institute (INE), Eurostat and the Independent Authority for

1 See Section 7 of Chapter 2 of this report for more details on the composition and labour-market participation of these migratory flows.
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Chart 3.5
Public sector employment and immigrant inflows are other factors that have contributed to employment's buoyancy

3.5.a Public sector and private sector employment (a). Year-on-year rate of change
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b Banco de Espafa calculations drawing on data from the Migration Statistics, Residential Variation Statistics and Statistics on Migrations and

Changes of Residence.
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2.3

Fiscal Responsibility (AIReF) all point to immigration maintaining this momentum over the
coming years, with net inflows of 200,000-500,000 in 2024 and 2025.

Employment (hours worked)

Compared with the considerable buoyancy of the number of persons employed, hours

actually worked have grown considerably less and hours worked per person employed have

decreased.

On National Accounts data, actual hours worked decreased by more than 10% in 2020 and

gradually recovered thereafter, reaching their pre-pandemic level at end-2023. On EPA data, in

2022 hours worked were already above their 2019 level (see Chart 3.6).
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Chart 3.6
Compared with the robust growth of the number of persons employed, the recovery in total hours worked has
been more modest

3.6.a Hours actually worked, by different statistics
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Hours worked per person employed are also decreasing in other European countries and this
decline should be contextualised within the gradual downward trend in working hours.

Prior to the pandemic hours worked per person employed were already clearly trending
downwards in both Spain and the EU. This was the result, among other factors, of changes in
the sectoral composition of activity, a higher incidence of part-time employment and, less so,
productivity gains, which leave more time for leisure (Cuadrado, 2023). During the pandemic,
hours worked fell much more sharply than the number of persons employed (essentially as a
result of the roll-out of the ERTES), prompting a sharp drop in this variable. However, it returned
to its previous trend once the worst phases of the health crisis were over (see Chart 3.7.a).

One of the most prominent factors contributing to the sluggishness of hours worked per person
employed? is the greater prevalence of sickness and inability to work leave.

The prevalence of this leave, which rose considerably during the pandemic, has held more
recently at relatively high levels (see Chart 3.7.b), a pattern also observed in many other
countries. This phenomenon, which is surrounded by considerable uncertainty, could be
attributable to multiple factors, including most notably: the possible persistent health sequelae
of COVID-19 (Hurtado and Izquierdo, 2023); changes in healthcare protocols to contend with
the pandemic (e.g. how sick leave is granted); absenteeism’s typical procyclicality; employment’s
recent greater buoyancy in the public sector (where this type of leave is usually more prevalent);

2 The higher relative growth in employment in the public sector — where hours worked per person employed are typically lower than
in the private sector — has also contributed to these developments. Conversely, between end-2019 and end-2023 the percentage
of persons in part-time employment in Spain fell from 14.7% to 13.5%. All else being constant, this would have contributed to an
increase in hours worked per person employed.
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Chart 3.7
Hours worked per person employed in Spain and the EA-19 have grown moderately since the pandemic, still weighed

down by a high incidence of sick leave

3.7.a Hours worked per person employed in Spain and the EA-19
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3.7.b Persons employed absent from their job because of sickness or accident in Spain, by employment status (c)
As a % of the total of each category
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SOURCES: Eurostat (Quarterly National Accounts) and INE (EPA).

a Hours worked per person employed. National Accounts.
b EA-19 refers to the euro area countries in the period 2015-2022.
¢ Banco de Espania calculations drawing on EPA microdata.
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and the ageing labour force (see Section 3.2). Should this higher incidence of sick leave

continue, it could adversely affect productivity, employment and potential economic growth.

2.4 Productivity, compensation per employee and unit labour costs

In contrast to employment, labour productivity has barely increased since the onset of the

pandemic.

In the period 2019-2023, GDP per hour worked only grew by 0.8% in Spain, a figure which is
not too dissimilar from that observed in the euro area as a whole. However, a decrease in labour
productivity can been seen in Spain and the euro area (-1.4% and -0.8%, respectively) when

measured in terms of persons employed (see Chart 3.8).
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Chart 3.8
Productivity is stuck at 2019 levels, both in Spain and in the euro area, and fell in 2023

3.8.a Apparent labour productivity per hour worked
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a EA-19 refers to the euro area countries in the period 2015-2022.

Meanwhile, since end-2019 compensation per employee has increased in Spain by 16.9% in
nominal terms and by 1.2% in real terms, growing more markedly in 2023.

Growth in nominal compensation per employee increased from below 2% in 2020 to over 5%
in 2023 (and even above 6% in the market economy sectors). This growth is essentially
associated with the increase in inflation, such that real compensation per employee grew
relatively moderately (see Chart 3.9).

e Amid high inflationary pressures, wage increases negotiated under collective
agreements have been relatively moderate. In 2023 and 2024 to date, such wage
settlements are very much aligned with the recommendations — for wage increases of
4% in 2023 and 3% in 2024 and 2025 - established in the fifth Employment and
Collective Bargaining Agreement reached by the social partners in March 2023.
Meanwhile, although the onset of the inflationary episode prompted an increase in the
prevalence of indexation clauses (from 19% in 2019 to 24% in 2023), for the time being
their impact on the rise in wage costs is proving very limited.
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Chart 3.9
Compensation per employee grew by 5.3% in 2023, with sizeable wage growth and a notable contribution from social
security contributions. Real compensation per employee grew more moderately

3.9.a Compensation per employee and its main components
Year-on-year rates of change and contribution by components
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3.9.b Compensation per employee and price indices since end-2019
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e The increase in social security contributions contributed to the rise in labour costs in

2023. This increase stemmed from two measures: the introduction of the
intergenerational equity mechanism (IEM) and the rise in the maximum contribution
base.® Their aim is to partially reduce the sizeable public pension shortfall in Spain.
However, it should be noted that, according to simulations conducted using the
Quarterly Macroeconometric Model of the Banco de Espafa, a 1 pp increase in the
average effective rate of social security contributions could, after four years, prompt a
decrease in the number of persons employed of close to 0.25%.*

The national minimum wage has continued to rise. Since 2018, and taking into account
the increase recently approved for 2024, the national minimum wage has risen by 54%

3 In 2023 the IEM contribution rate was 0.5% for employers and 0.1% for employees. In 2024 these rates have been raised to
0.58% and 0.12%, respectively. Meanwhile, the maximum contribution base increased by 7.92% in 2023 and 5% in 2024.

4 In 2022, social security contributions represented 12.8% of GDP in Spain, compared with 10.7% (arithmetic mean) and 12.9%
(weighted average) in the EU.
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Overall,

in Spain, to €1,134 a month (in 14 payments per year). Thus, the ratio between the
minimum and average wage in Spain has moved closer to that observed in other
European economies and even surpassed the goals of a gross minimum wage-to-
gross median wage ratio of 60% and gross minimum wage-to-gross average wage
ratio of 50% recommended by the Directive of the European Parliament and of the
Council on adequate minimum wages in the European Union adopted in October 2022.°
As a result of these developments, the percentage of workers earning the national
minimum wage in Spain rose from 5.1% to 11.5% between 2018 and 2023, and,
according to estimates, it will reach 12.7% in 2024. Having reached these levels, it
would be advisable for potential future increases in the national minimum wage to take
into account (through a detailed ex ante analysis) the possible adverse effects that, in
the absence of productivity gains, such increases could have on the employment of
certain groups of workers, firms and regions.®

Wage drift has been greater than observed in the past. Wage drift refers to the part of
wage growth that is not explained by growth in negotiated wages and salaries and the
minimum wage. In Spain this gap has traditionally been negative in economic upswings
and positive in recessions, mainly as a result of changes in the sectoral and
occupational composition of employment and labour mobility. However, in recent
years, marked by robust GDP growth in Spain, wage drift has been positive (close to
2 pp in 2023). Although much uncertainty still surrounds the reasons for, and degree of
persistence of, this procyclicality of wage drift (which is a new development in Spain,
but relatively common in other European economies), it could be at least partly
attributable to the Spanish labour market’s considerable tightness of late (see
Section 2.5).

compensation per employee growth, combined with productivity’s sluggishness, has

driven unit labour costs (ULCs) higher than those observed in other euro area countries.

On the latest National Accounts data, ULCs increased by 6% in 2023. In Spain ULCs have
grown by 2.6 pp more than in the euro area as a whole since 2019 (see Chart 3.10). This relative

deterioration in ULCs could ultimately affect Spanish firms’ price competitiveness and delay

the return of inflation to the target of 2% over the medium term. In this respect, recent Banco
de Espana estimates (Aguilar, Dominguez-Diaz, Gallegos and Quintana, 2024) suggest that, for

each percentage point increase in this differential, Spanish exports could decrease by between
0.2% and 0.3%, while GDP could diminish by 0.6%.

5 In this respect, it should be noted that the variability across provinces of the percentage of workers earning the national minimum
wage and of the minimum wage-to-median wage ratio is very high. Specifically, the minimum wage-to-median wage ratio in
Alava, Vizcaya, Guiplizcoa, Navarre, Barcelona and Madrid is somewhere between 50% and 60%, while in provinces such as
Almeria, Ourense, Badajoz, Lugo and Cuenca it exceeds 80%.

6 Some studies indicated that, overall, minimum wage increases did not have a sizeable adverse impact on employment in the
period 2018-2021, but that they were detrimental to older workers and reduced hours worked and the flow of job creation for
young adults (Barceld, lzquierdo, Lacuesta, Puente, Regil and Villanueva, 2021). Meanwhile, a recent study (Anghel and Tagliatti,
2024) shows that the employment impact of the national minimum wage is particularly high in small and medium-sized enterprises
and in regions with the highest unemployment rates.
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Chart 3.10
The higher growth in ULCs in 2023 was due to both an increase in compensation per employee and a decrease in
productivity

3.10.a ULCs in Spain (a)
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employed.
b EA-19 refers to the euro area countries in the period 2015-2022.
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Over a broad time horizon, productivity growth is the main determinant of real wage growth,
although, in certain settings, productivity gains do not necessarily entail equivalent increases
in real wages.

e The international evidence for recent decades points to real wages increasing more
markedly in economies where productivity growth is stronger. Chart 3.11 depicts
apparent labour productivity and average real wages in the period 1990-2019 in the
advanced economies. There is a significant positive correlation between the two
variables: the greater the productivity growth, the larger the increases in average real
wages. This evidence also helps explain the scant growth in real wages in Spain over
recent decades: productivity growth in Spain has been weak both in absolute terms
and compared with developments in other major global economies.
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Chart 3.11

There is a positive association between wages and productivity, despite lower aggregate growth in wages than in

productivity since 1990

3.11.a Relationship between real wages and labour productivity: advanced economies (a) (b)
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e This does not mean that growth in apparent labour productivity necessarily entails
equivalent increases in real wages. In the vast majority of the countries depicted in
Chart 3.11, growth in apparent labour productivity in the period 1990-2019 outstripped that
observed in average real wages. Spain is among the countries where this gap is wider.

e The reasons behind this gap have been and continue to be a focal point in the economic
literature, although it is yet to offer conclusive findings on the relative importance of
each of the possible determinants. The main determinants analysed notably include
technological change, with greater complementarity between it and capital than
between it and labour in recent decades. Another focal point for researchers has been
the globalisation of economic activity, which has prompted some offshoring of the
most labour-intensive activities and also reduced the negotiating power of workers in
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advanced economies. A further aspect highlighted in the literature as a possible reason
for wage stagnation compared with productivity growth is related to the greater
monopsony and monopoly power exerted by firms,’ in a setting in which, as mentioned
above, workers’ negotiating power has weakened. Lastly, the importance of the major
changes that have arisen in the composition of labour supply — e.g. in terms of ageing
workers (see Section 3.2), the incorporation of women into the labour market and
immigration - has also been highlighted.®

2.5 The unemployment rate and indicators of labour market tightness
Employment growth has brought down the unemployment rate.

At end-2023, the unemployment rate stood at 11.8%, down 5.6 pp from the onset of the
pandemic and the lowest rate recorded in Spain since end-2008. Robust job creation contributed
positively to this decline, while labour force growth has prevented an even steeper fall in the
unemployment rate.®

However, a positive differential remains between the Spanish unemployment rate and that of
the main European economies.

At end-2023, the Spanish unemployment rate was still twice that of the EU-27 as a whole
(5.9%). Meanwhile, the rate of youth unemployment (16-24 year-olds) was 28%, almost triple
the OECD rate (10.7%) and around double that of the average for the EU-27 (14.9%). In addition,
despite the high labour turnover in Spain, 39% of the unemployed had been jobless for over
one year, versus 25.4% in the OECD as a whole. These indicators of the considerable scale of
unemployment in the Spanish economy, even during strong economic recoveries, and its
uneven distribution across population groups (see Chart 3.12), suggest that a large portion of
unemployment is structural.

The causes of the persistence of this positive differential in the unemployment rate between
Spain and most other European countries have been the subject of much research over the
course of recent decades.'

Although such causes continue to be discussed and assessed empirically, the economic
literature has generally argued that a considerable portion of the cross-country differences in

7 For example, Deb, Eeckhout, Pattel and Warren (2022) estimate overall developments in monopoly and monopsony power
using a sample of US firms and find that increasing monopoly power accounts for 75% of wage stagnation while increasing
monopsony power accounts for 25%.

8 See Grossman and Oberfield (2022) for a recent overview of the potential determinants of the decoupling of wages and
productivity.

9 Taking the working-age population as that aged 16-69, had the participation rate remained constant, the unemployment rate
would have been 1 pp lower (10.8%) at end-2023.

10 Literature on this matter was already abundantly available at the end of the 20th century. See Bertola (2017) for a recent review
of this literature.
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Chart 3.12
Youth unemployment remains almost twice that of the rest of the population. This difference is somewhat more
pronounced among men

3.12.a Unemployment rate in 2023, by age group and gender
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unemployment rates are related to the very institutions and policies that have a direct impact
on the functioning of the labour market. These typically include the design of active labour
market policies (which should mainly target making the unemployed more employable) and
passive labour market policies (which should offer an appropriate level of protection for the
unemployed while providing sufficient incentives for them to return to work), and other factors
that influence both the rate of job creation and job stability (e.g. the different types of contracts
available, the level of termination costs and many factors with a bearing on collective bargaining).
These matters are discussed in Section 4.

Despite the high unemployment rate, the Spanish labour market is showing similar signs of
tightness to those of other countries with lower unemployment rates.

Two indicators should be mentioned in this regard:

¢ First, the regular business surveys conducted by the European Commission and the
Banco de Espafia highlight that firms perceive labour shortages as one of the main
constraints on their productive activity (see Chart 3.13.a). Specifically, the percentage
of firms reporting this view rose from 25% in early 2022 to 42.5% at end-2023.

e Second, although job vacancies are difficult to measure with the standard statistical tools
(and, therefore, the available information should be interpreted with caution), there are
indications of labour supply shortages in several sectors and occupations. This is the case
both in low-skilled sectors and occupations (e.g. hospitality and trade) and in those requiring
some professional qualifications (particularly among technology and engineering firms). In
any event, for the economy as a whole, both in Spain and in the euro area, the vacancy rate
has increased in recent years as the unemployment rate has fallen (see Chart 3.13.b).
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Chart 3.13
Labour shortages are a constraint on business activity. The job vacancy rate has increased in Spain and

the EU-27
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a In the Banco de Espafia Business Activity Survey (EBAE), the firms reporting an adverse or very adverse impact of each of the factors on their activity.
The index is constructed by assigning the following values to firms' qualitative responses: significant increase = 2; slight increase = 1; unchanged =
0; slight decrease = -1; and significant decrease = -2.

b The job vacancy rate is measured as the ratio of the number of job vacancies to the sum of the number of occupied posts plus the number of job
vacancies.

¢ The unemployment rate is the ratio of the unemployed to the total labour force (aged 15-74).

d EU-27 refers, throughout the period considered, to the aggregate of the European Union Member States since 2020.
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The reasons for the labour market tightness in Spain, in a setting in which unemployment rates

are still so high, may vary across sectors and occupations.

Labour market tightness may arise on the demand side (due to an increase in the number of
jobs created by firms), on the labour supply side (on account of a higher reservation wage),
because of lower job matching efficiency, and through a combination of several of these factors.

¢ In some sectors and occupations, it is likely that the skill mismatch between new
openings and job seekers has increased and, therefore, that matching efficiency has

Annual Report 2023 - Banco de Espana

180


https://www.bde.es/f/webbe/SES/Secciones/Publicaciones/PublicacionesAnuales/InformesAnuales/23/Graficos/Files/IA2023_Capitulo_3_G13_Ing.xlsx

L BCESKS CHAPTER 3

decreased. This hypothesis is particularly plausible in the current setting, where the
education system is not keeping pace with the rapid technological developments (see
Section 4 of Chapter 2 of this report).

¢ In other cases, matching may have slowed, at least in part, as a result of higher
reservation wages, i.e. the wages that workers demand to accept a given position. This
hard-to-quantify phenomenon could be partly attributable to a wide range of factors
(e.g. to the increased scope of minimum income schemes or to job seekers having
higher expectations).

Furthermore, during the worst phases of the pandemic, in some countries — especially in the
United States - voluntary exits from the labour market increased considerably and, as a result,
the participation rate fell. However, this phenomenon — which has now reverted in the United
States in recent years — seems to be of little relevance to explain Spanish labour market
dynamics. Indeed, in 2020 the participation rate fell far more moderately in Spain than in the
United States and, since then, the Spanish rate has followed an upward path, taking it 0.7 pp
above its pre-pandemic level at end-2023." Since end-2019, this increase has been around
1 pp for workers aged 20-34, around 1.5 pp for those aged 35-54 and, particularly notably,
around 4 pp for those aged 55-69.

11 Participation rate referring to the population aged 16-69.
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3

Impact of technological and demographic change on the labour

market

3.1

New technologies, the organisation of labour, employment and wages

With each new wave of technological development, concerns about the impact of technology
on employment resurface.

Broadly speaking, this impact could materialise via three main channels:

¢ The first relates to productivity growth as a result of innovations, which allow more
goods and services to be produced with fewer factors of production.

¢ Another is associated with the displacement of some workers performing certain
productive tasks that may be rendered redundant by the new technologies.

¢ Third, technological innovations create new jobs that require complementary skills and
professional qualifications.

Historically, however, overall employment levels in the face of technological innovations are
estimated to have remained stable or even increased.

In particular, the displacement effect has traditionally been outweighed by increased productivity
and the emergence of new jobs. Thus, when technological advances are accompanied by a
relatively swift adaptation of the labour supply from the education and professional standpoint
and significant increases in output, consumption and wages, they have boosted economic
growth and, thereby, social welfare (Autor and Salomons, 2017).

Previous technological changes were limited to the automation of very specific tasks that
complemented human work or to manual or routine tasks.

These changes tended to displace some low-skilled workers, while increasing the productivity
of high-skilled ones (skill-biased technological progress), or enabled routine tasks to be
automated, increasing workers’ productivity (routinisation).

Conversely, the development of robotics and artificial intelligence (Al) could make it possible to
automate productive tasks across all occupations, including those requiring a higher level of
professional qualification.

Al and robotisation are general-purpose technology innovations with the capacity to perform
creative and not just routine tasks. They therefore have the potential to revolutionise the labour
market. The possibility that these technological changes will be more disruptive than those
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observed in the past, not only for the labour market but also in many other areas, is arousing
growing public concern and academic interest.

In this regard, besides the potential positive effects of these new technologies on productivity,
there are also some risks.

These include the emergence of biases towards the selection of more Al-intensive (rather than
human-work intensive) technologies, the loss of economies of scope in human judgement and
decisions as they are delegated to machines and intensive use of “smart machines” to monitor
workers. Concern about these (and other) possible negative effects' has already given rise to
some regulatory initiatives. For example, in early December last year, the Presidency of the
Council and negotiators from the European Parliament reached a provisional agreement on
harmonised Al rules (the Al Act). This project aims to ensure that the Al systems introduced in
the European market and used in the EU are safe and respect the EU’s fundamental rights and
values, while seeking to stimulate investment and innovation in the field of Al in Europe.

Evidence on the labour impact of these new technological changes is still very limited and
should be interpreted with caution.

A number of studies have sought to measure the effects of robotisation and Al on employment
using various approaches. One of them is to analyse the behaviour of different segments of the
labour market in terms of their exposure to the new technologies. The results generally vary
depending on the country and the time period under review. In the Spanish manufacturing
sector there is some evidence that the new wave of technological innovation has led to both
productivity and employment growth: compared to the companies that did not install robots,
those that did so increased their output by between 20% to 25% after four years, reduced the
share of labour costs in their total costs by between 5 pp and 7 pp and saw net job creation at
a rate of 10% (Koch, Manuylov and Smolka, 2021). One possible explanation for these findings
is that firms that automate are more productive and competitive, meaning that they can reduce
the price of their products and thus gain market share, which increases their labour demand
(Aghion, Antonin, Bunel and Jaravel, 2022)."®

Labour demand has so far increased relatively more in occupations that are potentially more
exposed to robotics and Al developments.

Albanesi, Dias da Silva, Jimeno, Lamo and Wabitsch (2023) show that in EU countries the share
of occupations that are more complementary with advances in robotics and Al in employment
increased over the period 2011-2019. This effect seems to be stronger the more young people
and high-skilled workers are employed in these occupations (see Chart 3.14). Meanwhile, the
wage losses associated with the introduction of new technologies tend to be higher for older

12 Acemoglu (2021) outlines the possible negative effects of Al beyond the labour market.

13 Robotisation could also affect inflation dynamics through changes in workers’ bargaining power and the weight of labour in
production (Basso and Rachedi, 2023).
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Chart 3.14
Employment has increased more in the occupations most exposed to robotics and Al developments, whose impact
on wages depends on their complementarity with workers’ occupational skills (a)

3.14.a Association between occupations' total share in employment and their exposure to new technologies
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a Error bars indicate standard error with 95% confidence.

manual workers, while younger workers, more likely to take up jobs in the more technological
sectors, tend to see their wages rise (Humlums, 2021).

Exposure to new technologies and their degree of complementarity with human work will
determine which workers will be displaced and which will benefit from further increases in
productivity.

Much uncertainty surrounds the degree of complementarity between new technological
developments and human work, especially as it is not yet possible to predict with any degree
of certainty the real potential of these innovations. For example, it is entirely possible that the
latest Al developments, based on generative language models, will have very far-reaching and
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profound implications for many productive activities that require high levels of qualification. The
limited empirical evidence available so far on the impact of robotics and Al on the labour market
may therefore not be truly representative of the changes that will occur in the near future.

e In principle, complementarity with robotics and Al will foreseeably be greater for
workers who understand how these new technologies work and who are able to provide
added value to the tasks carried out by robots and algorithms. Workers who are
versatile enough to perform several different and horizontal tasks in the production of
goods and services will also benefit comparably. Conversely, those workers who are
limited to a small number of tasks — whether routine, manual or otherwise — are likely to
be displaced by the new technologies.'

e In any event, digitalisation and advances in Al could also increase employment
opportunities for low-skilled workers and provide tools that complement their skills.
There is evidence, for example, that these developments have led to an increase in
self-employment —i.e. a higher number of workers doing work for firms without having
a stable employment relationship with them — and the creation of new jobs associated
with the gig economy, which has been a quantitatively important source of employment.
Inthis regard, it will be important to understand the extent of the impact on employment
and productivity of the emergence of new forms of self-employment and the decline
in the share of paid employees in the labour force. In particular, as pointed out by
Gdémez Garcia and Hospido (2022), the working conditions of self-employment and/or
gig work are generally different from those of the employees displaced by the new
technologies.

* In short, the bias towards high-skilled workers observed with previous technological
developments could disappear or even change sign with these new technological
developments. If this were the case, these innovations could even contribute to
reducing income inequality.

The use of the new technologies in the production of goods and services is still in its infancy
and how quickly they are deployed will foreseeably depend on various institutional factors.

Some studies have pointed out that the pace of this deployment will hinge on the development
of digital infrastructure, human capital and workers’ digital skills, and the flexibility of the labour
market and labour market policies. A combination of indicators of these institutional factors puts
the Spanish economy somewhat behind other developed countries in terms of preparedness
for the implementation of the new technologies (Cazzaniga et al., 2024).

Teleworking is an example of how the new technologies can change firms’ internal organisation
and the way labour services are provided.

14 See Green (2024) for preliminary estimates of the impact of Al on the demand for skills.
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3.2

The COVID-19 pandemic gave a significant boost to teleworking (Anghel, Cozzolino and
Lacuesta, 2020). Thus, in Spain the percentage of remote workers increased from 4.8% in 2019
to 7.6% in 2022. However, this percentage, which varies significantly across occupations, is still
significantly lower than in other European countries. In particular, in the EU-27 it increased from
5.4% to 10.2% in the same period.

The impact of teleworking on productivity depends on how it is implemented and is likely very
heterogeneous across occupations.

The most plausible hypothesis is that the relationship between teleworking and productivity is
in the shape of an inverted “U” (OECD, 2020a). With very low levels of teleworking, productivity
would probably suffer because workers would be less satisfied and find it more difficult to
perform their tasks efficiently. Similarly, with very high levels of teleworking, productivity could
decline due to the significant reduction in interaction and knowledge flows between teams, an
aspect which, in some occupations, is essential to properly performing certain tasks. Conversely,
intermediate levels of teleworking would benefit from productivity gains arising, for example,
from lower commuting costs and higher employee satisfaction. The impact of teleworking on
productivity also depends on how various logistics issues are resolved, such as the infrastructure
available for remote working, the working conditions at employees’ homes and the nature of the
tasks to be performed. For this impact to be positive, it is essential for workers to have sufficient
digital skills, an area where there is room for improvement in Spain (Banco de Espafa, 2023).

Measurement of the impact of teleworking on productivity is still at a very early stage and more
time will be needed to calculate this impact over different time horizons.

The empirical evidence available so far supports the hypothesis of a positive association
between teleworking and productivity: Bergeaud, Cette and Drapala (2023) combine survey
data on approximately 1,600 French companies with financial information from their balance
sheets and estimate a 0.6% increase in total factor productivity for each percentage point
increase in the proportion of workers who telework. As mentioned above, these findings should
be interpreted with due caution. In any event, what has been clearly observed in recent years
is a notable increase in the percentage of job offers that allow remote working, as well as in
workers’ preferences for this type of job (Adrjan, Ciminelli, Judes, Koelle, Schwellnus and
Sinclair, 2021; Colonnelli, McQuade, Ramos, Rauter and Xiong, 2023).

Ageing of the labour force
The demographic changes affecting the Spanish population (and that of most advanced
countries) are profoundly changing the composition of the working population by age group

and will continue to do so in the future.

The fall in birth rates, the sizeable baby boomer generation reaching retirement age and the
continuing increase in longevity are leading to a significant ageing of Spain’s working population,
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Chart 3.15
The fall in the birth rate between 1977 and 1997 and longer working lives have led to a significant increase in the
average age of the working population

3.15.a Average age of employees and the self-employed (a)
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which will intensify in the coming years."® So far this century the average age of employed
persons in Spain has risen by approximately 6 years — from 37.5 to 43.5 — and that of the self-
employed has done so by 4 years — from 44 to 48 (see Chart 3.15).

The ageing of the Spanish working population has a negative impact on the rates of growth of
aggregate employment and productivity and, therefore, on potential economic growth.

e Participation and employment rates for workers approaching the retirement age are
lower than for middle-aged workers. Therefore, an increase in the relative share of
older people automatically entails a decline in aggregate participation and employment
rates (see Chart 3.16 and, for more details, Cuadrado, Fernandez Cerezo, Montero and
Rodriguez, 2023).

e Similar differences by age group are also observed in the case of productivity, reflecting
greater productivity growth at the start of working life than in later stages.”® Thus,
aggregate productivity growth also falls, due to a composition effect, as a result of an
ageing working population.

* But population ageing could also change the historical distribution of employment and
productivity rates by age group. Indeed, countries with older working populations have
lower productivity growth rates among younger age groups and are less inclined to

15 For more details on this demographic change and its possible implications, see Banco de Espafa (2019).

16 These differences are often approximated by the relative wage by age over the working life. See Anghel, Jimeno and Jovell
(2023).
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Chart 3.16
The ageing of the Spanish working population will drag down the aggregate employment growth rate over the
coming decades

3.16.a Observed and counterfactual participation rate (a)
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implement technological innovation. One explanation for the former is that, in older

countries, young people have fewer opportunities for promotion and, therefore,

experience lower productivity growth at the start of their working life (Liang, Wang and

Lazear, 2018). The latter is because the productivity of young people in the R&D sector

is relatively high, which means there is less technological innovation in older countries

(Aksoy, Basso, Smith and Grasl, 2019).
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Moreover, demographic and technological changes interact with each other and population
ageing also affects labour demand.

e The economic impacts of the demographic and technological transformation will be
closely interrelated. Robotics and Al can increase the productivity of the workers that are
not displaced and perform some of the tasks that smaller cohorts of young workers
would no longer be able to carry out. Moreover, the creation of new labour-intensive jobs
based on these technological innovations will depend on the ability of displaced workers,
a large proportion of whom will likely be older workers, to re-enter the labour market.

e Population ageing will also shape labour demand through changes in household
consumption patterns and the emergence of new activities related to the “silver
economy”. With a larger population benefiting from longer retirement periods, demand
for certain personal services and leisure-related activities can be expected to increase.
This change in the composition of consumption' could lead to a significant sectoral
and occupational redistribution of employment and to the creation of new jobs.

Several factors could, at least in part, mitigate the potential adverse effects of the ageing of the
Spanish workforce on economic activity, but this will require decisive economic policy action.

These factors include migration flows, longer working lives, and training and labour market
policies.

e Migration flows rejuvenate the working population somewhat. In Spain foreign workers
are on average 3.4 years younger than national workers. However, immigration cannot
be expected to be the panacea for the problem of the generational replacement of
workers in Spain (see Section 7 of Chapter 2 of this report). This would require much
stronger migration flows than assumed even in the most optimistic demographic
projections. In addition, immigrants tend to have different professional qualifications
and occupy different jobs from nationals who retire from the labour market. In this
regard, migration policies should proactively anticipate the recruitment needs that will
arise in the Spanish labour market as a result of future retirements and promote the
arrival of immigrants able to meet these labour needs.

e The extension of working lives, which is already taking place, also helps to reduce
some of the adverse effects of population ageing on the labour market.'® The

17 Aside from these possible effects of ageing on the composition of the consumption basket, it is unclear how demographic
change might affect aggregate consumption. On the one hand, the accumulation of wealth by the generations approaching
retirement could fund a higher level of consumption. On the other hand, however, the preference of older people to pass on their
wealth to the next generation (through inheritance) and to keep precautionary savings due to uncertainty about longevity and
pension benefits could lead to lower consumption. The available empirical studies so far do not point to a sizeable increase in
consumption at advanced ages.

18 A longer working life also contributes positively to the financial sustainability of the pension system (see Section 9.2 of Chapter 2
of this report). Indeed, part of the extension of working life in the Spanish economy in recent years stems directly from various
legislative changes to the country’s pension system, for example, the gradual increase of the statutory retirement age to 67,
introduced by the 2013 pension reform.
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Chart 3.17
Youth employment rates are higher in countries where the employment rate of the population approaching
retirement age is also higher

3.17.a Relationship between the employment rate of young people and that of the population approaching retirement age in
various countries in 2022 (a)
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participation and employment rates of workers approaching the retirement age have
increased significantly.'® However, longer working lives cannot fully offset the decline
in new entrants to the labour market. First, although there is still some scope to further
extend the working lives of Spanish workers, this process faces some obvious
limitations, for example those related to the health of older workers (Crespo, Denis and
Jimeno, 2023). Furthermore, it is important to stress that older workers are not perfect
substitutes for younger workers, since their professional qualifications, skills and
abilities are not the same. Therefore, even if older workers stay in the labour market for
longer, they will not be able to fill the types of jobs for which younger workers are in
demand. This is consistent with the fact that the employment rate of young people
does not fall when the retirement age is postponed. In fact, the opposite is often true:
countries with higher employment rates among the older population also tend to have
higher youth employment rates (see Chart 3.17).

The potential adverse impact of population ageing (and new technologies) on the
economy as a whole could be reduced by training and labour market policies that help
workers (re)adapt their professional qualifications to the labour market’s new demands.
As has been argued in this and the previous section, the demographic and technological
changes under way are expected to significantly alter the sectoral and occupational
composition of labour demand and call for new professional skills in the labour supply.

19 Since end-2019, the employment rates of the 60-64 and the 65-69 age groups have increased by 2.5 pp and 9.6 pp,
respectively, while their participation rates have increased by 3 pp and 8 pp, respectively.
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Vocational and occupational education and training, together with active and passive
labour market policies and, more generally, the institutional framework of the labour
market, play an extraordinarily important role in this context, as will be discussed in the
following section. The adaptation of all these policies to the new needs generated by
the technological and demographic changes should be high on Spain’s structural
reform agenda and could lead to significant progress on multiple fronts. For example,
in reducing Spain’s high youth unemployment, which partly reflects a mismatch
between the human capital acquired in the education system and that demanded by
the labour market and which will not automatically decrease as a result of a lower
number of young people entering the labour market (Bentolila, Felgueroso, Jansen and
Jimeno, 2022).
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4 Labour market policies

Spain’s unemployment rate is higher than that of other European countries and yet, at the same

time, the country faces labour shortages. This, together with the fresh challenges posed by the
technological and demographic changes currently under way, means that labour market
policies are due for a comprehensive rethink.

Labour market policies encompass (i) all of the aspects that make up the institutional framework
within which employment relationships take place (e.g. the types of contracts on offer,
termination costs, the statutory working week, etc.), and (ii) active and passive labour market
policies, which, in turn, are closely linked with education policy as a whole, among other
aspects.

Labour market policy must be considered in its entirety.

Some of the main instruments of Spanish labour market policy are addressed individually in the
rest of this section. Nonetheless, it should be noted that these instruments all complement
each other and that the ability of each instrument to efficiently meet its goals rests on their
combined overall design.

e For example, termination costs (which essentially aim to prevent the inefficient
destruction of jobs) and unemployment benefits (which seek to mitigate the fall in wage
income suffered by unemployed workers) both have an impact on employability and
labour mobility. The economic literature suggests that a combination of high severance
payments and generous unemployment benefits (which drive up reservation wages) is
associated with a high level of structural unemployment.

¢ Active and passive labour market policies offer another example of complementarity.
No matter how efficient active policies are, if the incentives to look for work are not
tailored accordingly, transitions from unemployment to employment will be low and, by
extension, so will aggregate employment. Equally, unemployment benefits that are
heavily geared towards incentivising job-seeking will neither be sufficient nor able to
meet their goal if the active labour market policies do not effectively help to make
workers more employable.

4.1 Active and passive labour market policies
Active and passive labour market policies are a cornerstone of the welfare state.
Together, these two policies seek to sustain the income of the unemployed, while at the same
time aiming to facilitate their return to the labour market through a range of initiatives to boost

their human capital and employability.
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Chart 3.18
Unemployment benefit coverage relative to the unemployment rate is comparatively low in Spain, and the
unemployment benefit replacement rate is relatively high compared with other EU countries

3.18.a Correlation between the unemployment rate and unemployment benefit recipients, 2014-2021
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3.18.b Net replacement rate of unemployment insurance benefits, 2022 (a)
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As international comparisons suggest, in Spain these policies display some significant
drawbacks that reduce their effectiveness in meeting their goals.

e The level of coverage/protection that passive policies afford the unemployed has been
comparatively low. In Spain, around 8% of the labour force receives unemployment
benefits, slightly above the EU average. But this is down to the fact that the Spanish
unemployment rate is far higher than the figure for the EU. When this coverage is
measured in terms of the unemployment rate, the share of unemployed persons
receiving unemployment benefits stands at around 55%, below the EU average (see
Chart 3.18.a). The prevalence of long-term unemployment and the high levels of
unemployment and heavy turnover among new entrants to the labour market (who
therefore take longer to become eligible for unemployment benefits) are partly
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responsible for the comparatively low coverage and spending on unemployment
benefits in Spain.

¢ The unemployment benefit replacement rate is fairly high by international standards. In
Spain, the average replacement rate for unemployment insurance benefits (relative to
the previous net wage) stands between 60% and 80% - the longer unemployment
lasts, the lower the figure —, one of the highest among OECD countries (see Chart 3.18.b).
Moreover, although the duration of unemployment insurance benefits is capped at
24 months, unemployment assistance benefits can in certain cases last indefinitely.
This means that older, less employable workers account for the bulk of spending on
unemployment benefits.

* By international standards, both the extent to which the unemployed participate in
active policies and the amounts spent on such policies are low in Spain when set
against the unemployment rate (see Chart 3.19). Spain’s active policies have been
characterised by, inter alia, (i) limited coverage of unemployed workers, (ii) the very
minor role played by the (national and regional) public employment services in the
intermediation of new placements and in back-to-work training, and (iii) insufficient
evaluation of their outcomes.

In a context in which, in addition to the green transition, the technological and demographic
changes currently under way will lead to major shifts in the sectoral and occupational structure
of employment, improving the performance of the country’s active and passive labour market
policies is crucial.

As noted above, these structural processes will lead to the emergence of new jobs and tasks
in certain industries, while destroying jobs in many other sectors and occupations. The better
the labour supply is able to adjust to the new demands of the job market, the more positive the
impact such transformational changes will have on employment and productivity. Active and
passive policies have a key role to play here, in support of the role played by the education
system as a whole. In this regard, as detailed in Chapter 2 of this report (Section 4), among other
aspects it is essential to ensure that (i) public policies continue to enable students to remain
and prosper in the formal education system, (ii) the university education on offer is able to cater
swiftly to new demands, and (jii) quantitative and qualitative progress is made in dual vocational
training.

In terms of active labour market policies, progress is needed on several fronts:

e With regard to training programmes, new technologies call for more horizontal and
versatile skills, which are hard to acquire without others traditionally provided by the
education system. In a context of considerable technological change, building general
human capital (which allows for an increase in productivity across a broad set of tasks)
is likely to be more necessary than building specific human capital (which only boosts
productivity in specific tasks at particular firms). With this in mind, the content and
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Chart 3.19
The coverage offered by active policies relative to the unemployment rate is comparatively low in terms of both
programme participant numbers and spending

3.19.a Relationship between the unemployment rate and participation in active policies, 2021

Programme participants (% of labour force)

4.5
40 + @ IRL
35

| eISR eFIN
3.0 @ AUT ®ITA e CRI
o5 | ® DNK ®FRA
20 | o Lux °PRT @ ESP

® HUN 5L
15 DEUs 4 oL @ EST
1.0 r KOR CHE GAN
POL SVN

05 1 Ccze \ N VA e swe ©GRC
00 NZL . ®AUS|q SVKLTU oHL

0 2 4 6 8 10 12 14 16 18

Unemployment rate (%)

3.19.b Relationship between the unemployment rate and spending on active policies, 2021

Government spending on employment policies (% of GDP)

0.8
®AUT
0.7
® DNK ®FRA
0.6 | oFIN
®BEL
05 | ® DEU
0.4
° KOR ®LUX e PRT ® SWE ®ESP
03 r HUN — -~ — @NDL ® CHE ®EST
0.2 NZL —® a®IRL ®CAN
eCzE  SUN — AUS R °ITA ®GRC  eCRI
0.1 r JPNe @ POL @ISR Py eCHL
0.0 . Lo MEX _@lS®SVK, . . . . \
0 2 4 6 8 10 12 14 16 18

Unemployment rate (%)

SOURCE: OECD (Labour Market Programmes).

a Training programmes, direct job creation and public employment and government services. Countries included: Australia, Austria, Belgium,
Canada, Chile, Costa Rica, Czech Republic, Denmark, Estonia, Finland, France, Germany, Greece, Hungary, Iceland, Ireland, Israel, Italy, Japan, N\
Latvia, Lithuania, Luxembourg, Mexico, Netherlands, Norway, New Zealand, Poland, Portugal, Slovakia, Slovenia, South Korea, Spain, Sweden
and Switzerland.

DOWNLOAD

teaching methods of the formal education system and back-to-work training must be
brought up to date, targeting the skills needed to understand, perform and add value
to the tasks that can be carried out by the new technologies. Moreover, in a digitalised
world in which information-gathering and data analysis are paramount, greater
emphasis should be placed on the STEM disciplines (Science, Technology, Engineering
and Mathematics).

e As far as job mediation is concerned, the public employment services should introduce
new techniques for job profiling and matching job-seekers to the available vacancies.
These techniques should help identify the training needs of the unemployed and tailor
them to the changing demands.
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e Training and job intermediation programmes must be assessed continuously. Such
assessments should help to identify the volume of resources needed by the public
employment services, to better allocate such resources and design action plans, and
to evaluate potential partnerships and synergies with the private sector.

The recently approved Employment Law?® seeks to modernise active policies, although it is still
too early to assess whether it will be able to address the shortcomings consistently identified
in these policies over recent decades.

The new legislation aims primarily to improve the coordination of the different employment
programmes across regional governments (with the creation of the Spanish Employment
Agency), to ensure an adequate supply of services and, in short, to introduce a new approach
to labour market policy with a view to making the programmes rolled out more effective. To this
end, the Law sets out new methods for measuring the employability of the workers participating
in the programmes, and seeks to enhance the evaluation of such programmes, while broadening
the guaranteed services by scaling up professional profiling, individual mentoring and
continuous counselling, with the design of professional pathways and bespoke plans for
unemployed workers.

The review of passive labour market policies should make returning to work a more attractive
prospect for the unemployed, while ensuring that benefits are sufficient and improving
coordination with active labour market policies.

The economic literature shows that the incentives to return to work are greater when benefits
decline over time, and when the amount and duration of such benefits are capped. However,
these parameters should be calibrated to ensure that the primary goal of unemployment
protection programmes can also be met; namely, to prevent a substantial loss of income should
this contingency arise (Landais, Michaillat and Saez, 2018). Thus, the international evidence
suggests that unemployment benefits that are relatively broad-based, generous and long-
lasting are only compatible with low unemployment rates when the incentives to return to work
are also significant, and, in particular, when the public employment services are highly efficient
when it comes to intermediation, counselling, profiling, training and monitoring job seekers
(Asenjo and Pignatti, 2019).

In the light of the best practices implemented in other European countries and the available
empirical evidence, the following options may be worth exploring with a view to a possible
reform of Spain’s passive labour market policies:

* Introducing changes to the duration of the benefits/subsidies — which could be
conditional on the economic cycle — and/or decreasing their amount over time, without
reducing the level of protection ex ante. Based on the international evidence and
certain studies of the impact that unemployment benefits have on the prevalence and

20 Law 3/2023 of 28 February 2023 (only available in Spanish).
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duration of unemployment (Rebollo and Rodriguez Planas, 2020, and Banco de Espania,
2023), Spain has some leeway to adjust the eligibility requirements, the benefit
replacement rates, the way in which such benefits vary over the duration of
unemployment and their maximum duration, so as to strike a better balance in terms
of the trade-off between income replacement and job-seeking incentives that underlies
the design of passive labour market policies.

Allowing certain benefits/subsidies to be compatible (for part of or their entire duration)
with employment. In particular, converting a portion of the benefits/subsidies into wage
complements when new employment is found would help facilitate labour mobility and
the return to work. Thus, the incentive to return to work would not rest solely on the
eventual decline in benefits/subsidies over time (Armand, Carneiro, Tagliati and
Xia, 2022).

Improving the integration of the myriad income policies rolled out by the different tiers
of general government, to provide efficient and robust social security that protects
groups with a very limited employability. Unemployment assistance benefits are an
extension of contributory benefits when an unemployed worker is in a situation of
vulnerability (based on their income or wealth). Their rationale is thus no different from
that of subsistence income and anti-poverty schemes, such as the minimum income
scheme and similar initiatives rolled out at municipal and regional level. Combining all
these programs would help to make them more effective (broader coverage) and more
efficient (greater positive impact per resource deployed) (AIReF, 2022).

Strengthening the coordination of active and passive labour market policies with a view
to also enhancing their efficacy and efficiency. As things stand, all of these interventions
are fragmented across the different tiers of government (general, regional and local)
and information does not flow freely between such tiers. This can mean that many of
the requirements for activating or qualifying for the different programmes are not fully
coordinated. Similarly, the family circumstances and financial position of unemployed
workers are not always given sufficient consideration when determining the income
criteria on which access to such benefits depends.

Component 23.R10 of the Recovery, Transformation and Resilience Plan envisages a

streamlined, enhanced approach to unemployment assistance, although the specific details

have yet to be approved.

The main aim is to integrate various special schemes that have emerged over time within the

ordinary unemployment assistance benefit paid once contributory benefits have run out; an
integration that would take place in coordination with the roll-out of the minimum income

scheme. This Component also aims to broaden unemployment protection, linking such

protection to a firmer commitment to returning to work, and enabling this subsidy to serve as a
transition to welfare protection when the beneficiary does not rejoin the job market and finds

themselves in a position of vulnerability. Royal Decree-Law 7/2023 was approved in late 2023
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to implement these reforms, although it was not ultimately ratified by Parliament. This reform is
still therefore pending.

4.2 Other institutional aspects of the labour market

Other aspects of the institutional framework of the Spanish labour market should be reconsidered
to enable labour supply and demand to adjust more smoothly to the far-reaching challenges
posed by the sweeping technological and demographic changes under way.

In its current guise, this institutional framework is the result of the numerous reforms that the
Spanish labour market has undergone over recent decades. The latest of these reforms affected
the available hiring arrangements, made certain changes to collective bargaining, consolidated
the use of furlough schemes as a temporary employment adjustment mechanism and created
the RED mechanism, among other measures. This reform was approved in late 2021 and, as
noted in Box 3.1, it is too early to properly assess its overall impact on employment levels and
stability, wages, productivity and other macroeconomic aggregates. In any event, it is essential
to ensure that the various elements that make up the institutional framework of Spain’s labour
market do not contribute to prolonging the high levels of unemployment and do not stand in the
way of either the process of reallocating employment across sectors, firms and occupations
that is likely to gather pace or the need to extend workers’ working lives.

Longer working lives should be encouraged by doing away with certain aspects that, in practice,
serve to drive older workers out of the labour market.

Thanks to the latest technological developments, jobs that do not call for physical or mental
skills for which older workers are ill-suited now account for an increasingly large share of total
employment (Acemoglu, Sendergaard Mihlbach and Scott, 2022). However, most of these
positions are not being taken by older workers, whether for reasons of demand (e.g. the fact
that employers prefer younger workers, differences in labour costs across ages, etc.) or of
supply (e.g. the fact that older workers tend to be less mobile, early voluntary transitions to
retirement, etc.). Against this backdrop, aside from raising the statutory retirement age, action
should be taken on various fronts to encourage workers to prolong their working lives, such as
(i) more flexible hiring arrangements for older workers, (ii) incentivised reassignments, retraining
and vocational training, (i) an end to mandatory exits from employment, or (iv) working retirement
(jubilacion activa) programmes that provide incentives to combine retirement benefits with
employment income. On this last point, certain aspects of the current regulations governing
working retirement in Spain (Royal Decree-Law 5/2013 of 15 March 2013) could restrict the use
of these programmes. For example, the fact that they may only be activated after reaching the
ordinary statutory retirement age and the fact that pensions are not updated at the end of
the compatibility period (Sanchez Martin and Jiménez Martin, 2021).

Recent years have seen the adoption of various measures that seek to keep workers in the
labour market for longer.
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These notably include new incentives for postponing retirement, an exemption on making social
security contributions for certain contingencies beyond the statutory retirement age and the
limits on clauses governing mandatory retirement under the age of 68. While, in principle, these
initiatives have the potential to significantly boost the labour market participation of older
workers, in reality the efficacy of such measures (i.e. their ability to substantially shape workers’
decisions on whether to retire, compared with a scenario in which no such measures exist)
remains uncertain.?’

Collective bargaining should allow for a degree of flexibility to enable employment conditions
to cater to firms’ individual circumstances.

This is particularly important in a context such as the current one, in which, thanks to
technological and demographic changes, new forms of employment are emerging and there is
growing heterogeneity across firms in a number of aspects (e.g. in terms of how they organise
their work and their internal flexibility). In this regard, the 2021 labour market reform restored
the pre-eminence of sectoral agreements in certain areas, albeit retaining some of the internal
flexibility mechanisms (e.g. opt-outs and unilateral modifications of working conditions by
employers) designed for distressed firms. It is important to ensure that firms, particularly SMEs
and start-ups, are still able to adapt to a highly volatile, complex environment.

The regulations governing termination costs must ensure that workers are adequately protected,
while at the same time facilitating mobility across sectors and occupations.

In terms of the scale of termination costs and while international comparisons are complex, the
data published by the OECD suggests that the costs of fair dismissals on objective grounds are
higher in Spain than those seen in other European countries, whereas the additional severance
for unfair dismissal is lower (see Chart 3.20 and OECD, 2020b). Meanwhile, according to the
Ministry of Labour and Social Economy’s statistics on dismissals and their costs, in 2023
around 75% of the dismissals settled at court in Spain were declared unfair or null and void.??
This finding, together with the less stringent requirements for initiating and executing disciplinary
dismissals, appears to explain why many dismissals in Spain go through this channel (Jimeno,
Mora-Sanguinetti and Martinez-Matute, 2020). In this regard, to facilitate the necessary
reallocation of workers across sectors and occupations, further progress should be made on
defining the objective grounds for dismissal and on reducing the uncertainty associated with
these processes. This would be particularly important if severance payments for unfair dismissal
were determined based on dissuasive and compensatory costs (Article 24 of the Revised
European Social Charter), with the amount varying depending on the individual circumstances
of each worker, which would likely exacerbate litigation over dismissals and push up costs, with
potentially adverse effects on employment.

21 Box 2 in Chapter 2 of this report sets out some estimations on the potential impact of incentives for postponing retirement.
22 Moreover, the severance costs of collective dismissals under redundancy programmes (around 8.6% of the total in 2023) tend
to be higher than those established by law.
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Chart 3.20
By international standards, severance payments for fair dismissals are relatively high in Spain. However, the additional

costs of unfair dismissal are not among the highest

3.20.a Indicator of individual dismissal costs of fair dismissals on economic grounds, 2019 (a) (b)
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payments and other dismissal-related items into a scale from O to 6.

b For regular workers with four years of job tenure, measured in months of pay after dismissal notice. Includes only individual dismissals for economic
reasons. Figure 3.2 of “OECD Employment Outlook 2020: Worker Security and the COVID-19 Crisis”. N\
¢ For regular workers, with 20 years of job tenure, where the dismissal is deemed unfair. Figure 3.4 of “OECD Employment Outlook 2020: Worker
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Security and the COVID-19 Crisis”.

The working week follows a downward secular trend.

In Spain, the statutory working week has been capped at 40 hours since 1983. However,
average working hours have fallen significantly. According to the Spanish Labour Force Survey,
between 2005 and 2023 weekly contract working hours for main, full-time employment declined
by 48 minutes, down to 38.91 hours a week. Meanwhile, over the same period, actual hours
worked fell by 3.1 hours to 33.1 hours a week. This decline should be seen as part of a trend
that can primarily be attributed, both in Spain and at a global level, to various factors of a
structural nature, such as the greater weight of the services sectors, a higher female labour
market participation rate and the rise in the part-time employment rate, as well as to the
productivity improvements deriving essentially from the introduction of numerous technological
changes (see Chart 3.21). As argued throughout this chapter, such technological changes are
likely to enable further reductions to working hours in the coming decades.
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Chart 3.21
Productivity gains allow for shorter working hours and higher wages. Accordingly, the correlation between the two
variables is found to be negative at international level

3.21.a Relationship between real wages and hours actually worked in OECD countries, 2022
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Looking ahead, it is essential to bear in mind that average working hours vary considerably
across types of firm and sectors.

The decline in the duration of the average working week has been highly heterogeneous across
sectors and firms, reflecting the specific characteristics of firms, its uneven impact on
productivity and labour costs and workers' preferences. This heterogeneity must be maintained
going forward, particularly if the statutory working week is ultimately reduced, in which case
the different firms and sectors should be afforded ample flexibility to adapt to the legislative
change if the possible negative effects of this measure on labour costs, productivity and the
aggregate level of employment and activity are to be avoided (Kramarz, Cahuc, Crepon, Skanks,
van Lownell and Zylberberg, 2008).23

23 According to Arellano, Garcia and Ulloa (2023), eight million salaried workers have a working week of more than 37.5 hours.
Bringing the maximum working week down to that figure would therefore entail a reduction of 29.1 million hours a week,
representing 5.5% of the total hours actually worked. According to these estimates, without factoring in wage or productivity
adjustments, the ensuing increase in ULCs would reduce GDP and employment growth by around 0.6 pp and 0.8 pp,
respectively.
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Box 3.1

CHAPTER 3

THE RECENT BEHAVIOUR OF THE TEMPORARY EMPLOYMENT RATIO AND OTHER INDICATORS PROXYING

JOB STABILITY

The labour market reform adopted in late 2021 cut down
on temporary contracts in an attempt to increase job
stability. Specifically, it eliminated contracts for specific
tasks and services (which accounted for around 40% of
temporary contracts prior to the reform), capped the
maximum duration of seasonal contracts at six months
(which can be extended to 12 months via collective
bargaining), tightened the limits on successive temporary
contracts and cut the duration of work-experience
contracts from 24 to 12 months. By contrast, some
aspects of permanent contracts were relaxed — notably
the use of permanent seasonal employment contracts —
and, albeit only for the construction sector, the completion
of the construction work was included as grounds for
termination of permanent contracts.

The temporary employment ratio has fallen sharply since
the reform was adopted. According to the Spanish Labour
Force Survey (EPA by its Spanish acronym), in 2023 Q4 it
stood at 16.5%, versus 25.4% at end-2021 (see Chart 1).
This decline has been steeper in the private sector, where
the temporary employment ratio has fallen by just over
10 percentage points (pp), to 13.2%. In the public sector,
however, it has held at close to 30% over the last two
years." Overall, this decline has enabled the Spanish
temporary employment ratio to make up considerable
ground on the euro area average (14.5% in 2023 Q3).

This sharp fall in the temporary employment ratio has also
been observed in social security registrations, where the
proportion of workers registered with a temporary
contract decreased from 30.4% to 14.9% between
December 2021 and December 2023. This 15.6 pp decline
is explained by an increase in full-time permanent
contracts (8.6 pp), in part-time permanent contracts
(4.1 pp) and in permanent seasonal employment contracts
(3 pp) (see Chart 2). The latter were hardly used in Spain
before the 2021 reform and their prevalence in total
numbers registered with social security has more than
doubled, rising from 2.4% in 2021 to 5.7% in 2023. The
decline in the temporary employment ratio has been
widespread across sectors, although sharper in some of
the sectors with the highest pre-reform ratios, such as

construction, hospitality, arts, administrative activities,
agriculture and other service activities. In all these sectors,
except construction, a sizeable portion of the fall in the
temporary employment ratio since the reform was
implemented is explained by the growth of permanent
seasonal employment contracts.

Against this background, this box looks at recent
developments in other indicators which proxy job stability
in the Spanish labour market. This descriptive exercise is
not a causal assessment of the 2021 labour market
reform. As stated in other Banco de Espana reports, such
an assessment would need to take into account the
impact of the measures adopted on multiple dimensions
(e.g. employment, unemployment, wages, productivity
and other macroeconomic aggregates),? consider a broad
time horizon and analyse the possible asymmetric effects
of the reform on different groups of workers, firms and
sectors (which would require the most granular data
possible).

Labour turnover indicators can be calculated drawing on
social security hiring and separation data to analyse the
extent to which the sharp reduction in the temporary
employment ratio has resulted in higher job stability. Using
the ratio of the sum of the total number of employment
contracts starting and the total number of employment
contracts ending in a given month to the stock of
employees as a measure of labour turnover, Chart 3
shows that since the reform was adopted labour turnover
has fallen from an average of 1.33% in the period 2015-
2019 to an average of 1.12% in the period 2022-2023.
This decline is the result of the change in the percentage
of workers with permanent and temporary contracts, as
the turnover for employees with a permanent contract
increased (from 0.25% to 0.61%) and it only decreased
slightly for workers with a temporary contract (from 3.40%
to 3.19%).

The higher turnover of permanent contracts since the
entry into force of the labour market reform reflects the
greater labour market inflows and outflows of workers
with permanent contracts, in general, and of those with

1 Under Law 20/2021 of 28 December 2021, a public examination and merits-based selection process must be held for positions in the public sector
held by temporary employees. The deadline for this process is 31 December 2024. As the majority of temporary contracts in the public sector are interim
contracts for unfilled vacancies, compliance with this rule will pose a considerable challenge for recruiting public sector staff.

2 See, for example, Anghel, Barceld and Villanueva (2023), who analyse the possible impact of the 2021 labour market reform on private consumption
and precautionary saving by workers switching from a temporary to a permanent contract.
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CHAPTER 3

Box 3.1

THE RECENT BEHAVIOUR OF THE TEMPORARY EMPLOYMENT RATIO AND OTHER INDICATORS PROXYING

JOB STABILITY (cont’d)

Since the labour market reform was adopted in late 2021, the temporary employment ratio has fallen sharply, approaching the euro area
average. In terms of labour turnover, the gains are smaller due to the higher turnover among new permanent contracts.
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Cumulative change in the temporary employment ratio of numbers registered
with social security and contributions by type of permanent contract (b)
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Chart 4

Termination rate, by type of contract
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Chart 6
Survival probability of a permanent contract starting in March of each year (d)
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Box 3.1

CHAPTER 3

THE RECENT BEHAVIOUR OF THE TEMPORARY EMPLOYMENT RATIO AND OTHER INDICATORS PROXYING

JOB STABILITY (cont’d)

permanent seasonal contracts in particular. Specifically,
the termination rate for these contracts has increased
significantly compared with the period 2015-2019 (see
Chart 4). Indeed, the termination rate for permanent
seasonal contracts before the reform stood practically
midway between that for other permanent contracts and
that for temporary contracts. However, since 2022 this
rate has almost doubled and is now the same as for
temporary contracts. In any event, despite the higher rate
of outflows of workers with a permanent contract, their
greater job stability compared with that of temporary
workers has led to a reduction in the overall outflow rate.

These aggregate turnover figures should nevertheless be
taken with caution, as, for example, they do not distinguish
between contracts signed before and after the 2021
reform. However, individual information on employment
relationships in Spain has recently become available,
allowing this analysis to be refined.® In particular, the first-
year survival rate of contracts starting in March 2022 can
be calculated and compared with that of contracts starting
in March 2017 and March 2018. The one-year time horizon
means that these contracts were not affected by the
outbreak of the pandemic. This is a more consistent
comparison than that based on aggregate data. However,
economic cycle differences between the two periods
analysed and labour market shocks in general may affect
the new contracts’ survival rates. The differences
observed cannot therefore be interpreted as being caused
by the reform.

Chart 5 shows that 16.1% of all the employment
relationships that began in March 2022 were still ongoing
a year later. This is a higher survival rate than observed for
the contracts signed in March 2017 and March 2018 (11%
on average) and in March 2021 (14.9%).* Again, the
overall survival rate improved despite the deterioration in
the survival rate of permanent contracts (excluding
permanent seasonal contracts) following the labour
market reform. Thus, 48% of the permanent contracts

signed in March 2022 were still ongoing one year later,
while this percentage was 52.5% on average for
permanent contracts signed in March 2017 and
March 2018 (see Chart 6).

Overall, both the findings drawing on aggregate data and
those drawing on more granular data show that job
stability in Spain’s labour market increased slightly
following the reform adopted in late 2021. This is
because, despite the slight increase in job instability in
new permanent contracts (especially permanent
seasonal contracts), the share of permanent contracts
increased significantly compared with that of temporary
contracts.

In any event, two aspects should be noted. First, while the
Spanish economy’s temporary employment ratio has
converged significantly with the European average in
recent years, other internationally available measures of
job stability suggest that there is still room for improvement
in this area in Spain. Thus, although outflows from
employment into unemployment decreased in Spain from
3.3% of the labour force in the first three quarters of 2019
to 2.8% in the same period of 2023,% this percentage is
still significantly higher than that observed for the euro
area as a whole (1.2%).

Second, as mentioned above, the analysis presented in
this box does not provide an assessment of the impact of
the 2021 labour market reform because, among other
reasons, in order to do so the impact on the Spanish
labour market of the multiple shocks to economic activity
in recent years would need to be delimited. However, the
recent availability of individual information on all
employment relationships in Spain will allow a more
complete analysis to be carried out in the future, in which
these causal impacts could be estimated, for example,
based on the asymmetric behaviour observed in the
employment relationships of different types of workers
and firms.

3 Information is available on each employment contract’s start and end dates reported to social security between January 2017 and March 2023, broken
down by type of contract, some worker characteristics (age, gender and nationality) and the firm’s economic sector and province.

4 Using these granular data, it can also be shown that 80% of the workers who started employment relationships in March 2022 were still employed a
year later, whether by the firms with which they established these relationships or by others. This probability is slightly higher than that observed for
workers who signed their job contracts in March 2017 and March 2018 (79.2% on average).

5 In Spain outflows from unemployment into employment rose from 23.7% to 25%, a somewhat smaller increase than in the euro area as a whole, while
transitions from economic inactivity to employment increased slightly more in Spain than in the euro area.
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Chapter 4

Takeaways

— Robust housing demand, along with relative supply rigidity, has resulted in sustained growth in house purchase
and rent prices in the Spanish economy since 2014.

— Despite the marked dynamism of activity in the residential housing market, the associated vulnerabilities and
risks to financial stability are contained.

— Nevertheless, housing affordability problems have become more pronounced over the last few years,
particularly among lower-income households (young people and the immigrant population) and in certain
geographical areas (urban and tourist areas).

— The adverse social and economic effects associated with housing affordability difficulties warrant the
introduction of economic policy measures that seek to correct them.

— In any event, considering the scale of the problem diagnosed here, it seems unlikely that isolated short-term
actions can have sufficient scope to significantly reduce the current difficulties in housing affordability.

— Inaddition, public policies must be designed to ensure that actions that may have relatively limited effectiveness
in the short term do not ultimately have significant unwanted effects that hinder the functioning of the housing
market in the medium and long term.

— As such, the measures taken would ideally extend over a long time horizon, involve the different tiers of
government with responsibility for housing and focus especially on boosting supply, particularly for the rental
market and social rentals.

— Furthermore, these measures should prioritise resource allocation to the most vulnerable groups and consider
other aspects that have an impact on the housing market, such as those affecting the functioning of the labour
market, economic productivity and tax and transport policies.
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1 Introduction

The housing market has an important economic and social function.! First, conditions in the

housing market, together with those in the labour and credit markets, determine housing
affordability for households, in both the house purchase and rental segments. Potential housing
affordability problems, in addition to being of considerable social importance, may also
generate adverse economic effects. Second, housing market activity plays an important role in
the economy, both via employment in the construction sector and residential investment. This,
together with the fact that a significant portion of real estate transactions are credit financed,
means that the functioning of the real estate market may also have significant implications for
financial stability. Indeed, property crises have often been associated with banking crises, such
as the one in Spain between 2008 and 2013.

This chapter analyses the situation of the Spanish housing market, including both the house
purchase and rental segments. First, the main features characterising recent housing market
developments are detailed, as are their possible determinants. This is followed by a review of
the associated financial stability vulnerabilities and risks, based on a broad set of indicators.
The remainder of the chapter focuses on issues related to housing affordability conditions for
households. In particular, it shows how the degree of affordability has changed in recent years,
how it compares to other economies, and which groups face greater difficulties in accessing
owner-occupied and rented housing. Lastly, there is a discussion of possible lines of action that
could be considered to address these problems.

1 This chapter focuses on the residential housing market, except in Box 4.1 which delves into recent developments in the
commercial real estate market, both in Spain and internationally, and their implications for financial stability.
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2 Recent housing market developments

2.1 The housing purchase market

Housing purchases are markedly robust despite the slowdown observed since 2022 Q4. Among
recent developments, foreign purchases and lower recourse to mortgage financing, in the
context of tighter financing conditions, stand out. The significant volume of sales coincides with
modest new housing production, which is reflected in the containment of real estate supply
indicators. Against this backdrop, house prices have shown a sustained recovery since 2014.
However, cumulative growth is uneven and is stronger in new housing, large urban areas and
tourist areas. The sustained dynamism of house prices in Spain stands in contrast to the recent
correction seen in some of the main euro area economies.

— Volume of house purchases. The number of house purchases has been falling since 2022
Q4, but remains high and above pre-pandemic levels. House purchases have grown strongly
since late 2020, when the mobility restrictions linked to the COVID-19 pandemic were lifted.
This growth was underpinned by the pent-up demand from that period and by accommodative
financing conditions (see Chart 4.1). As a result, the volume of sales surpassed 700,000
units in 2022, the highest figure since the real estate boom of the first decade of the 21%!
century. Although the number of transactions has fallen since late-2022, there were around
640,000 housing purchases in 2023, 12% more than in 2019, with average volumes
exceeding 50,000 transactions per month.

— New and second-hand housing purchases. Housing transactions mostly involve second-
hand stock, which accounted for around 90% of the market in 2023. This figure — which
stood at 40% in 2008 - rose during the economic and real estate crisis of 2008-2013 before
steadying at its current level from 2014 (see Chart 4.1). The prevalence of second-hand
housing is partly the result of the accumulation of a large housing stock over the previous
decades and a shortage of new housing (see Section 3).°

— Purchases by legal entities. Housing purchases by legal entities accounted for 10% of the
total in 2023, in line with the proportions observed since 2020. These figures are below the
annual average of 12% recorded between 2014 and 2019 and well clear of the peaks of
around 20% reached between 2012 and early 2014.

— Foreign purchases. Housing purchases by the foreign population, both resident and non-
resident, account for a significant share of the total, albeit spread unevenly across

2 For a more detailed analysis of recent developments in the Spanish residential housing market and how they compare with
previous cycles, see Lajer, Lopez-Rodriguez and San Juan (2024). See also Khametshin, Lépez-Rodriguez and Pérez (2024) for
a description of developments in the housing rental market.

3 Among European economies, Spain has one of the highest ratios of houses per 1,000 inhabitants, with around 550 residences
compared with the EU27 average of 500 and the average of 470 for Organisation for Economic Co-operation and Development
(OECD) countries (OECD, 2024).
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Chart 4.1

House purchases have fallen recently, although they remain high from a historical perspective and are especially strong
in the second-hand market
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geographical areas. These transactions reached their all-time high in 2022, at 134,000 units,
a figure that dropped to around 125,000 in 2023, which was 19.3% of the total, in contrast
with 7.1% in 2007. The largest shares of foreign purchases are seen in tourist areas, such as
the islands and along the Mediterranean coast. This can be explained by the high demand
for second homes from non-residents.

Real estate supply indicators. Consistent with the low share of new housing transactions,
real estate supply indicators are relatively subdued, by historical standards. In particular,
new building permits, employment in construction and residential investment stand below
the figures recorded in previous upturns and below those of the euro area as a whole.
Specifically, in 2023 residential investment in Spain stood at 5.7% of GDP, below the euro
area’s 6.1% and below the annual averages around 6.5% recorded in the 1980s and 1990s.
There were around 110,000 new building permits in 2023, well below the 320,000 annual
average of the 1990s and the 550,000 annual average of the first decade of the 21t century.
Since 2020 H2 the construction sector has accounted for around 6.5% of total employment,
below the annual average of 9.1% in the 1980s and 1990s and the 12% seen during the
boom of the 215t century’s opening decade (for more details, see Sections 3 and 4).

Debt-financed housing purchases. Recourse to mortgage financing has declined since the
start of monetary tightening in late 2021. Specifically, around 45% of transactions in 2023
were financed by new mortgages, some 10 percentage points (pp) less than in 2021. This
share has fluctuated in recent decades, depending, among other factors, on the ease of
access to credit. It fell from 60% in 2007 to 30% in 2013, coinciding with the economic and
banking crisis during which banks significantly tightened the credit supply. Following the
economic recovery that began in 2014, the share of mortgage-financed purchases rose,
growing to 55% in 2021 as access to bank lending improved. The subsequent decline in this
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Chart 4.2

Average house prices have recovered notably since 2014, although in real terms they stand more than 28.5% off their

2007 peak
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percentage could be linked to two factors: i) the tightening of financing conditions, which
has resulted in tighter lending standards and a significant increase in the cost of financing;
and ii) growth in the share of purchases by non-residents using alternative funding sources.
Nevertheless, in spite of the fall relative to 2022, in 2023 the flow of new mortgage credit
and the number of new residential mortgages were 16% and 4%, respectively, above their
2019 levels. At the same time, lower leveraging and prudent credit standards are apparent
in new mortgages (see Section 4).

House prices. In 2023 Q4, the year-on-year growth rate of average house prices in Spain
was 4.2%. This increase continues the upward trend in prices in recent years, which has led
them to accumulate, on average, a nominal appreciation of 56% since early 2014 (see
Chart 4.2). However, these prices are still 2% below their 2007 peak. In real terms, the
revaluation since 2014 Q1 is close to 30%, although real prices in late 2023 were, on average,
28.5% below the maximum levels observed in 2007.

New and second-hand house prices. Price growth is highly uneven between new and
second-hand housing. In the new housing segment, prices are growing faster, with a year-
on-year increase in 2023 Q4 of 7.5%, compared with a 3.6% rise for second-hand housing.
As a result of this difference, real average prices of new housing were 6% below their 2007
peak at end-2023, while real average prices of second-hand housing were around 37%
short of theirs.

Geographical variation in house prices. Higher price increases are observed in urban
areas with greater growth in activity and in areas with higher populations and more tourist
activity (see Section 3). These differences are also reflected in a significant dispersion in
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Chart 4.3

Considerable geographical heterogeneity (at municipality level) in house price growth, compared with less dispersion
in rent price growth

4.3.a Distribution of average annual growth in house prices and rent prices. Municipalities with more than 50,000 inhabitants
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average annual house price growth since 2013 between the largest municipalities, with
declines even observed in areas experiencing depopulation (see Chart 4.3).

The residential housing market in the global context. The housing markets of the main
advanced economies recovered strongly in the aftermath of the global financial crisis and
were highly buoyant following the COVID-19 pandemic. This was reflected in very robust
cumulative growth in house prices. For example, euro area-wide house prices in mid-2022
were 40% higher than their 2007 level (10% higher in real terms).* In the United States, the
United Kingdom and Japan, nominal prices grew in that same period by 75%, 50% and
25%, respectively (30%, 10% and 20% in real terms). However, the tightening of monetary
policy in most of these economies, which began in late 2021 in response to persistent
inflationary pressures, has led to a degree of correction in real estate activity and house
prices that has been particularly intense in those economies whose valuation indicators
showed more marked signs of imbalances. Indeed, real house prices in the euro area have
fallen since 2022,° and there are even significant cumulative falls in nominal prices from
their peaks in 2022 to 2023 Q4 (latest available figures) in Germany (-13%), France (-4%) and
the Netherlands (-2%).

4 Cumulative price growth between 2007 and mid-2022 was 100% in Germany, 60% in the Netherlands and 30% in France.

However, nominal aggregate prices did not reach the highs of 2007 in Italy and Spain.

In the euro area as a whole, real prices decreased from the beginning of 2022 to 2023 Q4 by around 10%, with falls of around
20% in Germany, 13% in the Netherlands, 10.5% in France and 6% in ltaly, compared with a slight increase of 0.5% in Spain.
Real house prices have also fallen by 6% from their 2022 peaks in the United Kingdom and Canada, while gradually recovering
(rising by 2%) in the United States.
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2.2

The residential rental market®

The size of the rental market has grown significantly since the economic crisis that began in 2008.
However, this growth has been uneven across population groups and geographical areas. The
largest increases in tenant households have been observed among lower-income households
and, in particular, among young people. By geographical area, municipalities in large urban areas
and tourist areas have experienced the most growth in both market size and prices. This expansion
is taking place in a rental market dominated by private individuals and small-scale landlords and
with a notably small share of social rentals. In this regard, it should be noted that the significant
increase in the rental housing supply has been countered by the higher pressure exerted by
demand, as the result of a partial shift from the purchasing segment (see Section 3). This imbalance
has driven sustained increases in rent prices since 2015. These increases stem mainly from the
prices of new houses entering the market and rental contract renewals.

— Rental market size. The rental market showed marked growth in 2023, rising to around 3.6
million main residences,” accommodating 18.7% of households (INE 20244). This is an estimated
increase in the rental housing stock of 1.3 million homes over its 2007 level, with a cumulative
increase in the size of this market of more than 50%. The growth in renting is explained by its rise
among younger households (see Chart 4.4), and its predominance among the foreign-born
population, both groups in which lower-income households are concentrated. This development
has contributed to Spain’s gradual convergence towards the EU27 average, although the
proportion of home ownership in 2022 was still higher in Spain (75% versus 65%).

— Distribution of ownership in the rental market. The Spanish residential rental market is
characterised by the prevalence of private landlords and small-scale landlords, with a
relatively low share of legal entities and landlords with more than ten properties. Specifically,
main market rent residences owned by private legal entities represent an estimated 8% of
the total, while individuals account for 92%.8 The recent surge in buy-to-let investments by
individuals partly explains this market structure. In particular, households increased their
holdings of rental housing at an annual average rate of over 100,000 units between 2012 and
2022. In addition, individual landlords who own or have usufruct over more than ten properties
appear to account for 7% at most of all market rent properties in common fiscal territory (i.e.
all Spanish regions excluding the Basque Country and Navarre).® At the same time, the share
of social rental housing is very low, with an estimated 300,000 units (1.5% of main residences).

— Geographical heterogeneity in rental market size. The regions with a higher share of rental
housing in 2023, whether market or below-market rents, are Madrid (23.7%), Catalonia

6 This section does not include tourist rentals, which are discussed in Section 3.

7 Some 3 million of which are market rents, while the remainder are below-market rents (including social and affordable housing
rentals and homes under the old rent control system).

8 Own estimates based on the information provided by the Tax Studies and Statistics Service of the Tax Agency (AEAT, by its
Spanish acronym) and by the Official Statistics Institute (INE, by its Spanish acronym) in the 2021 Population and Housing
Census, the Living Conditions Survey and the Continuous Population Statistics.

9 Estimations made by the Tax Studies and Statistics Service of the AEAT for 2021 (latest data available).
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Chart 4.4
The proportion of households living in rented dwellings has grown markedly in the last decade, driven by this
market's growing share among young people
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(24.9%), the Canary Islands (28.5%) and the Balearic Islands (30.9%), compared with a
national average of 18.7%. At the same time, according to the 2021 Population and Housing
Census, the median ratio of rented main residences in municipalities with more than 50,000
inhabitants stood at 17.2% in 2021. Among the provincial capitals, however, the rental
housing stock exceeded 30% in Girona and Barcelona'® and stood at around 25% in Madrid
and Palma de Mallorca, compared with figures below 10% in Huelva and Jaén.

Rental prices. Since 2015, when they reached their lowest levels, rents have accumulated
sustained increases. Between 2015 and 2022, the cumulative average growth rate of rental
income per square metre for the rental housing stock was more than 28.5%." These
increases are primarily the result of higher rents for new homes entering the market and

10
11

In the central districts of Barcelona, the percentage of rental housing ranged from 35% to 50% in 2021.
According to the State benchmark system for residential rental prices (Ministry of Housing, 2023) and own estimates based on
the information provided by the AEAT Tax Studies and Statistics Service.
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price increases in rented homes when new contracts are agreed. Specifically, between
2015 and 2022, the average annual price increase of new rental contracts is estimated to be
between 7% and 8%.'? By way of comparison, over the same period, house prices rose by
an annual average of 6% in nominal terms. The indicators available for 2023, based on the
statistics for asking rents published by the real estate portals, also appear to point to a
marked dynamism in rent prices for new contracts in recent months. In particular, the year-
on-year change in asking rents, which may serve as a proxy for the increase associated
with new contracts, stood between 6% and 10% in late 2023, depending on the real estate
portals consulted.

Geographical heterogeneity of rental price growth. The average annual growth between
2015 and 2022 in rents in larger municipalities shows a more limited dispersion than does
the increase in average house prices (see Chart 4.3). This can be partly explained by the
fact that annual updates to rental contract prices are dependent on benchmarks, such as
the consumer price index (CPI). However, rent prices have risen significantly in certain
regions: i) along the Mediterranean coast in areas with significant tourism activity; ii) in the
central districts of large cities; and iii) in some municipalities on the edge of large urban
areas.' Such strong growth in rent prices in large urban areas has also been observed in
the major advanced economies over the past decade and has resulted, for example, in high
rent prices for houses, rooms and studio apartments in the major European cities and those
popular with tourists." In the United States, growth in new rental prices was a contributor
to the recent inflationary episode, with rents remaining buoyant in large US cities.'

12
13

15

Annual updates of existing contracts grow at more moderate rates in line with the rental consumer price index.

For example, between 2015 and 2022, cumulative growth in rent prices per square metre stood at more than 50% in the city of
Valencia and in Estepona, and at more than 40% in Malaga, Paima de Mallorca, Ibiza, Torremolinos and Alicante. The urban area
of Barcelona recorded cumulative growth of between 35% and 40%. For more details, see Khametshin, Lopez-Rodriguez and
Pérez (2024).

See the International Rent Index compiled by HousingAnywhere and the Index of Private Housing Rental Prices, UK compiled
by the UK Office for National Statistics.

See Adams, Loewenstein, Montag and Verbrugge (2022) and the Zillow Observed Rent Index.
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3 The main drivers of the dynamics observed

3.1 House demand momentum

Since 2016 demographic growth has been a key factor in explaining the rise in demand for both
owner-occupied and rental residential housing. This growth is largely explained by significant
net external migration, which has intensified since 2022, contributing to a substantial increase
in net household formation. These new household flows are concentrated in certain regions
and in the main urban areas, where the largest price increases in owner-occupied and rental
housing are observed. The increase in the demand for a main residence has also been
accompanied by the strength of demand from non-residents, whether for owner-occupied or
rental (but mainly seasonal) housing. The surge in demand for housing arose in a relatively
favourable macroeconomic setting, especially in terms of employment and with financial
conditions that remained loose until monetary tightening started in late 2021. In addition, banks
seem to have maintained prudent credit standards when extending mortgage loans. This,
together with the house price and labour market dynamics, appears to have contributed in
recent years to a notable shift in demand for housing among the lower-income groups from the
purchase segment to the rental segment, which was particularly intense in the case of young
people, who have higher rates of unemployment and part-time work, along with weaker
cumulative wage growth.

— Population growth. Resident population growth is an important driver of demand for owner-
occupied and rental housing through new household formation. In recent years, substantial
growth in net household formation has been observed in Spain, from 50,000 in 2015 (the
lowest figure recorded since 1980) to provisional figures in excess of 275,000 new households
per year on average in 2022 and 2023 (see Chart 4.5). Although these demographic
projections are highly uncertain, they point to significant net household formation over the
coming years that will continue to boost housing demand. In the short term the projections
point to a net increase of around 220,000 households per year for the period 2024-2026,
while in the medium term an increase of around 120,000 per year is estimated over a 10-
year horizon.'® The main factor underlying this growth (recently and in the near future) in the
number of residents and households is the increase in net external migratory flows —
particularly sharp in 2022 and 2023 — which offsets the negative natural population growth
and the net outflows of Spaniards abroad."”

— Average size of new households. The demand for housing also increases owing to a
progressive reduction in average household size, which in Spain was 2.5 persons in 2023,
compared with 2.86 in 2001 and 3.59 in 1981 (INE, 2023a). This trend is also observed in the
euro area as a whole, where the average household size in 2022 was estimated at 2.2 persons

16 These forecasts relate to the household projections statistics and the projections published by the INE in October 2022.

17 Spain’s population has increased by close to 2.2 million people since 2016, with 50% of this increase concentrated in 2022 and
2023. The number of foreign-born residents has increased by around 2.9 million, while births in Spain have fallen by approximately
700,000.
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Chart 4.5

Since 2022, new housing production has lagged well behind demographic dynamics

4.5.a Housing starts two years previously, housing completions and net household formation (a)

800
700
600
500
400
300
200
100

0

'000s

|

B Housing starts two years previously
B Housing completions

Net household formation

\./‘“

1980 1983 1986 1989 1992 1995 1998 2001 2004 2007 2010 2013 2016 2019 2022 2025

SOURCES: Banco de Espafia, INE and Ministerio de Transportes y Movilidad Sostenible.

a Latest data observed: 2023 Q4. Net household formation to 2021 is based on the census and continuous registers published by the INE, while for N
2022 and 2023 the figures are the average annual change in households (based on quarterly data from the INE’s Continuous Population Statistics).
Net household formation for 2024 and 2025 corresponds to the latest household projections published by the INE in October 2022.

DESCARGAR

(European Commission, Eurostat, 2023). A more in-depth analysis of these data shows an
increase in the dispersion of the number of members per household over the last decade.
Thus, in Spain, households with five or more members have increased, but, notably, so have
one-person households, in part influenced by population ageing.'”® These changes have
implications regarding the type of housing in demand, for instance, in terms of size.

Geographical heterogeneity in net household formation. The autonomous regions where
net household formation and the increase in demand for residential housing are concentrated
are the most highly populated ones. Specifically, the Catalonia, Madrid, Andalusia and
Valencia regions, which represented 58% of the stock of households in 2021, account for
around 70% of the new households formed in 2022-2023 and of the projected increase for
2024 and 2025 (see Chart 4.6). This concentration is largely explained by the demographic
growth dynamics in the five provinces where more than 50% of new households reside
(Malaga, Alicante, Valencia, Barcelona and Madrid).

Population concentration in urban areas. In recent years, population growth has tended to
concentrate in urban areas'® (see Chart 4.7). Specifically, between 2014 and 2022 (the latest
available figure), the population in urban areas grew by 4.2% vis-a-vis an aggregate increase
of 3.1%. This change was driven by growth in the suburbs (6.1%), which accounts for 65%

18

19

The increase in households with five or more members between 2011 and 2021 is estimated at around 200,000 (INE, 2023a),
while the increase in one-person households since 2011 exceeded 1.2 million at 1 January 2024 (INE, 2023b).

Throughout this chapter, the term “urban area” refers to the functional urban area (FUA) concept. According to Eurostat, an FUA
consists of a densely inhabited city and a less densely populated commuting zone whose labour market is highly integrated with
the city. In Spain, 70 FUAs were defined in 2023, which account for nearly 68.5% of the population. For more methodological
details, see European Commission, Eurostat (2019).
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Chart 4.6
The lower buoyancy of housing completions relative to net household formation has led to a new housing deficit
since 2022, concentrated in certain regions

4.6.a New households and housing completions in 2022 and 2023, by region
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Chart 4.7
Net external migration is driving demographic growth, particularly in urban areas

4.7.a Contributions to cumulative population growth since 2014, by country of birth and area of residence

SOURCES: INE (Padron Continuo and Censo Anual de Poblacién) and Banco de Espafia.
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of the population increase in urban areas. However, outside these areas the population
declined until 2018, after which it recovered somewhat until 2022, when the 2014 levels
were exceeded by 0.8%.2° The breakdown by nationality evidences that the foreign-born
population has grown across all the geographical areas considered, although more in urban
areas, with growth figures between 2014 and 2022 of around 1 million inhabitants in the city
centres and over 600,000 in the suburbs. Conversely, during this period, citizens born in
Spain contributed to the decline in population, with falls of more than 500,000 inhabitants

20 For a more detailed analysis of recent spatial population distribution dynamics in Spain, see Banco de Espafia (2021).
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Chart 4.8
The municipalities with the strongest population growth have recorded the sharpest increases in house and rental
prices

4.8.a Cumulative growth in house prices and the population. Municipalities with more than 50,000 inhabitants
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4.8.b Cumulative growth in rental prices and the population. Municipalities with more than 50,000 inhabitants (a)
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SOURCES: INE and Banco de Espafia using data from the Colegio de Registradores and the AEAT Tax Studies and Statistics Service.

a Municipalities in Navarre and the Basque Country are not included since information on rental prices is not available for those regions.

in the city centres and increases of around 250,000 in suburban areas. The latter suggests
that Spaniards are moving from the city centres to the suburbs, in an environment of higher
house prices in the centres of large cities. By contrast, foreign-born individuals seem to
have substantially increased their relative presence in city centres. Given their lower average
income levels and the high real estate prices in the main cities, they tend to live in rented
housing and, in the most recent period, increasingly in shared rentals and rented rooms.

— Demographic growth and real estate prices. The differences in demographic dynamics
across geographical areas are one of the main determinants of the uneven growth in owner-
occupied and rental house prices in recent years. Indeed, as shown in Charts 4.8.a and
4.8.b, there is a strong positive correlation between population growth and the rise in
purchase and rental prices from the start of the economic recovery in 2014 to 2022 (latest
available data). This evidence seems to point to some relative rigidity in the supply of
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Chart 4.9
Increase in the proportion of workers living and working in different areas, driving up mobility and the need for
transport infrastructure

4.9.a Composition of the employed population by place of residence and of work
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housing to accommodate the increase in demand that has arisen, to a large extent, as a
result of demographic developments.

Real estate prices in congested urban areas. Congestion in the main urban areas influences
the demand for housing and exerts upward pressure on prices. First, there is a high
population density in city centres and the population is gradually concentrating in urban
areas.?' The international evidence suggests that these urban developments are associated
with higher purchase and rental prices. This is especially so when (both urban and
metropolitan) public transport infrastructure fails to increase the scale of cities and improve
mobility within metropolitan areas. Second, congested urban development increases the
relative cost of living in city centres® and lengthens commute time. In Spain, these costs
seem to have risen over the past decade owing to population growth and greater labour
mobility within urban areas (see Chart 4.9). This growth in potential users does not appear
to have been accompanied by a sufficient increase in investment in metropolitan transport.?®

Demand from non-residents. The demand for housing by foreign non-resident citizens
contributes to rising owner-occupied and rental house prices. The largest share of house
purchases by non-residents is observed in the Balearic Islands, the Canary Islands and
Valencia, with figures ranging between 20% and 25% of all purchases in 2023 (see
Chart 4.10). This demand is characterised by non-residents’ high purchasing power in

21
22

23

Banco de Espafna (2021) and Banquet, Delbouve, Daams and Veneri (2022).

Forte-Campos, Moral-Benito and Quintana (2021) estimate that the cost of living indices in Madrid and Barcelona are, on
average, around 20% higher than those observed in other Spanish cities, with house prices contributing significantly to these
higher costs. Thus, wage premia associated with residing in large cities are significantly squeezed when wages are measured
in terms of purchasing power parity.

In this connection, the Independent Authority for Fiscal Responsibility (AIReF, by its Spanish acronym) points to an insufficient
investment effort in urban area (especially local) transport infrastructure (AIReF, 2020).
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Chart 4.10

House purchases by non-resident foreigners are mainly on the Mediterranean coast and the islands

4.10.a Purchases by non-resident foreigners, by region. 2023
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relative terms, as the higher average price of transactions of this kind tends to show. For
example, in 2023 H1 (the latest available figures) the average price per square metre of
dwellings purchased by non-residents and residents was €2,600 and €1,600, respectively.
Meanwhile, foreign citizens play a significant role in the increase in tourist and seasonal
rentals, which is reducing the residential use of housing in certain areas, thus contributing
to rising rental prices in areas under housing pressure (see Section 3.2).

Impact of the macroeconomic situation and the labour market situation. Favourable
macroeconomic developments since 2014 have supported the cyclical recovery of the
home ownership and rental market. In particular, during this period employment and real
gross disposable income per capita grew steadily. This favourable trend was only temporarily
interrupted during the peak of the COVID-19 pandemic and, in the case of real income, also
during the surge in inflation between 2021 H2 and 2022 H1. Thus, at end-2023 employment
was 19.2% above the figures recorded at end-2013, while real gross income per capita was
12.8% higher. However, these favourable developments at the aggregate level in the labour
market are highly uneven across groups (see Chapter 3). In particular, workers with lower
skills and less work experience are those with the highest rates of unemployment and part-
time work, and weaker wage growth. These facts are related to shortfalls in business
productivity and the Spanish economy’s human capital endowment, resulting in the
existence of vulnerable groups with lower income levels (most notably young people) where
the problems of access to housing are concentrated (see Section 5).

The impact of monetary policy. Financial conditions have been a significant driver of
changes in the demand for home ownership in the recent period. The economic recovery
initiated in 2014 was accompanied by loose financial conditions linked to an expansionary
monetary policy. These financial conditions boosted demand for housing by both final
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homeowners and buy-to-let investors. The monetary policy tightening which started at end-
2021 seems to have helped contain the demand for home ownership since then, as access
to financing became more expensive and the expected return on some alternative financial
assets improved.

The attractiveness of investment in buy-to-let property. In recent years, many private
investors have been attracted by rental profitability and the expected appreciation of house
prices since their recovery in 2014. The gross rental yield (GRY) 2* for the average stock of
rental housing stood at around 5.5% per year in the period 2015-2022, while the GRY at the
start of the rental contract reached around 7% per year during this period.?® It should be
emphasised that the GRY is not adjusted for the risk implicit to leasing nor does it take into
account rent-associated expenses which, as reported by individuals in their personal
income tax returns, seems to reduce profitability by around 2 pp. The ex post GRY obtained
by a private investor with a buy-to-let dwelling (which, aside from the rent, includes capital
gains associated with house price growth) appears to have stood at 10.5% per year on
average in the period 2015-2022.2 By way of comparison, the average annual nominal
gross yield over the same period of 10-year government bonds, bank deposits and the
IBEX 35 average, including dividend payments, stood at 1.2%, 0.3% and 6.8%,
respectively.?’ In net tax terms, it should also be borne in mind that there is a favourable
tax treatment of rental income from individuals’ main residence vis-a-vis higher effective
tax rates on, for instance, other rental income or the double taxation of dividends.?® These
yields, compared with financial asset yields, contribute to explaining the surge in buy-to-
let investments by natural persons who do not professionally engage in real estate, to the
point that this group already accounts for over 90% of the rental market in Spain (see
Section 2).

The impact of credit conditions. Changes in credit conditions applied by banks have
also impacted housing demand through their effect on households’ ability to access
financing. The evidence indicates that, following the 2008 financial and real estate crisis,
and partly as a result of the regulatory and supervisory changes introduced in response
thereto, banks have applied prudent credit standards that have prevented the build-up of
imbalances such as those that led to the 2008-2013 real estate and banking crisis (see
Section 4). This prudence in mortgage lending is reflected in the decline in (i) the
proportion of house value that is financed with mortgage loans, (ii) the average loan-to-

24
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The GRY is calculated as the ratio of annual average rent to average house price, in square metre terms, for the economy as a
whole. GRYs are calculated drawing on data provided by the Tax Studies and Statistics Service of the Tax Agency and the
Association of Registrars.

Khametshin, Lopez-Rodriguez and Pérez (2024).

This ex post yield is the result of the dividend obtained as rental income and the unrealised capital gain associated with the
appreciation of the dwelling. This nominal yield has been reduced in real terms by annual average CPI growth during the period
of 1.8%.

In 2023, with average annual inflation of 3.5%, the yields of these alternative investments stood at 2.9% in the case of 10-year
bonds, and 2.6% for bank deposits (see Summary Real Estate Indicators). The index calculated by BME is used to calculate the
cumulative dividend yield of the IBEX 35 from early 2023 to end-2023, which stood at 20.6%.

The rental income earned by individuals is generally subject to a 50% reduction in the case of contracts entered into before
2024. A 60% reduction applies in the case of contracts in force until termination.
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3.2

house price ratio and (iii) the share of household income devoted to payment of the initial
loan instalment (see Section 4). This change in credit conditions, along with other factors,
appears to have contributed to a notable shift in housing demand towards the rental
segment, which was underdeveloped. This is especially true in the case of young people
(see Section 5), which is the group with the highest share of rented housing in recent
years (see Chart 4.4).

The rigidity of housing supply

The lacklustre housing supply in the recent period, compared with the robustness of demand,
has significantly underpinned house purchase and rental price growth. Against this backdrop,
the mobilisation of second-hand residential housing has been instrumental for absorbing some
of the strength in demand and limiting the surge in prices. By contrast, the contribution of new
housing to aggregate supply has been more limited, owing to, among other factors, the scarcity
of build-ready land,?® construction workforce shortages, rising production costs, and difficulties
in acquiring and developing new urban land available for construction. The rigidity of housing
supply in the short term is also explained by a low house renovation capacity, empty houses
not matching current household preferences, regulatory uncertainty and the rise of alternative
housing uses, such as holiday or seasonal rentals.

— The housing stock. It is estimated that in 2023 the aggregate housing stock was around 27
million units, of which 19.3 million (72% of the total) were main residences. The remaining
stock of available housing, around 7.5 million, is used for different purposes, such as second
homes, and tourist and seasonal rentals. As described in this section, new housing for
residential purposes has lost momentum in recent years, leading to a significant number of
second-home conversions into main residences. At the same time, the emergence of new
house uses, such as for holiday purposes (whether on an owner-occupied or rental basis)
and the surge in alternatives, such as seasonal and room rentals, have contributed to weaker
growth in the supply of traditional residential housing. The recent regulations that have
restricted tourist rentals in some areas and those that have provided greater protection for
low-income tenants (see Section 6) could contribute to shifting the housing supply to these
alternative uses. In particular, rapid growth is observed in the weight of seasonal rentals
(commonly lasting between 1 and 11 months), which appears to have a laxer regulatory
framework that is more favourable for owners.®® The housing stock as a whole is growing at
a slower pace than demand for its main uses.

29 Throughout this chapter “build-ready land” will be understood to be urban land in development areas available for construction
(building plots). Build-ready land belongs to the category of consolidated land that does not require any urban transformation,
and also includes urban land under development. In a previous phase, urban land is classified as unconsolidated and includes
plots that require urbanisation processes for future development and construction. Urban land is land included in a municipality’s
urban development plans and that has some basic urban services (e.g. water, sanitation, electricity and road transport).

30 Estimates based on data drawn from real estate portals show strong growth in seasonal rentals in 2023, with figures accounting
for around 10% of the total supply of rental housing, with ratios exceeding 30% in San Sebastian and Barcelona. The data for
Barcelona indicate that in mid-2023 the supply of dwellings for tourist and seasonal rentals already accounted, overall, for
around 45% of the supply of residential rental housing (Observatori Metropolita de I'Habitatge de Barcelona, 2023).
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— The mismatch between the supply of and demand for owner-occupied and rental

housing and its impact on prices. Since 2021 there has been a substantial reduction in
the differential between supply, resulting from aggregating the volume of new and second-
hand housing announced in the real estate portals, and demand for housing, as
approximated by the volume of transactions. There is evidence that this fall in excess
supply is positively correlated with house price growth, both at the aggregate level and
across geographical areas.?' At the same time, rental price dynamics in large cities suggest
that the notable increase in the stock of privately owned rental housing in recent years (see
Section 2.2) seems to have been insufficient to absorb the larger relative increase in
demand.

New housing supply. The number of new houses completed declined abruptly after the
2008 real estate crisis, in a setting in which significant excess housing production had built
up relative to household formation. The number of homes completed declined from its peak
of 650,000 per year between 2006 and 2008 to a low of 45,000 units in 2016. Since then, the
number of completed homes has slowly recovered, stabilising, from 2021, at around 90,000
units per year (see Chart 4.5).32 This volume is significantly lower than the net household
formation figure relating to 2022 and 2023, which is unprecedented in the history of the
Spanish real estate market, in which the gross supply of new housing has traditionally grown
more than household formation.%?

The new housing shortfall. The differential built up in 2022 and 2023 between net household
formation and new housing production was approximately 375,000 units. Also, in 2024 and
2025, the projections of net household formation, along with the volume of current housing
starts that will be completed during this period, will give rise to an additional shortage in
excess of 225,000 homes (see Chart 4.5).34

Geographical heterogeneity in the new housing shortfall. The shortage of new housing
is particularly intense in the regions with the highest population growth and tourism activity
(see Chart 4.6). For instance, new housing could meet close to 40% of the potential demand
from new households in the period 2022-2025 in Spain as a whole. This figure falls to
below 20% in the Canary Islands and to between 25% and 30% in the Catalonia, Valencia
and Murcia regions.

The role of the stock of unsold housing. The existence of a large stock of unsold new
housing could help explain the lacklustre supply of new housing up to 2018, but not in the

31
32

33

34

San Juan (2023).

In the euro area, excluding Spain, around 1.2 million house building permits were issued in 2022. This is 25% less than in 2007
but 35% more than in 2014, when the recovery started. In the main euro area economies, the percentage of residential building
permits relative to the total euro area is 33.7% in France, 23% in Germany, 9.1% in Spain and 4.7% in Italy.

The excess supply observed since 1980 has reflected, in part, the existence of an amortised volume of dwellings and the
demand for second homes.

The figure for housing starts in 2022 and 2023 is used to approximate the volume of homes that will be completed in 2024 and
2025 given the estimated average construction time in Spain. In calculating the housing shortage, only the demand by resident
households is considered, while purchases by non-resident foreigners are not.
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most recent period. The accumulation of unsold new housing during the real estate boom
of the first decade of the 21 century raised the stock of these dwellings to 650,000 units in
2009. This figure declined progressively, stabilising at around 450,000 homes in 2018, a
figure representing 2.3% of the stock of main residences in 2023.3° Despite the surge in
demand, this stock has not declined since then. This could indicate a mismatch between
such dwellings and current household preferences. Thus, other factors, analysed below,
seem to have contributed to a larger extent to the lacklustre supply of new housing in recent
years.

The shortage of land available for construction. The evidence indicates that both purchase
and rental real estate prices have tended to grow more in municipalities with a lower relative
availability of build-ready land (see Chart 4.11). This lower availability may be due to physical
factors, such as the lack of land (as a large portion of the available land has already been
built on), but also to various general government decisions and the development sector’s
risk-taking capacity. Specifically, regional and local governments are initially responsible for
determining the degree of development and urban planning of a territory. Thereafter,
different administrative procedural formalities and investments are needed to effectively
create buildable land that can be used for construction. The speed and degree of certainty
with which these procedural formalities are carried out substantially influences this process.
Also, together with other factors, it affects the development sector’s expected return on the
purchase and development of new urban land for construction.

Cost and availability of factors of production. The increase in the supply of housing may
have been limited in recent years by the rise in construction costs and the shortage of
skilled labour. Indeed, 55% of the businesses in the construction industry that participated
in the Banco de Espafa Business Activity Survey (EBAE, by its Spanish acronym) reported
at end-2023 that the labour shortage had a negative impact on their activity. Meanwhile,
the ageing of construction workers and the lack of vocational training weigh on the sector’s
productivity. The labour shortage is also reflected in an increase in total labour costs per
worker of 11.2% between 2019 and 2023, which is higher than that for the industrial sector
(10.5%), but lower than the increase in the services sector (14.9%). Moreover, these
increases are in addition to a nearly 30% rise in the costs of materials over the same
period.

Residential real estate financing. The construction of new housing also seems to be
influenced by the lack of investments in the acquisition and development of new urban
land. The high uncertainty associated with the profitability of these investments and the
limitations to the availability of funding for these activities might also contribute to this
shortage. Specifically, the financing of this activity with own funds accounts for less in
Spain than in other advanced economies and it has not increased significantly following

35

The number of unsold new dwellings in a given year is calculated on the basis of the difference between the number of homes
completed (approximated by the number of building completion certificates) and the number of new house purchases whose
data are available from 2004. The stock of unsold new housing is, therefore, the build-up of this measure since early 2004.
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Chart 4.11
House prices and rents tend to rise most sharply in municipalities with less land available for construction (a)

4.11.a Cumulative growth in house prices and available land. Municipalities with more than 50,000 inhabitants
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4.11.b Cumulative growth in rental prices and available land. Municipalities with more than 50,000 inhabitants (b)
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SOURCES: Ministerio de Vivienda y Agenda Urbana and Banco de Espafa using data from the Colegio de Registradores, the Catastro and the AEAT Tax Studies
and Statistics Service.

a The ratio of available land is calculated in relation to urban land in 2014. Land available for construction in development areas corresponds to the latest figure
available for the period analysed.
b Municipalities in Navarre and the Basque Country are not included since information on rental prices is not available for those regions.

the global financial crisis. Nor has an increase in international investment in this field been
observed. Thus, investment with own funds has not been able to offset the limitation in
access to credit of projects for these purposes with low credit quality. These limitations
were justified owing to the need to avoid an excessive build-up of risks in this segment®®
and are consistent with the regulatory®” and supervisory changes in this field after the
global financial crisis, and with banks’ prudent practices. The insufficiency of new

36 In the years leading up to the 2008-2013 real estate crisis, the build-up of risks in Spain's real estate market was excessive. As
a result, the ratio of non-performing loans for firms engaging in real estate activities and construction was close to 40% in 2013.
However, the non-performing ratio for this loan portfolio is currently low (4.3% at end-2023).

37 The evidence available internationally suggests that the adoption of the Basel Il regulatory standards increased banks’ resilience
and reduced systemic risk, with no adverse effects on the aggregate credit flows having been identified (Basel Committee on
Banking Supervision, 2022).
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investments by the private sector seems to be especially significant in build-to-rent
activities (since the cost of capital for these activities, with a greater associated risk, is
higher) and in the social rental housing segment (where failure to periodically update the
module price, against a background of increasing production costs, exerts downward
pressure on developers’ expected returns).%®

The role of housing renovation. The contribution of home renovations to the increase in the
supply of housing is relatively modest in Spain. Thus, home renovation permits stood at
around 25,000 in 2023, slightly lower than the average for the past decade and below the
renovation ratios observed in the large European economies.®® In this connection, the
Spanish Recovery, Transformation and Resilience Plan (RTRP) aims to boost home
renovation to increase the supply of residential housing. Specifically, the renovation of more
than 500,000 homes is envisaged over the RTRP application period, with the aim of reaching
300,000 renovated homes per year by 2030. The expected revitalisation of this activity
could be hampered by the shortage of skilled labour and the location of some empty homes
requiring renovation in areas of lower demand.

The role of empty housing. A priori, the capacity to increase the supply of housing by
mobilising empty homes seems to be relatively limited, since they are largely concentrated
in areas with less demographic buoyancy.*® For instance, in municipalities with fewer than
10,000 inhabitants, where 20% of the population lives, 45% of homes are empty. By contrast,
in cities with more than 250,000 inhabitants, empty homes account for 7.5% of the total
housing stock (and 10.5% of the national stock of empty homes), i.e. around 400,000 units.
Although mobilising these homes could contribute to increasing supply, a significant
proportion of them is in poor condition, with suboptimal accessibility or very low energy
efficiency, thus requiring prior renovation.

Tourist rentals. In recent years, the surge in holiday rentals appears to have somewhat
reduced the potential supply of housing available for residential use, albeit highly unevenly
across geographical areas. The share of the holiday rental activity in the overall residential
market is modest, with the estimated ratio to total main residences standing at 1.8%
(340,000 homes).*' However, it already accounts for nearly 10% of the rental market. This
activity is concentrated in the main tourist areas in certain urban areas (such as Malaga,
Marbella, Elche and Palma de Mallorca) and in the central districts of the major cities with
the most tourist activity (Barcelona, Madrid, Seville and Valencia) (see Chart 4.12).42
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The module price determines the maximum value at which subsidised housing (for purchase or rent) may be offered. Many
regions have frozen their module prices in recent years, but some regions have announced that they will be updated.

The annual ratio of renovated housing stood at 2% of the housing stock in France, 1.5% in Germany and 0.8% in ltaly,
compared with 0.1% in Spain.

A home is classified as empty when its electricity consumption is below a minimum threshold. For further details, see INE
(2023b).

Experimental Statistic. Measurement of the Number of Tourist Dwellings in Spain and their Capacity.

For instance, in the census sections falling in the quintile with the highest share of tourist rentals in a city, this activity accounted
for between 13% and 90% of the rental housing stock in the city of Valencia. Another example is that the number of tourist rental
units was 1.5 times higher than the number of residential rental dwellings in some census sections of central Seville. For more
details, see Khametshin, Lépez-Rodriguez and Pérez (2024).
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Chart 4.12
Tourist rentals account for a considerable share of housing in certain urban areas and in the central districts of major
cities with the most tourist activity

4.12.a Tourist rentals as a share of total rental housing in the 25 largest urban areas, % (a)
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SOURCES: INE and Banco de Espana.

a Calculated as the ratio of tourist housing in August 2023 to the latest figure available for the number of residential rental houses at municipal level
(Population and Housing Census 2021).
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According to the economic literature, neighbourhoods in which there is a greater presence
of tourist rentals (displacing residential housing) experience larger relative increases in
house purchase and rental prices.*?

43 In the case of Barcelona, Garcia-Lopez, Jofre-Monseny, Martinez-Maza and Segu (2020) estimate that rental and purchase
prices increased by 7% and 17%, respectively, in the areas located in the highest decile of the distribution of Airbnb activity. In
Los Angeles, Koster, Van Ommeren and Volkhausen (2020) estimate that tourist rentals through Airbnb led to a 15% increase
in housing prices near areas with the most tourist activity.
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4 The implications of these dynamics for financial stability

On balance, the indicators used by the Banco de Espafa to monitor the vulnerabilities and risks
to financial stability associated with the housing market suggest that the risks are contained.
For instance, according to the latest data, the Banco de Espafia's synthetic indicator of risks to
financial stability** stands at around 0.32, signalling a moderate risk level (see Chart 4.13). By
way of comparison, this indicator was above 0.6 during the real estate boom of the early 21st
century, peaking at close to 0.9 in 2007, just before the real estate crisis. Conversely, it followed
a downward path in the period 2008-2013, posting a low of 0.25 in late 2013. In any event, aside
from this synthetic index, the Banco de Espafa’s risk analysis is also based on the individual
monitoring of a broad set of indicators covering the following aspects: i) housing market activity,
i) the volume and status of credit, iii) credit standards for new loans, iv) the financial position of
households, and v) house valuation. The status of each of the main indicators is discussed
below. Box 4.1 examines the risks to financial stability associated with the commercial real
estate market.

— Indicators of house price imbalances.*® Given the difficulties in estimating long-run
equilibrium house prices, the Banco de Espafa uses several alternative methodologies and
presents the results as ranges. The resulting indicators, based on the latest data (for
2023 Q4), point to moderate house price overvaluation in the economy as a whole (see
Chart 4.14). In particular, in 2023 Q4 the average indicator stood close to the equilibrium
level and well below the overvaluation levels reached during the mid-2000s real estate
boom.*®

— Indicators of house price developments under adverse scenarios. These indicators,
based on quantile regressions, serve to estimate the potential fall in house prices at different
horizons under adverse scenarios of varying severity.* On the latest information, under an
adverse scenario equivalent to the 10th percentile of the price distribution (i.e. the level
below which the 10% most adverse scenarios lie), average house prices would decline by
5.2% over a one-year horizon and by 9.4% over a two-year horizon. These falls are similar
to those historically observed for that percentile over the same horizons (4.8% and 8.5%,
respectively). All of which suggests that, at present, the downside risks to house price
developments are moderate as compared with the historical average.

— Indicators of real estate activity. In terms of housing transactions and building permits, the
activity indicators point to a slowdown in housing market dynamics in the most recent

44 For more details on the methodology used, see Alves, Broto, Gil and Lamas (2023).

45 These indicators are regularly presented in Chapter 3 of the Banco de Espafia’s Financial Stability Report. For further
methodological details, see Castro, Estrada and Martinez (2016), and Martinez and Maza (2003).

46 Itisimportant to note that these overvaluation indicators do not take into account some relevant variables, such as demographics
and certain supply-side factors. As discussed in Section 3 of this chapter, these drivers have played a significant role in Spanish
house price dynamics in the most recent period.

47 For more details on the methodology used, see Ganics and Rodriguez Moreno (2022).
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Chart 4.13
The synthetic risk indicator currently stands at a moderate level

4.13.a Synthetic index of housing market vulnerabilities and risks (a)
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SOURCE: Banco de Espafia.

a Synthetic indicator summarising the individual housing market indicators. These individual indicators refer to metrics proxying the financial position
of households, credit conditions (such as the volume of mortgage lending and credit standards) and developments in housing prices or supply and
demand indicators (for more information, see Alves, Broto, Gil and Lamas (2023)). The synthetic index takes a value between zero and one. Higher
(lower) values indicate higher (lower) imbalances.
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Chart 4.14
The indicators of house price imbalances point to a moderate level of overvaluation

4.14.a Indicators of house price imbalances (a)
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a The shaded area represents the minimum and maximum values of four indicators of house price imbalances. Data updated at December 2023.

period. Further, there are no indications of the real estate market becoming oversized. For
instance, both the share of the construction sector in total employment and the ratio of
residential investment to GDP currently stand at low levels, especially by historical standards
(see Chart 4.15.a).

— Real estate credit developments. Nor have any warning signs been observed in relation to
the credit market. In particular, since 2022 there has been a drop in new loans for house
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Chart 4.15
No indications of the real estate and mortgage markets becoming oversized

4.15.a Residential investment and employment in the real estate market (a) (b)
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4.15.b Outstanding stock of credit, by purpose
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SOURCES: Banco de Espafia and INE.

a Seasonally adjusted series. Latest data: 2023 Q4.
b The employment data refer to the construction sector, excluding real estate development.
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purchase, together with a contraction in the outstanding stock of such credit to its lowest
levels (in GDP terms) since 2003 (see Chart 4.15.b). Meanwhile, the outstanding stock of
loans for real estate construction and development (as a percentage of GDP) is at its lowest
point for the last 30 years. As for the credit quality of banks’ real estate exposures, again,
there are no indications of a significant deterioration. For instance, despite rising in recent
months, at end-2023 the non-performing loan ratio for mortgage loans stood at moderate
levels by historical standards (2.6%, compared with the average of 3.5% in the period 2007-
2023).

The financial position of households. Household balance sheets have improved somewhat
over the last few years. In particular, there has been a decline in the ratio of household debt
to disposable income, which in 2023 Q4 stood at its lowest level since mid-2002. This came
in step with a recovery in household wealth. Meanwhile, the saving rate climbed to 13.1% in
2023 Q4 (the latest figure available), above the average for the period 2000-2023 (9%).
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Chart 4.16
Mortgage lending standards in relation to house prices and the value of mortgage collateral remain at prudent levels

4.16.a Loan-to-price (LTP) and loan-to-value (LTV) ratios (a)
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a The LTP ratio is the ratio of the mortgage principal to the house purchase price. The LTV ratio is the ratio of the mortgage principal to the appraisal
value of the house. The average values of these ratios are weighted by the capital of each mortgage and are calculated for new mortgages. The
LTP>80% and LTV>80% series show the percentage of loans extended in each quarter with LTP and LTV ratios, respectively, of over 80%.
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However, as indicated in the Banco de Espafna’s latest Report on the financial situation of
households and firms, these relatively favourable overall dynamics are consistent with
lower-income households and those with lower saving capacity finding themselves in a
vulnerable position.

Credit standards related to collateral and maturity.*® Broadly speaking, these credit
standards are at prudent levels. For instance, the average ratio between the loan amount
and the transaction price (loan-to-price (LTP) ratio) for new mortgages stood at around 75%
in 2023 Q4 (see Chart 4.16). This ratio has decreased slightly since mid-2021, by around 2.5
percentage points (pp), having held relatively stable at close to 80% since 2013. Likewise,
the average ratio between the loan amount and the value of the mortgage collateral at
origination (loan-to-value (LTV) ratio) stood at around 65% at end-2023, while the proportion
of riskier loans (those with an LTV ratio above 80%) was low (around 9.5% in 2023). As for
the share of new mortgages with maturities of more than 30 years, the most recent data
also indicate prudent practices. Specifically, this share stood at 30% at end-2023, after
holding relatively steady at around 45% in the period 2013-2020.

Indicators of loan repayment capacity based on borrower income. Again, these indicators
stand at prudent levels, although some deterioration has been observed in the most recent
period. The loan-to-income (LTI) ratio for new mortgages, which captures the relationship at
origination between the principal amount of the loan and borrower income, has held steady
in recent years. At the same time, the share of mortgages with a ratio above 5 (considered

48 The figures in this paragraph and the next one refer to new lending rather than the overall stock of outstanding mortgages.
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a high value) has tended to decline. Conversely, the median debt-to-income (DTI) ratio,
which measures debt service costs as a share of borrower income, has risen since 2022,
mainly as a result of higher borrowing costs. Likewise, the share of new mortgages with a
DTI ratio of over 30% (the level below which default risk is considered low)*® has increased
to 25%. Despite this, the share of new mortgages considered riskier stands at prudent
levels and well below the figures of over 50% observed in the period 2002-2008.%°

49 Beyond this gross income threshold, the probability of mortgage default rises. For a median income level bearing an effective
income tax rate of 15%, this threshold is equivalent to around 35% of net household income.
50 Galan and Lamas (2019).
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5 Housing affordability difficulties

5.1

This section analyses the extent to which there are housing affordability difficulties in Spain,
both for buyers and renters. The indicators available show that such difficulties have become
more pronounced over the last few years, particularly for certain types of households and in
certain geographical areas. By cohorts, housing affordability poses greater challenges for
lower-income households and those with scant saving capacity, groups that include a high
proportion of young people and foreign residents. By geographical area, the difficulties are
most acute in areas that are more economically buoyant and those with higher levels of tourism.
Conversely, the proportion of mortgaged households overburdened by their housing costs is
low. This appears to reflect, at least in part, sound selective lending by banks, which only
extend credit to households that have sufficient savings and income relative to the price of the
property. By contrast, the percentage of renter households that are overburdened by their
housing costs is very high, above the EU27 average. Lower-income households, which cannot
afford home ownership, face high rental costs, partly on account of the problems in the
functioning of the housing market.

Housing affordability for young people

— Leaving the family home. The age at which young people move out of the family home has
been steadily rising since 1980 (see Chart 4.17). In the period 2008-2022, of the main
European countries, Spain recorded the largest increase in the proportion of young people
aged 18-34 living in the family home (see Chart 4.18.a). Specifically, 65.9% of Spanish
people in this age bracket still lived at home in 2022, up by around 13 pp on 2008 and 16 pp
above the EU27 average.®' This high ratio and its marked increase in recent years are an
indication of growing housing affordability problems — whether to rent or to buy — for a
cohort that also tends to have worse labour market conditions. In 2022, just 12.5% of young
people aged 18-34 in Spain rented their homes, compared with 52.5% in Germany, 35.5%
in France and the EU27 average of 20%. At the same time, in 2022 the share of young home
owners in Spain (around 17.5%) was similar to that in Italy and in France, but higher than in
Germany (around 13.5%).

— Rented housing among young people who have left the family home. In 2022, 48.5% of
Spanish households with a reference person aged 18-34 were not homeowners (see
Chart 4.18.b). This ratio was around 3 pp above the EU27 average, having increased sharply
in Spain over the last decade. However, it remained below the levels observed in the main
euro area economies, such as Germany (80%) and France (67.5%), albeit somewhat higher
than the figure in Italy (46.2%). Furthermore, among the main European economies as a
whole, Spain has the highest share of young households using a dwelling rent-free (12.3%,

51 In addition to Spain, the highest ratios are to be found in southern EU27 countries, such as Greece (71.9%), Portugal (70.7%)
and ltaly (69.4%), and in Ireland (64.1%), which are also the economies where the ratio has increased most sharply since 2008
(by 13.5 pp in Greece, 10 pp in Portugal, 8.3 pp in ltaly and 13.7 pp in Ireland).
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Chart 4.17

Cohorts born after 1980 leave the family home at an older age, suggesting that young people face growing housing
affordability problems, whether to buy or to rent

4.17.a Probability of living with parents over the life cycle, by year of birth
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compared with 6.5% for the EU27), which is probably testimony to the significant role played
by family support in the case of households with greater financial resources. By contrast,
the share of young households in Spain paying below-market rents (2.7%) is very low
compared with other European economies (26% in France) and the EU27 average (10%),
due to the low proportion of social rental housing (see Section 2).

Young people’s labour market situation and access to credit. In recent years, young
people’s capacity to purchase a home has been stymied by their labour market situation
(see Section 4). For instance, in 2023 the unemployment rate for the Spanish labour force
aged 15-29 stood at 21.3%, while the part-time employment rate was 25.3%. Both figures
are systematically higher than those recorded in other age groups (12.1% and 13.3%,
respectively, for the economy as a whole) and in other European economies (euro area
averages for the same age group: 11.2% and 23.7%, respectively).>? Meanwhile, although
the gross wage of young workers aged 16-34 grew by around 25% in cumulative terms in
the period 2015-2022,%® average house prices rose by 42% and average rents by 28.5%°* in
the same period. In sum, in recent years these real estate price dynamics and the labour
market situation of young people,® together with banks’ prudent mortgage lending
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The labour market situation of Spanish young people also compares poorly with that of their euro area counterparts once their
higher participation rate (50.3% vs 44.8% for the euro area) is taken into account, with the Spanish group having a lower
employment rate in 2022 (39.6%) than that of their euro area peers (49.7%).

This is a larger increase than observed in the period for workers overall (12.5%). However, the negative differential between the
average wage of young people and that of workers overall was 5.5 pp greater than observed in 2008.

The average rent increase for the stock of rented housing. The average annual increase in new rental contracts was more
pronounced, standing between 7% and 8% in the period 2015-2022.

For an analysis of the potential adverse effects of this labour situation, in terms of the higher uncertainty and risk associated with
young households’ income and how this affects the decision to move out of the family home, along with consumption and
investment decisions, see Barceld and Villanueva (2018) and Arellano, Bonhomme, De Vera, Hospido and Wei (2022).

Annual Report 2023 - Banco de Espana 238


https://www.bde.es/f/webbe/SES/Secciones/Publicaciones/PublicacionesAnuales/InformesAnuales/23/Graficos/Files/IA2023_Capitulo_4_G17_Ing.xlsx

a @ @ @ CHAPTER 4

Chart 4.18
Over the last decade, Spanish young people have notably delayed the decision to move out, with the share living
in rented accommodation rising markedly

4.18.a Percentage of young adults (18-34) living with their parents
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SOURCE: Banco de Espafia, based on EU-SILC (2023) data.

a Young households are those whose reference person is aged between 18 and 34. Rented housing includes at market rents, at below-market rents
and dwellings used rent-free.
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practices, appear to have hindered this cohort’s access to financing for house purchase,
significantly shifting young people’s housing demand towards the rental segment (see
Section 3).

5.2 Home ownership affordability

— House purchase affordability: the price-to-income ratio. House purchase affordability
can be proxied using the ratio between the average house price and the gross annual
income of the median household. This indicator, expressed in terms of years of current
income needed to pay off a house, has risen substantially since the onset of the COVID-19
pandemic. That said, at end-2023 it had declined slightly to 7.3 years (see Chart 4.19.a).
From a historical perspective, the affordability indicator is short of its 2008 peak (9.5 years),
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Chart 4.19
The indicators that proxy the theoretical burden associated with house purchase remain at high levels by historical
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a Defined as the ratio of the average house price to the gross income of the median household.

b “Annual theoretical burden” calculated as the instalments paid by a median household in the first year of a mortgage on a standard home, financed N
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but is still double the average figure for the period 1987-2000. At international level, the
OECD price-to-income indicators available from 1995 show housing purchases becoming
less affordable. For instance, at end-2023 this affordability indicator stood at double its
1995 level for the United Kingdom and Canada, and had increased by around 60% in the
Netherlands, 55% in France, 45% in Spain and 25% in the United States, while remaining
contained in Italy (5%) and declining in Germany.®®

House purchase affordability for first-time buyers: cross-cohort heterogeneity. House
purchase affordability is lowest among renters, and within that segment among young

56

In the case of Germany, the indicator had dropped by 26% since 1995, reaching its lowest level in 2010. House prices grew
notably in Germany to 2022 (see Section 2), driving a cumulative 50% increase in the indicator between its 2010 low and early
2022, followed by a correction of 19% up to end-2023.
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Chart 4.20
Significant geographical heterogeneity in home ownership affordability difficulties

4.20.a Initial financial burden of house purchase. 2021 (a)
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SOURCES: Household Panel (INE, AEAT, FSR 2023) and Banco de Espafia based on data from the AEAT Tax Studies and Statistics Service.

a Calculated for households residing in each geographical area as the ratio of the average house price in the municipality of residence to gross household
income, expressed in years and considering all non-homeowner households. Navarre and the Basque Country are not included since household income
information is not available for those regions.

DOWNLOAD

people and foreign residents due to their lower income levels. Specifically, in 2021 (the
latest year available), for the median renter household looking to buy a house in their
municipality of residence, the affordability ratio described in the above point stood at
7.4 years.® This compares with just 4 years for the median homeowner household. Further,
among households living in rented or rent-free dwellings, this affordability indicator stood at
7.8 years for the median foreign-born household and at 7.7 years for the median childless
household and whose reference person is, on average, aged 35 or lower.

House purchase affordability: geographical heterogeneity. For non-home owners in
Spain, purchasing a house is less affordable, in gross income terms, in city centres and in
certain regions of Spain (see Chart 4.20). For instance, in 2021, for the median renter
household, the house purchase affordability indicator for city centres stood at 8.1 years,
compared with 6.8 years for suburbs and 5.6 years for non-urban areas. At the same time,
there is significant cross-region heterogeneity: buying a house is less affordable in areas
with higher levels of economic activity and tourism. For instance, in 2021, for the median
non-homeowner household, the affordability indicator for a city centre property stood at
10 years in the Balearic Islands, Madrid and Catalonia, compared with 6 years in Aragon, La
Rioja, Castile-La Mancha and Murcia.

57

These affordability ratios are obtained by combining household income and geographical location data for 2021 taken from the
Household Panel (INE, AEAT, FSR 2023), average house prices calculated based on property sales microdata provided by the
Association of Registrars, and housing tenure data provided by the State tax revenue service (AEAT).
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— House purchase affordability: buyers with mortgage financing. A further significant

indicator of home ownership affordability, this one for buyers with access to mortgage
credit, is the theoretical affordability of mortgage repayments as a proportion of gross
household income. This indicator, which proxies the regular financial burden that an
average mortgage instalment entails for households, has increased by some 8 pp since
end-2021, to stand at close to 40% of the median household’s gross disposable income in
2023 (see Chart 4.19.b).°8 This is the highest figure since 2011, albeit still below the highs
recorded in 2007.%° The recent increase in this indicator owes to higher financing costs and
persistent house price growth, which offset the positive impact on affordability associated
with the increase in per capita income (see Chart 4.21.a).°° Similar developments have
been observed in the euro area as a whole (see Chart 4.21.b). That said, since 2014 this
housing affordability indicator has risen less in the euro area (around 20%) than in Spain
(more than 30%).

House purchase affordability: renter households. In relative terms, the scant saving
capacity and low income of renter households hinder their ability to purchase a home.
In 2021, an estimated 61% of households living in rented or rent-free housing had
insufficient savings to purchase a home in their municipality of residence due to the size
of the initial down payment (not covered by the mortgage loan) and the associated costs
and taxes.®' For the remaining 39% of renter households (those with sufficient savings
to cover the initial purchase costs and down payment), 40.5% would bear a mortgage
instalment equivalent to more than 35% of their net income (the recommended threshold,
beyond which the probability of default for a median-income household rises).®? Taking
the average interest rate for 2023 (3.9% APR), that proportion would climb to 55%.
Combining the two constraints (sufficient savings to cover the initial costs and a
mortgage instalment-to-income ratio of less than 35%) suggests that, in 2021, 76.5% of
renter households faced difficulties accessing a loan for house purchase. These
difficulties would be more pronounced under 2023 interest rates, driving that proportion
up to 82.5%. These results are in line with the 2021 Survey of Financial Competences,
in which just 27% of renter households reported living in rented housing by choice or
due to its lower cost.
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The “observed” affordability ratio for mortgage loans actually arranged in 2023 is estimated to stand around 22%. The difference
vis-a-vis the “theoretical” affordability indicator reveals a certain bias towards higher-income buyers in loans actually arranged.
However, until 2012 significant tax benefits were available for mortgage-financed house purchases, which reduced this
theoretical regular burden by an estimated 5-7.5 pp during the 2000s.

This breakdown is based on an affordability index calculated following the methodology used in the Atlanta Fed’s HOAM Index.
The determinants of this index are similar to those for the indicator shown in Chart 4.19.b, although the latter is not available for
the euro area.

Simulated based on the 2021 data for households’ net income and gross assets, drawn from the Household Panel (INE, AEAT,
FSR 2023), considering the average purchase and rental prices for residential housing in those households’ municipality of
residence (AEAT and Banco de Espafa). It is assumed that mortgage financing covers a maximum of 80% of the average
appraisal value of a housing unit in their municipality of residence and that taxes and expenses amount to 10% of the average
house price.

Mortgage instalment calculated assuming the “French method”, with a fixed instalment over 25 years and based on the average
synthetic mortgage rate for 2021 (1.6% APR). Net household income is defined as gross household income net of income tax
and social security contributions paid by the worker.
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Chart 4.21
House purchase affordability has deteriorated due to price growth outpacing income growth and higher financing
costs

4.21.a House purchase affordability (a). Spain
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4.21.b House purchase affordability (a). Euro area
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SOURCES: Eurostat, ECB and Banco de Espafia.

a Cumulative change in the index calculated following the methodology used in the Atlanta Fed’s HOAM Index. A positive (negative) value denotes an N
easing (tightening) of house purchase affordability compared with the base period (2013 Q4). The change in the index reflects the sum changes of
its components.
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— Overburdened mortgaged households.®® Selective lending by banks, which only extend
credit to households with sufficient savings and income relative to the house purchase
price, helps to explain the low proportion of overburdened mortgaged households in 2022
both in Spain and in the EU27 as a whole (see Chart 4.22.a). Indeed, the marked increase in
financing costs in 2023 would have driven up the house purchase burden both for first-time
buyers and households with variable-rate mortgages. However, the increase in the
percentage of overburdened mortgaged households looks relatively contained once the
increase in their disposable income is considered.®*

63 Eurostat sets the overburden threshold at 40% of household disposable income. It considers households above this limit to be
overburdened or potentially restricted in their saving capacity due to the difficulty in reducing their housing costs. Housing costs
include mortgage instalments or rent payments, along with utilities (e.g. water, gas and electricity).

64 Report on the Financial Situation of Households and Firms and Financial Stability Report.
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Chart 4.22
Housing cost overburdening is concentrated in the rental market, with Spain in a worse position than other major

European economies

4.22.a Households spending more than 40% of their income on housing costs. 2022 (a)
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4.22.b Median percentage of income spent by renter households on housing costs. 2022, by income percentile (b)
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SOURCE: Banco de Espafia, drawing on EU-SILC (2023) data.

a Housing costs include rent payments or mortgage instalments on loans to purchase main residence, along with basic utilities (e.g. water, gas and
electricity). Only households renting at market rates are included.
b Housing costs refer to rent payments. Only households renting at market rates are included.
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5.3 The rent cost burden

— The cost burden associated with renting a home. The median cost burden for households
paying market rents has declined slightly over the last decade (see Chart 4.23.a), specifically
from 25.5% of gross income for the median renter household in 2011 to 22.5% in 2022.
However, the burden among lower-income groups is substantially higher and has increased
in the last two decades (see Chart 4.23.b). In particular, in 2022 the median rent cost burden
in the first quintile of the income distribution was around 45% of gross income.

— Therent cost burden: geographical heterogeneity. In 2021 and for the average household,
the potential cost burden of renting a house, in net income terms, exceeded 25% across the
different regions of Spain (see Chart 4.24.a). However, the highest ratios (around 40% of net
income) were found in urban areas with the strongest population dynamics and the highest
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Chart 4.23
Renter households spend a higher share of their income on housing costs than mortgaged households. This cost
burden is substantially larger (and growing) among lower-income renter households

4.23.a Median percentage of income spent on housing costs (a)
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SOURCES: Banco de Espanfa, drawing on EU-SILC (2023) data and the EFF.

a Housing costs refer to rent payments or mortgage instalments on loans to purchase main residence. For rental housing, only households renting
at market rates are included. The household’s gross income for the year prior to the survey is used.
b The data for 2002 and 2011 are taken from the Spanish Survey of Household Finances (EFF) and those for 2022 from the EU-SILC.
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levels of tourism. Despite the heterogeneity, this relative burden indicator has less dispersion,
both across regions and across urban areas, than the house purchase burden indicator
discussed above (see Chart 4.20).

— The rent cost burden: relative to household income. The evidence available shows higher
gross rental yield (GRY) in areas where both gross household income and house prices are
lower (see Chart 4.25). These higher GRYs in lower-income areas could owe, at least in part,
to landlords applying a positive risk premium, based on the perception that renting to
tenants with lower purchasing power carries higher relative risk. Alternatively, they might
reflect stronger rental demand in these areas, where households have lower income and
saving capacity and therefore might find it harder to access a mortgage loan. In any event,
this evidence shows that households unable to access home ownership and who live in
higher-GRY areas bear comparatively higher rental costs (relative to property prices) than
residents in other higher-income and lower-GRY areas.
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Chart 4.24
Significant geographical heterogeneity in the rent cost burden

4.24.a Regular rent cost burden. 2021 (a)
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4.24.b Percentage of households that spend more than 40% of their income on rent. By region and geographical area
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SOURCES: Household Panel (INE, AEAT, FSR 2023) and Banco de Espafia based on data from the AEAT Tax Studies and Statistics Service.

a Calculated for non-homeowner households in the different regions as the ratio of the average rent in the household’s municipality of residence to net

household income. Navarre and the Basque Country are not included since household income information is not available for those regions.
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— Overburdened renter households. Households across the main European economies are
experiencing rental cost overburdening, but the difficulties are particularly acute in Spain
among lower-income households. For instance, in 2022, Spanish households renting at
market prices bore a larger cost burden (relative to their gross income) than their peers in
the main European economies. This was true across all of the income percentiles considered.
However, the rent burden differential vis-a-vis other countries was particularly marked in the
lower tail of the income distribution, where overburdening is concentrated (see Chart 4.22.b).
Thus, in 2022, around 40% of Spanish households paying market rents were overburdened,
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Chart 4.25
Gross rental yields tend to be higher in municipalities with a lower average household income

4.25.a Gross rental yield and average gross income per household. Municipalities with more than 50,000 inhabitants (a) (b)
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SOURCES: INE and Banco de Espafia based on data from the Colegio de Registradores and the AEAT Tax Studies and Statistics Service.

a Gross rental yield is defined as the ratio of the average annual rent to the average house purchase price (per square metre) in a municipality.
b The six municipalities with average household incomes of over €75,000 per annum are excluded as outliers. No municipalities in the regions of Navarre and the Basque
Country are included since rent price information is not available for those regions.

20 pp more than the EU27 average (see Chart 4.22.a).%° Although this is similar to the
average figure since 2007, the higher prevalence of rented accommodation meant that the
share of overburdened households rose from 3.7% in 2007 to 6% in 2022.

— Rent cost overburdening: geographical heterogeneity. The percentage of overburdened
renter households is higher in city centres and in certain Spanish regions (see Chart 4.24.b).
In particular, in the Madrid region, Andalusia, the Balearic Islands and Catalonia, more than
50% of households paying market rents in city centres spend more than 40% of their net
income on housing costs. This compares with 35% for renter households in suburbs and
30% for those in non-urban areas.

65 This percentage stands at elevated levels of around 30% or higher in economies such as Belgium, the Netherlands, Greece,
Denmark, Portugal, Romania and Bulgaria.
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Housing affordability: the public policy challenge

6.1 Economic and social implications

The housing affordability problems documented in the previous section can have adverse

economic and social effects. They limit households’ ability to save and may influence not only
their consumption and investment decisions but also their decisions on where to live, whether

to have children and whether to continue their education. In consequence, housing affordability

problems may have both short and long-term negative implications and may give rise to lower

aggregate productivity and lower economic growth.

— Location of labour and productivity. The impact of housing affordability problems on the

location of labour could reduce aggregate productivity in the economy. In particular, areas
with a shortage of residential housing and high house prices and rents have difficulty
attracting new workers, and some lower-skilled workers may even move to other areas with
lower real estate prices. In consequence, more productive areas but which suffer from
residential housing supply constraints may fail to reach their optimal scale, leading, as a
result of a spatial misallocation of labour, to aggregate losses in productivity and well-
being.%®

Rental market and mobility. A properly functioning rental market favours worker mobility,
especially among young workers. Worker mobility has positive economic effects, as it helps
young workers gain more education and skills and thus accumulate human capital. It also
helps reduce unemployment and improve labour market matching. However, the small size of
rental markets in some urban areas, especially in the big cities, can limit this mobility. Indeed,
people could be discouraged from accepting job offers in areas where rents are high.?’

Households with budget constraints owing to their housing costs and the macroeconomic
impact. Housing affordability problems can have a negative impact on the macroeconomic
situation, from both a cyclical and a long-term perspective. First, because the increase in
the proportion of households whose consumption is restricted by their housing costs poses
arisk to the macro-financial stability of the economy. In particular, a higher share of budget-
constrained households means that aggregate consumption and economic activity are
more sensitive to changes in real estate prices and in the economic cycle.®® Second,
because housing affordability problems delay household formation and can affect the
decision to have children, contributing to the decline in the birth rate.®® Accordingly, these

66
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See, for example, Hsieh and Moretti (2019) or Diamond and Moretti (2021) for an analysis of the differences in consumption and
lower standards of living among low-skilled workers in areas of the United States with higher real estate prices compared with
other more affordable areas.

For an analysis of the relationship between the housing market and labour mobility see, for example, Blanchflower and Oswald
(2013) or Causa and Pichelmann (2020).

See, for example, Paciorek and Sinai (2012).

Dettling and Kearney (2014) document significant declines in birth rates among non-homeowners in the face of house price
rises in metropolitan areas of the United States.
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Chart 4.26
Spain has the highest percentage in the EU27 of people living in rented accommodation that are at risk of poverty
or social exclusion

4.26.a Population living in rented accommodation at risk of poverty or social exclusion in 2022 (a) (b)
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SOURCES: European Commission and Eurostat (2023b).

a Market-rent households. Households whose income is no more than 60% of the median equivalised income after social transfers are considered to
be at risk of poverty.

b AT: Austria; BE: Belgium; BG: Bulgaria; CY: Cyprus; CZ: Czech Republic; DE: Germany; DK: Denmark; EE: Estonia; EL: Greece; ES: Spain; Fl: N
Finland; FR: France; HR: Croatia; HU: Hungary; IE: Ireland; IT: Italy; LT: Lithuania; LU: Luxembourg; LV: Latvia; MT: Malta; NL: Netherlands; PL:
Poland; PT: Portugal; RO: Romania; SE: Sweden; Sl: Slovenia; SK: Slovakia; EU27: European Union.
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problems may also affect economic growth in the long run, particularly against a backdrop
of progressive population ageing. Moreover, housing affordability difficulties, especially
among young people, limit households’ ability to invest in their education and to build up
their human capital, thereby also reducing the potential growth capacity of the economy.

Social vulnerability. The housing affordability problems faced by certain groups make them
economically vulnerable. In Spain, vulnerable households are concentrated in particular in
market rents and among the lowest income quintiles. Spain is the European economy with
the highest percentage of people living in rented accommodation that are at risk of poverty
or social exclusion (see Chart 4.26). Specifically, in 2022, 45% of Spanish renter households
were at risk of poverty or social exclusion, compared with 31% in the EU27 average.

Intergenerational inequality in wealth accumulation. Higher house prices and higher rents
limit households’ ability to save and condition their wealth accumulation over their lifetime.
As discussed in the previous sections, lower-income households — and especially young
lower-income households - are those most affected by the adverse consequences of
housing affordability difficulties. In this respect, the Banco de Espafia’s Survey of Household
Finances (EFF, by its Spanish acronym) shows that, in recent decades, young households’
net wealth accumulation (financial and real estate wealth) is below that of their peers in
previous generations (see Chart 4.27). The fact that they accumulate less wealth in their
lifetime suggests that today’s young cohorts are likely to be more vulnerable to possible
future negative shocks than previous generations were. In addition, by international
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Chart 4.27
Greater housing affordability problems coincide with lower median net wealth accumulation among young
households compared with net wealth accumulation among previous cohorts

4.27.a Median household wealth over lifetime, by year of birth
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standards, these generations will have borne a moderate degree of wealth inequality.”®
Specifically, in a setting of substantial increases in real estate prices, wealth inequality in
Spain appears to have been contained by the predominance of home ownership and the
high proportion of households that own other real estate assets.”
6.2 Public policies

The housing market diagnosis presented in this chapter shows how the combination of high
demand-side pressures and a relatively rigid supply-side — both for house purchases and
rentals — is creating housing affordability difficulties. These problems are concentrated among
lower-income groups, including young people and new foreign residents, and are more acute
in the large urban areas.

The adverse social and economic consequences of these difficulties warrant the adoption of
economic policy measures geared to correct them. In recent years, Spain’s various tiers of
government with responsibility for housing have deployed a broad range of measures. These
are mostly at a relatively early stage of development, but the evidence and analysis presented

70 Anghel et al. (2018).

71 According to EFF 2020 data, 32.6% of households owned at least one home other than their main residence, and 45.3% owned
other real estate assets. These figures are among the highest in the euro area, where 25% of households owned real estate
assets other than their main residence in 2021, specifically 16.8% in Germany, 24.3% in France and 28.6% in Italy (ECB, 2023).
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in the economic literature on the effects of housing policies make it possible to offer a preliminary

assessment.”®

In any event, considering the scale of the problem diagnosed here, it seems unlikely that isolated

short-term actions may be sufficient to significantly reduce today’s housing affordability
difficulties. At the same time, public policies must be designed to ensure that actions that may

have relatively limited effectiveness in the short term do not ultimately have significant unwanted
effects that hinder the functioning of the housing market in the medium and long term.

In this regard, insofar as today’s housing affordability problems are the result of imbalances

that have built up over many years, they must be addressed via a combination of multiple

structural policies in different areas. In particular, the measures adopted should:

* envisage a broad time horizon for design, implementation and evaluation of the public
policies;

¢ involve allthe various tiers of government with responsibility for housing, in a coordinated
manner and in collaboration with private initiatives;

e focus, in particular, on stimulating housing supply, especially in the rental market and
social rentals, prioritising allocation of the available resources to the most vulnerable
groups;

e consider, in addition, other structural aspects beyond housing policy that also have a
significant impact on housing market developments, such as actions affecting the
functioning of the labour market and economic productivity — both of which are
fundamental determinants of household purchasing power — and the effects of tax and
transport policies.

6.2.1 Recent public policy measures adopted

— Protective measures for tenants. Over recent years, central government has introduced a

number of measures that seek to ease affordability problems in the rental market and
provide greater protection for tenants. These actions notably include extending the duration
of rental contracts,” capping annual rent increases below the rate of growth of the CPI and
making it more difficult for socially vulnerable households to be evicted from their homes.™
These measures help explain the significant drop in evictions for non-payment of rent since

72
73

74

See Lopez-Rodriguez and Matea (2020) for a detailed analysis of housing policy design and international experience.

Royal Decree-Law 7/2019 establishes the minimum duration of rental agreements at five years (contracts with individual
landlords) and seven years (contracts with legal entities), compared with three years previously.

During the pandemic, and in subsequent extensions, tighter restrictions were placed on evictions of vulnerable households and
those with children in their care where there was no housing alternative available. At the same time, annual rent updates were
capped at 2% for 2022 and 2023 and at 3% for 2024.
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2020, according to figures provided by the General Council of the Judiciary (Consejo
General del Poder Judicial (CGPJ), 2024). In 2023 there were around 20,000 such evictions,
55% of the annual average in the period 2013-2019, despite the growth in rental housing
over the last ten years.

Protective measures for mortgaged households. The key measures in this field are the
reform of the Code of Good Practice (CGP) in late 2022 and the introduction, in late 2023,
of enhanced conditions for households under its successor (CGP 2023). These measures
provide protection for lower-income mortgaged households in the event, mainly as a result
of the surge in interest rates in recent years, that their creditworthiness becomes impaired.

Medium and long-term housing market measures. Law 12/2023 of 24 May 2023 on the
Right to Housing and the various complementary measures approved seek, inter alia, to
gradually increase the social rental housing stock, with a greater role for public-private
collaboration. The measures to encourage the supply of private rental housing take the form
of larger tax incentives for individual landlords who rent their properties at lower prices in
areas under housing pressure (defined in the new Law). The Law also proposes measures
that seek to improve affordability for tenants with existing contracts. In particular, it sets new
caps on annual rent increases and provides for rent controls to be established in areas under
pressure, in accordance with central government regulations, where agreed by the competent
regional government and within a price range set by central government.” It also introduces
support measures for young people wishing to rent or buy a home, in the form of rent
subsidies and public guarantees for house purchase. Lastly, more recently, land reforms
have been proposed, to enhance legal certainty,’® and initiatives have been announced to
foster the mobilisation of new subsidised social or affordable rental housing, to speed up the
planning permission process and to eliminate the so-called Golden Visa programme whereby
residency rights were granted linked to purchases of homes worth over €500,000.

Increase in the subsidised rental housing stock and the role of Sareb (the asset
management company for assets arising from bank restructuring). The various tiers of
government have announced a range of plans to build social or affordable rental housing.
For instance, under a multiannual framework, the Affordable Rental Housing Plan aims to
increase the social or affordable rental housing stock by 184,000.”” Compared with recent
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Specifically, the State benchmark system for residential rental prices, published in February 2024. These benchmark prices are
adjusted for housing size and characteristics and lie between the 25th and 75th percentiles of the 2022 rental price distribution
in the census section corresponding to the location of the housing. The benchmark prices for 2024 are calculated based on the
2022 rental housing stock owned by individual landlords.

On 26 March 2024 the Council of Ministers approved the text for reform of the Land and Urban Renewal Law, for its subsequent
passage through Parliament.

The sum of 123,000 new homes in programmes driven by the Ministry of Housing and Urban Agenda, 50,000 to be mobilised
by Sareb and 11,000 from the Rental Housing Social Fund. Those under the Ministry’s programmes would be mobilised through
an Official Credit Institute (ICO) loan facility of €4 billion, together with a public guarantee of up to 50% of the amount of the loans
granted, for housebuilding and rehabilitation of housing (43,000 units), construction of affordable housing on public land owned
by SEPES, the state-owned enterprise for land (36,000), the use of European RTRP funds to build social rental housing in
energy efficient buildings (20,000), aid for the regional governments under the State Housing Plan (14,000) and agreements with
local authorities (around 10,000).
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years, this plan will entail a significant increase in subsidised rental housing production, for
instance, under central and regional government programmes, which in 2022-2023 averaged
between 25% and 30% of the 9,000 homes classified as subsidised housing per annum in
that period (definitive classification).”® In addition, on public data as at July 2023, some
47,000 social rental housing units were available or under development by the Ministry of
Housing and Urban Agenda, plus a further 14,000 from Sareb and around 10,000 from the
Rental Housing Social Fund.

— Measures at regional and local level. In the most recent period, regional and local level
housing measures have been very diverse, both in their design and their typology. Some of
the main measures may be summarised as follows:
¢ public guarantee programmes for house purchase by young people;
¢ income tax relief on spending on or investment in housing, whether rented or purchased;
e tighter regulations for tourist rental developments in certain areas;
¢ higher subsidised housing quotas in residential property developments;

¢ possible taxation of empty homes;

e measures to speed up the planning permission process or to cut new housebuilding
timelines;

* measures to make public land available for social rental housing developments;
e rent controls;
e regulatory changes and local regulations on the volume of urban building land, the
housing floor area ratio or real estate use.
6.2.2 A preliminary assessment of the measures adopted on the basis of evidence from
the economic literature
— Protective measures for tenants. The measures adopted can be expected to have improved
the conditions of households with existing contracts and, according to the economic

literature, to have helped reduce uncertainty and price volatility in the rental market.”
However, the international literature also suggests that some of these actions may have

78 The provisional classification data for new subsidised housing for the same period point to 12,000 new homes per annum, of
which around 40%-45% would be rental housing.

79 Favilukis et al. (2023) analyse the welfare gains generated by affordability policies that provide greater assurance to lower-
income households facing uncertainty and price volatility in rental markets under pressure.
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unintended effects on the level and composition of the rental housing supply, and on prices
of new rentals.®® In particular, as a result of greater protection for the most vulnerable
tenants, the risk of default for landlords increases. This could drive up rents — owing to a
higher risk premium — or reduce the rental housing available for vulnerable households. For
instance, the rental housing supply could be replaced by room rentals or short-term rentals
(under a year) where tenants have less protection. At the same time, against a backdrop of
rising operating and housebuilding costs, longer rental contracts, combined with annual
rent increases below the rate of growth of the CPI, reduce incentives to increase the rental
supply. These disincentives are greater for legal entities, as their tenants are afforded
greater protection. In particular, rental agreements with legal entities are longer and, in the
case of vulnerable households, non-payment evictions can also be stayed for longer. Lastly,
longer rental contracts and rent updates below the rate of growth of the CPI could drive up
prices of new rentals, as lessors seek to assure a certain flow of rental income throughout
the life of the contract.

Protective measures for mortgaged households. These measures have been deployed
against the backdrop of prudent mortgage credit allocation over the last decade (see
Section 4), accompanied by favourable developments in the most recent period in
employment and economic activity.®! These factors may explain the limited reach, to date,
of the measures introduced in this area, and in particular the small number of households
with mortgages under the CGP.#2

Rent controls. The introduction of rent caps has been justified by the fact that they immediately
ease affordability problems for vulnerable households, yet the announcement of such controls
and their sustained application over time may create fresh affordability problems.®® First,
affordability gains are concentrated mainly on households with existing contracts, where the
impact will be temporary, and on new contracts entered into under the new conditions. Second,
the economic literature has documented at international level the emergence of adverse
effects, which may be particularly significant in the absence of structural measures to increase
the housing supply. The possible effects identified at the empirical level notably include: a
contraction in rental housing supply in rent-controlled areas; a shift in housing use to alternative
markets (for instance, seasonal or tourist rentals); and a decline in housing quality due to lower
maintenance.®* Capping rental market prices could also have regressive distributional effects
and increase affordability difficulties among lower-income households. In particular, price
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83
84

Some studies also suggest that actions that seek to protect tenants with existing contracts could also have adverse effects on
their mobility (as a change of residence would entail the loss of protection). See, for example, Bingley and Walker (2001) or
Jacob and Ludwig (2012).

The macroeconomic situation and the measures adopted help to explain the decrease in 2023 in the number, in year-on-year
terms, of mortgage foreclosures (21.5%) and evictions arising from mortgage foreclosures (38.2%). The number of evictions in
2023 (5,260) is the lowest for a decade and amounts to 37% of the 2019 pre-pandemic figure (CGPJ, 2024).

For more information on the design and use of the CGP, see “Box 1.2. Use in 2023 of the Codes of Good Practice introduced
by Royal Decree-Laws 6/2012 and 19/2022”. Banco de Espafa. (2023).

See Lopez-Rodriguez and Matea (2020) for a review of the economic literature on rent controls..

For the United States see, for example, Sims (2007), Autor, Palmer and Pathak (2014) and Diamond, McQuade and Qian (2019).
Studies on recent experience in Germany suggest that rent controls led to higher prices in unregulated areas (Mense, Michelsen
and Kholodilin, 2023) and that price cuts had less impact in lower-income areas (Breidenbach, Eilers and Fries, 2022).
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caps could reduce rents that are over the regulatory maximum but increase those below that
level, which would impact lower-income households.®

Tax benefits for housing demand. Spain’s various tiers of government have recently
maintained or introduced tax incentives and other schemes to help households realise their
demand for rentals or house purchases. In a rigid supply setting and with markets under
pressure, such policies could trigger further increases in house prices and rents. These
general equilibrium effects, illustrated in Box 4.2, mean that, eventually, some of these
demand-side policies designed to support vulnerable households may, to a great extent,
ultimately become transfers of public resources to residential property owners.8®

Guarantees for house purchases by young people. Various regional governments and, more
recently, the central government have introduced public guarantee schemes, seeking to
encourage house purchases and ease the pressure on the rental market. Such measures aim
to make access to mortgage credit easier for young households that are financially solvent and
wish to buy a home but do not have the necessary savings to meet the initial expenses. These
schemes have two constraints that may limit their effectiveness (see Box 4.2). First, as
mentioned in the previous paragraph, in a rigid supply setting, measures to bolster demand for
home ownership tend to push up house prices.®” Second, the evidence on income distributions,
gross assets and location of young Spanish households suggests that only a small group of
such households may potentially benefit from these measures in areas under pressure. In part,
because of the high correlation between income and gross wealth, which means that most
households that have limited access to credit, owing to their low level of savings, do not earn
sufficient income for banks to grant them a mortgage. Moreover, the greater leverage involved
in buying a home without previous savings means that mortgage instalments are higher,
especially in the present high mortgage interest rate environment. In consequence, many
potential applicants for this guarantee programme would encounter difficulties having their
loan applications approved by banks, as their mortgage instalment-to-income ratios would
exceed prudential thresholds. Such programmes may potentially be of most benefit to young
people in locations with lower housing prices outside the large urban areas.

6.2.3 Possible future measures

Assess the effects of the existing policies. As highlighted above, in the most recent
period the various tiers of government with housing powers have adopted a broad set of
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The studies available on the effects of rent controls of this kind applied in Catalonia during the pandemic (2020-2021) indicate
that, although this policy reduces rents on average, in the short term, supply remains rigid (Jofre-Monseny, Martinez-Mazza and
Segu, 2023) or even shrinks due to the loss of rental properties with prices above the reference price (Monras and Garci-
Montalvo, 2023). This last paper also documents an increase in rents among lower-rent properties as a result of the regulation.
Among the studies that document an increase in rents due to the pass-through to prices that these policies entail see, for
example, Susin (2002) for the United States, Gibbons and Manning (2006) for the United Kingdom and Laferrere and Blanc
(2004) and Fack (2006) for France.

Carozzi et al. (2024) analyse the Help to Buy schemes in the United Kingdom whereby government-funded equity loans of up
to 20% of the purchase price (40% in London and its metropolitan area) are available to buyers. The findings suggest that, as a
result of this programme, house prices in London climbed, there was no increase in the housing supply, affordability difficulties
did not ease and developers’ profits rose.
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Chart 4.28
Spain stands out among the advanced economies for its shortage of social rental housing

4.28.a Social rental housing stock in advanced economies (a) (b) (c)
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a The data are for 2020 or for the last year with data available (for more details, see OECD (2024)). The horizontal line denotes the average for the OECD economies.
b For Spain, the public social rental housing stock amounts to some 290,000 homes, accounting for 1.6% of households.

c AT: Austria; AUS: Australia; BE: Belgium; CA: Canada; CH: Chile; CZ: Czech Republic; DE: Germany; DK: Denmark; EE: Estonia; ES: Spain; Fl: N
Finland; FR: France; HU: Hungary; IE: Ireland; IT: Italy; JP: Japan; KO: Korea; LT: Lithuania; LU: Luxembourg; LV: Latvia; MT: Malta; NL: Netherlands;
NO: Norway; NZ: New Zealand; PL: Poland; PT: Portugal; Sl: Slovenia; SK: Slovakia; UK: United Kingdom.
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measures that seek to mitigate the problems of affordability both for potential homeowners
and tenants. In this setting, apart from deploying new initiatives, it would be of particular
interest to analyse and assess in greater depth the effects that the measures already
adopted are having on the housing market. This would entail improving statistical sources
on real estate prices, sharing of data and analysis between the different tiers of
government and providing specialised researchers with greater access to real estate
microdata.

Achieve greater coordination between the different tiers of government. Powers over the
functioning of the housing market in Spain are highly decentralised. For example, the
regional governments have powers over regional and city planning, urban development and
housing. Local authorities have powers over urban planning, management, execution and
scrutiny of urban development projects and housing development and management. Lastly,
central government has powers to implement basic land and housing legislation. In this
framework, in order for housing policy to be effective, it is imperative that targets and
measures are highly coordinated between the different tiers of government involved. This
coordination is particularly important, as effective policy design should consider a
metropolitan area of action and housing policies should be integrated into territorial
balancing policies.

Increase the social rental housing supply. Spain’s public stock of social rental housing is
very small compared with that of some of our neighbouring economies (see Section 2.2 and
Chart 4.28). In this setting, as discussed above, the various tiers of government have
announced targets and measures (such as the Affordable Rental Housing Plan) to increase
this stock. While these measures are generally welcome, the quantitative scale of this
challenge must be borne in mind. Given the current starting point of the social housing
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stock (1.5% of main residences), converging to the average public stock levels of the
advanced economies or of the EU27 would entail an extraordinary effort, requiring adding
some 1.5 million new homes to the existing social rental housing supply. A 10-year plan to
achieve this aim would entail an increase of over 150% in the average annual production of
homes in Spain in recent years.

Encourage public-private collaboration to energise the rental market. Given the scale
of the challenge described in the previous paragraph and the relatively small fiscal space
available to general government, rebalancing public spending priorities and collaboration
with the private sector are the only options that could significantly boost the stock of
affordable rental housing.®® In this setting, the public sector can move further with the
measures already approved to support the private sector, such as assigning public land
and granting guarantees for rental housing developments and funding for social or
affordable rental housing developments. Updating social rental modules (the benchmarks
used to set maximum social rents), to absorb part of the increase in construction and
funding costs, would also help in this respect. However, the low income levels of
vulnerable households that have housing affordability difficulties could mean that they
are unable to afford even below-market rents. In such cases, the various tiers of
government could design guaranteed income or direct support programmes to
supplement tenants’ rent payments and thus ensure access to housing for the most
vulnerable households.

Foster a more professional profile for the rental market. The institutional private sector
can play an important role in increasing the rental housing supply. Yet, as seen in Sections
2 and 3 above, in the Spanish residential rental market non-professional individual landlords
predominate. Such individuals cannot benefit from the economies of scale and risk
diversification associated with larger managed housing portfolios, which may give rise to
higher costs and, therefore, higher rents. In this sense, measures to increase the part played
by professional agents would be positive, increasing supply and thus easing upward rent
dynamics. Two such measures would be key. First, removing the differential treatment
currently afforded, in all types of regulations and contractual rules, to legal entities and
landlords with more than ten properties®® compared with small, individual landlords.
Second, aligning the tax treatment of these agents (landlords with more than ten properties)
with that applicable in other European countries where the professional rental sector plays
a greater part. In particular, it would be desirable to link tax relief for landlords to social or
affordable rentals.

Strengthen legal and regulatory certainty. Housing policy at all levels of government must
provide regulatory certainty, to ensure that agents are aware of the risks they assume when
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See Trilla (2024) and Garcia-Montalvo, Raya and Sala Roca (2024) for a discussion of possible public-private collaboration to
enhance housing policy efficiency and, in particular, to boost the affordable social rental market.

The greater economic power associated with the accumulation of real estate assets could be subject to higher taxation.
Furthermore, if increasing the activity of these professional landlords were to create the risk of potential market power situations,
competition policy measures could be used to address them.
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making their decisions. In particular, periodic changes to regulations affecting the main
conditions of existing rental agreements, or successive changes to local urban planning
requirements for housebuilding, should be avoided. Moreover, given that individual landlords
have less capacity to manage the risks associated with this activity than professional
agents, incentivising greater development of the rental housing insurance market, to extend
its current limited scope, could be appropriate in the context of public-private collaboration.
This measure could be complemented, in addition, by speedier administrative and judicial
procedures in the event of non-payment, and by greater compensation payments to
landlords with vulnerable tenants who are unable to pay their rent and and to whom the
public sector has been unable to offer a housing alternative.

Improve how administrative processes relating to land and urban planning policies are
managed. The time needed for development of new build-ready land and for housebuilding
is a constraint on new housing production. New measures are being taken to improve the
situation in this respect, but the various tiers of government should analyse whether it is
possible to further simplify and speed up these processes, and increase coordination
between the different tiers to reduce the current long lead times. Also, given the housing
shortage in large urban areas, the possibility of adjusting real estate and land use so that a
larger proportion may be assigned to residential use could be considered. Making these
decisions at metropolitan area — rather than local — level could generate efficiency gains in
areas where housing markets are under pressure.

Promote measures for rehabilitation and take-over of housing. The current housing
shortage, combined with high construction costs and long lead times in new housing
production, demands optimal mobilisation of the existing housing stock for residential use.
In this respect, it is imperative to speed up the absorption of NextGenerationEU (NGEU)
funds, to align housing rehabilitation ratios with those of the main EU economies (see
Section 3). At the same time, it would be desirable to assess the appropriateness of
establishing different mechanisms and incentives for dwellings that are empty or are used
only sporadically to be taken over by the public sector, for use as social rental housing.

Review housing taxation. Under the Spanish tax system, real estate assets and, in
particular, housing account for a larger share of taxation than in the EU27 economies. For
instance, reflecting this higher taxation on housing, property tax revenue amounted to 2.8%
of GDP in Spain in 2022, compared with an average of 1.4% of GDP in the EU27 economies
and of 1.6 % of GDP in the euro area.®® Moreover, in Spain, taxes on housing production
and house purchase (non-recurrent taxes) account for a larger share of real estate taxation,
and taxes on property ownership (recurrent taxes) for a smaller share (40% in Spain
compared with around 50% on average in the EU27), even though the housing stock per
person is higher in Spain. In this respect, in addition to increasing the efficiency of the tax

90

See Lopez-Rodriguez and Garcia Ciria (2018) for a more detailed description of the composition of Spanish tax revenue in the
context of the EU27, and the Committee of Experts (2022) for a discussion of high real estate taxation in Spain compared with
real estate taxation in other advanced economies.

Annual Report 2023 - Banco de Espana 258



a @ @ @ CHAPTER 4

system,® raising recurrent taxation on property ownership - for instance, through Spanish
property tax (IBl, by its Spanish acronym) — could make access to housing easier (see
Box 4.2). This tax increase should be offset by a cut in all other taxes on house purchase or
housing production in order to avoid over-taxation of housing. Nevertheless, proposals to
cut the non-recurrent taxes should only be considered when the supply and demand
mismatches in the housing market have been reduced (see Box 4.2). Otherwise, a significant
part of the tax cut may be passed on in the form of higher final house prices, transferring
public resources to developers and house sellers.

Consider applying restrictive measures to non-residential accommodation, subject to
an overall assessment that takes into account the potential effects on housing affordability
and economic activity. Increased demand for housing from non-residents and the boom in
holiday and seasonal rentals are reducing the residential housing supply in certain areas
(see Section 3). This is a widespread international phenomenon affecting, in particular, big
cities and tourist areas. In consequence, various countries have introduced limits or tax
surcharges, or have eliminated tax benefits, on house purchases by foreign buyers, while
some have placed limits on holiday rentals.®? In the same vein, various Spanish cities and
regional governments have tightened the conditions for operating tourist rentals as an
economic activity,®® although it is extremely difficult to effectively enforce such regulations.
These measures have been justified by the role these activities have played in pushing up
prices, against a backdrop of housing shortages and affordability problems (see Section 3),
and by the negative externalities that holiday rentals may generate among residents. But
tourist rentals can be justified by their potential to contribute to economic activity and
employment, where demand cannot be absorbed by the professional sector (hotels). In this
context, any restrictive measures considered should be subjected to a cost-benefit analysis,
taking into account not only the impact on the housing market but also the effects on
economic activity.

Foster structural policies. A very significant proportion of housing affordability difficulties
are linked to low-income households’ low wages and, in particular, to working conditions
and youth unemployment. This is partly due to the productivity deficit of the economy, a
sectoral composition with a relatively low weight of high value-added activities, and the
constraints on workers’ continuous training and human capital. Driving structural policies to
correct these shortcomings would help improve the financial situation and relative income
of lower-income households, making it easier for them to access housing. But purchasing
power gains among lower-income households should be accompanied by an increase in
the main residence housing stock. Otherwise, in an insufficient supply setting, greater
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See Mirrlees et al. (2010) for an analysis of optimal taxation and efficiency in the design of the tax system, and Best and Kleven
(2018) for an analysis of the distortions created by high taxes on residential property transactions.

For example, restrictions on house purchases approved in Canada and New Zealand, tax surcharges in Australia and tighter
criteria envisaged for availing of tax benefits linked to residence in Portugal. Tourist rentals are subject to growing limitations and
restrictions in cities such as New York, Florence, Berlin, Amsterdam, San Francisco, London and Paris.

For instance, limits introduced by local authorities in cities such as Palma de Mallorca, Madrid and Barcelona, and restrictions
in Malaga, Valencia, San Sebastian, Cadiz and Santiago de Compostela. Spain’s regional governments have also regulated this
activity and some — such as Andalusia, Madrid or Catalonia — have progressively tightened the requirements.
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purchasing power on the demand side could pass through, in part, to higher real estate
prices (see Box 4.2).

— Improve public transport in metropolitan areas. The current housing shortage demands
that existing housing be mobilised for residential use and that new housing be built. In
urban areas, potential development land tends to be more plentiful in the suburbs, and
more so the greater the distance from the city centre. The existence of a metropolitan public
transport network, combined with good urban transport, makes it possible to increase the
potential size of urban areas, extend the benefits of agglomeration economies and ease
pressure on real estate prices (see Section 3). The gradual build-up of population in Spain’s
large urban areas, and the ensuing congestion costs (see Section 3), require higher
investment in urban and interurban public transport.®

94 See Monte, Redding and Rossi-Hansberg (2018) for an analysis of the welfare gains associated with lower commuting costs
through better allocation of workers to more productive locations other than their place of residence where housing is in greater
supply.
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Box 4.1

CHAPTER 4

THE COMMERCIAL REAL ESTATE MARKET AND ITS FINANCIAL STABILITY IMPLICATIONS

The commercial real estate (CRE) sector engages in the
acquisition, construction, development and management
of real estate used for business activities.! This sector’s
performance is important due to its potential implications
for the financial system and the economy as a whole.
First, CRE is a factor of production necessary for firms in
other sectors to do business, meaning that such firms
may be affected by the valuation and availability of these
assets. Second, turnover and asset prices in this sector
tend to exhibit large swings over business cycles, more so
than in the residential market. This is partly because
demand for these assets is highly sensitive to the business
cycle. Moreover, sometimes asset overvaluations occur,
which, when corrected, can have adverse effects on
macroeconomic developments and financial stability.

Globally, this sector currently exhibits certain vulnerabilities
linked to both cyclical and structural factors. In relation to
the former, the recent increase in interest rates raises the
debt burden of firms in this sector and hampers their
ability to refinance themselves and access new financing.
While firms in other sectors are also affected by the same
factors, those operating in the CRE market are, on
average, more exposed to the effects of rising interest
rates, since they have a higher degree of leverage.

As regards structural factors, the greater use of
e-commerce and the expansion of teleworking following
the COVID-19 pandemic have reduced demand for office
space and certain retail premises. This results in lower
revenue-generating capacity for the firms managing these
assets and decreases their value.? The fall in CRE prices
generates potential losses for owners while limiting their
ability to raise new financing, as these assets are often
used as loan collateral. In addition, it is more difficult for
lenders to recover the amounts lent through the liquidation
of such collateral in the event of default.

Another structural factor that affects the CRE sector is
climate change-related economic policies, including more

stringent construction standards. The implementation of
these measures will lead to higher building and
maintenance costs for commercial property.

Given these vulnerabilities in the CRE sector, several
international organisations have recently expressed
concern about the potential implications for financial
stability. Although in European countries banks are far
less exposed, in aggregate terms, to the CRE sector than
to the residential sector, potential negative developments
in this segment could amplify an adverse scenario and
spill over to the rest of the financial system (as noted by
the European Central Bank (ECB))® and have a negative
effect on economic growth (as suggested by the
International Monetary Fund (IMF)).*

In late 2022 the European Systemic Risk Board (ESRB)
issued a recommendation on vulnerabilities in the CRE
sector with the aim of improving monitoring of the sector
and the related risks.® This took place against a background
in which the CRE sectors of various European countries
had been highly expansionary since the end of the global
financial crisis. Such monitoring remains important despite
the growth of bank exposure to this sector having slowed
since 2020. This slowdown was broad-based, but more
pronounced in some of the European countries where
signs of vulnerability were more evident, such as Belgium,
Finland, France, Italy, Luxembourg and Portugal. The
slowing momentum in this sector has potentially been
influenced by the tightening of monetary policy, but also, in
some countries, by the effect of macroprudential measures
implemented in the CRE sector (e.g. Norway, Poland and
Romania) and in the residential sector (e.g. Belgium,
Finland and the Netherlands).

Beyond the European context, vulnerabilities in this sector
are also observed in other global systemically important
economies. For instance, commercial property prices in
the United States have experienced a very pronounced

1 CRE includes, inter alia, offices, industrial premises and commercial premises.
2 By contrast, there has been an increase in demand for industrial premises used for e-commerce logistics.

3 See European Central Bank. (2023). “Real estate markets in an environment of high financing costs”. Financial Stability Review, November 2023,
Special Feature B, noting that in 2022 Q4 the exposure of euro area banks as a whole to residential mortgage lending accounted for almost 30% of

total loans, while CRE credit accounted for 10% of the total.

4 International Monetary Fund. (2021). “Chapter 3: Commercial real estate. Financial stability risks during the COVID-19 crisis and beyond”. Global

Financial Stability Report, April 2021.

5 See Recommendation ESRB/2022/9 on vulnerabilities in the commercial real estate sector in the European Economic Area. The publication of the
recommendation was accompanied by a technical report by the ESRB, Vulnerabilities in the EEA commercial real estate sector, January 2023. The
Banco de Espafia has formally adopted this recommendation and is currently working on strengthening its CRE sector risk monitoring framework (see

Box 3.1 of the 2023 Supervision Report).
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Box 4.1
THE COMMERCIAL REAL ESTATE MARKET AND ITS FINANCIAL STABILITY IMPLICATIONS (cont’d)

correction in the recent period, raising some doubts about overall economic climate’ and there are some concerns
the impact on banks exposed to this sector.® In China, the about its interconnectedness with non-bank financial
weakness of the real estate sector adversely affects the intermediaries.®
Chart 1 Chart 2
Relative weight of commercial real estate credit in total credit (a) Commercial real estate hedonic price index (b)
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SOURCES: Banco de Espafa, Colegio de Registradores and EBA Risk Dashboard.

a The series show total exposures to the commercial real estate sector relative to total credit by country. The information is provided at consolidated level.

b The series show changes in the hedonic price index for the commercial real estate market as a whole and for the prime segment on a 2014 Q1 = 100 basis.

¢ The series show the four-period moving average of the number of commercial real estate sales and the number of new commercial real estate loans. All the
series are shown on a 2014 Q1 = 100 basis.

6 For a discussion of risks, see, for example, “Commercial Real Estate: Where Are the Financial Risks?”, Economic Synopses, No 22, Federal Reserve
Bank of St. Louis.

7 See, for example, “China’s Real Estate Sector: Managing the Medium-Term Slowdown”, IMF, February 2024.
Box 1.1. of the autumn 2023 Financial Stability Report, “The slowdown in China’s real estate sector and its potential channels of domestic and
international transmission”.
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THE COMMERCIAL REAL ESTATE MARKET AND ITS FINANCIAL STABILITY IMPLICATIONS (cont’d)

In Spain, banks’ credit exposure to CRE is relatively low.®
At end-2023, the stock of credit granted to this sector
represented 4.4%° of the total loan portfolio (excluding
those held for trading)'!, which is below the European
average and has remained stable in recent years (see
Chart 1).

CRE prices in Spain have, on average, remained relatively
steady since mid-2021, having followed a declining
trajectory in previous years. Thus, by end-2023 these
prices were around 10% below their levels in early 2014
(see Chart 2)."> Meanwhile, CRE prices in the most
buoyant areas, known as prime areas, have shown greater
volatility, with a stronger recovery following the pandemic,
and a steeper fall since the start of the ECB’s interest rate
hikes in 2022.

The number of commercial property transactions grew
rapidly from 2021 as the social restrictions imposed to
contain the COVID-19 pandemic were lifted, stabilising in
2022 and 2023 just above pre-health crisis levels. The
number of transactions doubled between 2014 and 2019,
but this notable increase was not accompanied by a rise
in prices.
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In contrast to other European countries, Spain has not
seen strong expansionary dynamics in lending to the CRE
sector. Having held steady between 2016 and 2020, the
number of bank loans extended dropped significantly
during the health crisis, recovering subsequently, albeit
without reaching pre-pandemic levels (see Chart 3).

Lastly, the role of institutional investors in this sector is
worth examining. In Spain’s case, real estate investment
trusts (SOCIMIs), which grew substantially before the
outbreak of the COVID-19 pandemic, are particularly
noteworthy. These firms typically purchase dwellings and
properties for commercial use, such as offices, shopping
centres and hotels, with the aim of obtaining a return
through their sale or rental.

Despite their relatively small scale (in March 2024 the stock
market value of the main SOCIMIs listed in Spain was less
than 2% of the market value of all IBEX 35 companies,
compared with 32% in the case of banks), monitoring
SOCIMI activity is important from a financial stability
viewpoint for several reasons. First, investor appetite for
equity or debt issued by these firms significantly affects
their ability to invest in real estate, in contrast to traditional

2017 2018 2019 2020

e SOCIMI. Spain = SOCIMI. Other euro area countries

SOURCES: Datastream (Refinitiv) and Banco de Espanfa.

2021 2022 2023 2024

EURO STOXX 600

a SOCIMI indices based on a selection of such firms that are traded with a certain frequency in the markets.

Vulnerabilities in the EEA real estate sector, January 2023.

10 According to supervisory data (individual data, businesses in Spain), at end-2023 13.5% of credit to the CRE sector was for the purchase of

properties (including dwellings) on a buy-to-let basis.

11 The accounting designation “held for trading” applies to assets originated or acquired for the purpose of selling them in the short term to make a
financial gain. It applies to few bank lending transactions.

12 The commercial real estate market in Spain is heavily concentrated in the commercial premises asset class, which accounts for aimost 80% of
transactions. By contrast, offices account for less than 5%. Price developments tend to be similar in both asset classes.
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CHAPTER 4

Box 4.1

THE COMMERCIAL REAL ESTATE MARKET AND ITS FINANCIAL STABILITY IMPLICATIONS (cont’d)

real estate companies, which are more dependent on bank
financing. Therefore, a worsening of investor sentiment may
lead to pressure to generate liquidity and negatively impact
prices in the CRE. Second, SOCIMI stock market prices
may, more generally, be a useful source of information on
investors’ outlook for the CRE market. In addition, SOCIMIs
are a financial vehicle widely used by international investors
to acquire exposure to commercial buildings in Spain, which
may also be a transmission channel for global shocks to the
Spanish CRE market.

Annual Report 2023 - Banco de Espana

In recent years, the stock prices of SOCIMIs domiciled in
Spain have moved very much in line with those of other
similar European firms. In particular, a downward pattern
has been observed since spring 2022, partly capturing the
effects of the tightening of the monetary policy stance.
These firms’ stock prices have underperformed those of
other listed enterprises (see Chart 4). Stock prices have
decreased significantly with respect to 2019, reflecting, at
least in part, the effect of the structural transformations
described above.
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Box 4.2

CHAPTER 4

AN ANALYSIS OF ALTERNATIVE PUBLIC POLICIES TO REDUCE THE PROBLEMS OF HOUSING AFFORDABILITY

The main text of this chapter details the existence of
housing affordability problems, in both purchases and
rentals, which are especially acute among those with
lower incomes and, in particular, among young people.
This situation has several adverse socio-economic
implications that justify government intervention in the
housing market. In this box, a variant of the structural
model developed in Ferreira, Galvez and Pidkuyko (2024)'
is used to analyse the effects of various economic policy
alternatives that seek to improve housing affordability for
both rentals and purchases.

The model used assumes that households make
consumption, debt and saving decisions in the form of
investing in housing and other more liquid financial assets
at different points in the life cycle. One of these decisions
is whether to rent or own a home. Mortgage credit can be
used to fund a house purchase, subject to two initial
restrictions: a maximum loan-to-value (LTV) ratio of 80%
and a maximum debt service-to-income (DSTI) ratio of
35%.2 Rental housing is managed by specialised firms
owned by households that invest in real estate assets.
These lessors have a long-term profit objective and also
operate in the residential housing market to tailor their
inventory to short-term shifts in demand. For an aggregate
housing stock that is assumed to be constant (i.e. the
housing supply is absolutely inelastic in the short term),
this market structure determines the price per square
metre that the two markets clear endogenously on the
basis of the housing demand of households and firms.

The model is calibrated for Spain using household-level
data from the 2020 edition of the Spanish Survey of
Household Finances (EFF, by its Spanish abbreviation) to
match various patterns observed in the data across the
overall age, income and wealth distribution. In particular,
as shown in Chart 1, the estimated model fairly accurately
replicates housing tenure among households over their
lifetime.®

Initially, without new housing policies, the model generates
a life cycle dynamic in which a high percentage (around

90%) of young households — under the age of 35 — do not
have sufficient savings to be eligible for a mortgage
(upfront payment of 30% of the value of a house,
consisting of 20% for the down payment and 10% for the
necessary costs of a house purchase).* Furthermore, for a
significant proportion of these households, around 40%,
their income is still insufficient to assure they will be able
to make their mortgage payments, since their DSTI ratio
exceeds 35%. As households age, more can afford home
ownership, if they choose it. However, households that
continue to rent or return to renting after selling their home
are generally constrained by the DSTI limit as a result of
their low income.

Starting from the baseline situation, the first measure
analysed is the introduction of a public guarantee that
would cover the risk of up to 20% of a mortgage’s collateral
value.® This could potentially benefit those rental
households that wish to purchase housing and have
savings amounting to more than 10% of the price of a
house (that is, they can cover the costs and taxes) but less
than 30%. However, the size of the mortgage instalment is
a fundamental hindrance to the effectiveness of this
measure. Specifically, for a significant share of households
whose income would cover a mortgage instalment on a
loan that does not exceed the 80% LTV limit, purchasing
housing with a public guarantee and an LTV ratio of 100%
entails a mortgage instalment in excess of 35% of their
income. As such, the effectiveness of this measure is very
limited. As Chart 2 shows, both rental and purchase prices
in the new long-term equilibrium increase very slightly (0.1%)
as a result of the guarantee being made available. These
minor price changes are largely the result of the limited scope
of this measure. In particular, in equilibrium, the public
guarantee gives rise to an increase of 0.5 percentage points
(pp) in the share of owner-occupier households in the
under-35 age group, while not boosting ownership rates
significantly for those aged 35 and over (see Chart 3). The
impact of this measure on the housing cost burden (defined
as the ratio of rental payments or mortgage instalments to
a household’s net income) is also minimal. In particular, the

1 Clodomiro Ferreira, Julio Galvez and Myroslav Pidkuyko. (2024). “Housing Tenure, Consumption and Household Debt: Life-Cycle Dynamics during a

Housing Bust”. Documentos de Trabajo, Banco de Espafa (forthcoming).

2 These values are consistent with a prudent mortgage lending policy by banks. See Section 4 for more details on changes in mortgage standards in

Spain over the last decade.

3 The difference between the data observed and the model’s calibration for households over the age of 65 is quantitatively small and may be partly
explained by possible differences in the assumptions regarding this group’s preferences and transaction costs relative to other households.
4 These costs are, chiefly, 10% VAT on new house purchases, and transfer tax and stamp duty on second-hand purchases. Stamp duty varies across

regions but, for the purposes of this exercise, a 10% rate is assumed.

5 In the simulation exercises in this box, there are no limits on access to public guarantees depending on household characteristics.
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Box 4.2
AN ANALYSIS OF ALTERNATIVE PUBLIC POLICIES TO REDUCE THE PROBLEMS OF HOUSING AFFORDABILITY (cont’d)

increase in the burden is virtually zero for households that to take on slightly more debt. As such, the public guarantee
do not change their housing tenure status or their housing allows the small number of beneficiary households to
characteristics. However, in equilibrium, households that purchase better (for example, larger) homes, resulting in an
make use of the guarantee change their tenure-related increase of between 1 pp and 1.5 pp in the share of
decisions and their housing characteristics leading them overburdened households (see Chart 4).°
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SOURCE: Banco de Espana.

a Comparison between EFF 2020 and the simulations developed under the model in Clodomiro Ferreira, Julio Galvez and Myroslav Pidkuyko. (2024). “Housing
Tenure, Consumption and Household Debt: Life-Cycle Dynamics during a Housing Bust”. Documentos de Trabajo, Banco de Espana (forthcoming).

b The “Tax cuts” scenario envisages eliminating the taxes and associated expenses on house purchases which amount to 10% of the purchase price. The “Structural
reforms” scenario considers the effects of a set of policies that in total would raise the relative income of young households (aged under 35) by 15%.

¢ Households are deemed to be overburdened when they spend more than 40% of their net income on rent or mortgage payments.

6 Throughout this box, households are deemed to be overburdened when they spend more than 40% of their net income on rent or mortgage
payments.
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AN ANALYSIS OF ALTERNATIVE PUBLIC POLICIES TO REDUCE THE PROBLEMS OF HOUSING AFFORDABILITY (cont’d)

The second measure analysed is eliminating the expenses
and taxes linked to a house purchase. This measure is
often put forward with a similar aim to the public guarantee
— to lower barriers to home ownership. The removal of
these upfront costs has a direct impact on the actual
expense for households wanting to buy a home.
Immediately upon introduction of this measure, and
before the general equilibrium effects materialise, the
post-tax purchase price per metre falls in the same
proportion as the tax (10%). This could simultaneously
ease both obstacles faced by potential buyers. First, it
reduces the liquidity needed to purchase a home by 10%.
Second, the lower post-tax final purchase price means a
cut in the potential mortgage instalment as a proportion of
household income. Once the general equilibrium effects
are taken into account, these two positive impacts for
home ownership affordability result in an increase in
owner-occupier rates of around 8.5 pp for households
under 35 and of 5.7 pp for those aged 35 and over, as
shown in Chart 3. However, housing supply rigidity in the
face of rising demand entails an increase in both purchase
and rental equilibrium prices of 7.8% (see Chart 2).” Such
real estate price growth, unaccompanied by an increase
in household incomes, has an adverse impact on the
housing cost burden and, more generally, on the
vulnerability of younger households. In particular, this
measure leads to greater difficulties for households that
continue renting, as rental market prices rise. These
effects are concentrated on younger households, with
around 1 pp more becoming overburdened (see Chart 4).
At the same time, higher rents cut rental households’
ability to save, which could hold them back from home
ownership in the future. Conversely, it becomes easier to
buy a house owing to lower post-tax prices, although the
impact is only moderate, since the easing of the tax
burden is largely countered by rising prices. As such, the
proportion of overburdened households aged 35 and over
falls by 3 pp. Nevertheless, this measure comes at a high
cost in terms of tax revenue.®

The third measure considered is an increase in property
tax (IBl, by its Spanish abbreviation). Specifically, a 60%

increase in IBl is simulated.® Unlike the two previous
measures, an IBl hike does not have a direct impact on
restrictions on gaining a mortgage. However, the measure
entails an immediate uptick in costs for owner-occupiers
and firms that manage rental housing. As such, real estate
prices shift until they reach a new equilibrium on the
purchase and rental markets. Specifically, these changes
in taxation lead to an increase in the overall cost of owning
a home, which may lead some households to purchase a
smaller home or to choose to rent. This flow of demand
towards the rental market, along with the impact of the
price decisions made by management firms in the real
estate market, cause rent prices to rise by nearly 3% and
purchase prices to fall by around 8% (see Chart 2).
Accordingly, changes in the relative prices of both markets
eventually counteract the initial effect of the IBI hike and
result in a rise of 3.2 pp in the proportion of owner-
occupiers under the age of 35 and of 3.5 pp in those aged
35 or over (see Chart 3). The drop in house prices causes
the share of overburdened households to fall by between
1.5 pp and 2.5 pp (see Chart 4). However, rising rents
increase the housing cost burden for households
remaining in rental accommodation, with lower-income
groups being more negatively affected.

Young people have higher rates of unemployment and
part-time work, along with weaker wage growth relative to
real estate prices. Together, these factors help to partly
explain their difficulties in accessing housing, whether for
purchase or rent. In order to study the role played by
young people’s lower purchasing power in their housing
affordability difficulties, a scenario is simulated in which
the labour income of households under 35 is increased by
15%. This scenario combines, in a limited fashion, the
impact of a set of structural reforms which, for example,
may alleviate the Spanish labour market’s structural
problems and the shortfalls in human capital and worker
training. These measures would have the most positive
impact on young people’s income. The income hike has a
positive impact on housing affordability for young people
through three channels by: (i) loosening the restriction on
regular mortgage instalment amounts for households with

7 Rent prices rise because an equilibrium relationship between purchase and rental prices is assumed in the model. This means that, in practice, prices
on both markets move by the same amount, unless the measure under consideration affects each market differently. For the sake of simplicity, it is
assumed that firms operating on the real estate market are affected in the same way as households by changes in taxation of housing purchases.

8 Depending on the annual volume of real estate transactions, removing the tax burden associated with households’ housing purchases could entail a

loss of revenue of between 1% and 1.5% of GDP.

9 This figure would be equivalent to the ex ante increase in revenue needed for the structure of Spanish property and conveyancing taxes to converge

with the average of the European Union.
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enough savings to make a down payment on a home and
obtain a mortgage, (ii) allowing households without
sufficient savings to build up the necessary savings in less
time, and (iii) allowing households that choose to continue
renting to afford larger or better quality homes. In
equilibrium, the result of these effects is a 5.7 pp increase
in the share of young owner-occupiers (see Chart 3).
However, since the total housing stock remains the same,
rental and purchase prices rise by 2.7%. In equilibrium,
these effects result in a slight drop (between 1.8 pp and
2.5 pp) in the proportion of overburdened households (see
Chart 4).

The simulation exercises analysed above assume that
the aggregate housing supply, i.e. the existing housing
stock, is rigid. This assumption is made to isolate the
role of various housing affordability challenges faced by
households and, moreover, enables approximation of
the current relatively rigid supply situation on the
Spanish market. However, one of the consequences of
an unchanging housing stock is that the effects of
housing affordability policies are limited by their effects
on real estate asset prices. In addition, the assumption
of a rigid housing supply does not allow the effects of
various policies that influence the housing stock and
composition of the supply to be taken into account. In
particular, the possible mobilisation of existing non-
residential housing for sale or rental and incentives for
new housebuilding.

To illustrate the importance of housing supply for price
dynamics and affordability, three additional scenarios are
simulated: (i) an increase in the housing stock of 1% per
year for ten years;'® (i) this growth in housing stock,
combined with the increase in IBI discussed previously;
and (jii) this growth in housing supply, accompanied by
structural policies that entail higher incomes for young
households. As Chart 2 shows, under all three scenarios
the fall in house prices and rentals is significant, between
9% and 19%, in equilibrium. However, the impact on the
proportion of young homeowners varies considerably.
Under the scenario of an increase in the housing supply
but with none of the other measures considered under
scenarios 2 and 3, the proportion of young homeowners
decreases by around 1 pp. However, the greater ability to

save at an early age, owing to greater rental affordability,
means that the proportion of homeowners aged
over 35 increases by 3.4 pp. When the growth in housing
supply is combined with the increase in IBI or with higher
incomes for young people, the proportion of young
homeowners climbs by 5.1 pp and 4.1 pp, respectively. At
the same time, the greater ability to save as a result of
lower rents pushes up home ownership for households
aged over 35 by 6.2 pp and 5.8 pp, respectively.
Affordability relating to housing costs also improves, and
more so when the growth in supply is combined with
either of the two other measures considered (see Chart 4).

Overall, based on the model used, the simulations
presented show that the measures that have the most
positive impact on housing affordability (home ownership
and rentals) are those affecting housing supply and
household income determinants. Measures that impact
final prices — through lower taxes on transactions — with
no accompanying supply measures have a very high cost
in terms of revenue and may exacerbate housing
affordability difficulties among lower-income households.
Introducing public guarantees for house purchases would
have a limited impact, as the low income levels of many
rental households with no savings mean they are able to
assume only limited leverage. Increases in recurrent
property taxes, in addition to generating efficiency gains
in the design of the tax system, could help ease
affordability problems. Nevertheless, these tax changes
would have greater impact if they were accompanied by
growth in supply.

In any event, the outcomes of the different scenarios
presented, and the conclusions drawn, should be viewed
with caution. Despite considering the main characteristics
and constraints that affect the Spanish housing market,
and the decisions faced by households over their lifetime,
the model used does not capture the key characteristics
of the market, mainly on the supply side. These limitations
could affect the final impact of the policies considered.
Specifically, there are three elements not included in the
model used that are of particular significance in the case
of Spain: () young people’s emancipation decisions;
(i) second homes and empty properties; and (iii) social or
affordable rental housing.

10 This increase is assumed to be in the private sector, distributed in equilibrium between rental and home ownership, and would mean more than

doubling current new housing production.
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0.0
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Billions (10°%)

Millions

Basis points

Percentage points

Not available

Nil, non-existence of the event considered or insignificance
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Less than half the final digit shown in the series
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