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Abstract

This document presents a detailed analysis of the structure of general government spending
in Spain and its recent evolution in comparison to the rest of the European countries. The
weight of Spanish public spending is similar to that of neighbouring countries, although
below the average for a reference group of European countries (EU-15). Thus, in 2019
the level of public spending stood at 42% of GDP compared to 46% in the EU-15, with
a corresponding lower weight of public revenue (39.2% compared to 46% in the EU-15).
In terms of the composition by expenditure items, Spain has a relatively high weight
compared to other European countries in items such as social benefits (pensions and
unemployment) and debt interest payments, but a relatively lower weight in items such as
education and public investment. According to the available evidence, a composition of
public spending with a lower weight in investment and education is usually associated, in
the medium term, with lower rates of potential growth of the economy, and a lower capacity
of public redistributive policies to reduce inequality (due to the lesser role of pre-market
redistributive policies, which affect the level of skills of economic agents).

Keywords: General government, public spending, public finances, economic growth, role
of the public sector.

JEL classification: H11, H51, H52, H54, H55, H61.



Resumen

Este documento presenta un analisis pormenorizado de la estructura del gasto publico en
Espafa y de su evolucion reciente, en comparacion con el resto de los paises europeos.
Espafia presenta un peso del sector Administraciones Publicas (AAPP) asimilable al de
los paises de su entorno, aunque se encuentra, en relacién con un grupo de referencia de
paises europeos (UE-15), con niveles por debajo del promedio. Asi, en 2019 el nivel de gasto
de las AAPP se situd en el 42% del PIB, frente al 46% de la UE-15, con un correspondiente
menor peso de los ingresos publicos (el 39,2%, frente al 46% de la UE-15). En términos
de la composicion por partidas de gasto, Espafia muestra un peso relativamente elevado,
desde una perspectiva europea, en partidas como las prestaciones sociales (pensiones y
desempleo) y los pagos por intereses de la deuda, pero un peso relativamente menor en
partidas como la educacioén y la inversién publica. De acuerdo con la evidencia disponible,
una composicion del gasto publico con un menor peso en inversién y educacién suele
estar asociada, a medio plazo, con tasas inferiores de crecimiento potencial de la economia
y con una menor capacidad para reducir la desigualdad —por el menor papel de las
politicas redistributivas premercado, que afectan al nivel de competencias de los agentes
economicos—.

Palabras clave: Administraciones Publicas, gasto publico, finanzas publicas, crecimiento
econdémico, papel del sector publico.

Codigos JEL: H11, H51, H52, H54, H55, H61.
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1 Introduction

The public policy response to the health and economic crisis prompted by COVID-19 has
driven a worldwide increase in sovereign debt levels, from what in many economies, including
Spain, were already historically high levels. This adds further pressure on government budgets,
which have already been affected by a series of global phenomena, such as population
ageing, rising inequality, digitalisation, international migration, the response to geopolitical
risks (health and even military) and the green transition. Moreover, the government spending
needs generated by some of these phenomena can be expected to rise significantly over
the coming years. In Europe, the scale of these challenges, which are common to many
economies, calls for a joint response.! However, from a domestic standpoint, thought should
be given to how public sector expenditure can be most effectively structured and sized over

the medium term to address those challenges.

In democratic societies, decisions about the proportion of the different expenditure
items in public finances, and the corresponding revenue streams that finance them, are
guided by social preferences. It is essential that these decisions be based on a prior and
thorough analysis of the extent to which each item can efficiently fulfil its purposes.? Gauging
how efficiently public spending is designed and implemented is a priority not to be taken
lightly, particularly when the evidence available for Spain points to considerable room for

improvement in some very important expenditure items.?

However, the levels of government expenditure and its distribution across different
items must also be assessed.* To that end, comparing the structure of Spain's public
expenditure with that of its European peers can also be informative, which is precisely the
aim of this paper. In particular, this paper sets out a detailed analysis of the structure of,
and recent developments in, government expenditure in Spain and compares them with
other European countries.> We use two aggregates as references throughout this paper: the
EU-15 (the European Union (EU) prior to the accession of ten new countries on 1 May 2004)
and the EU-28 (the EU immediately prior to the withdrawal of the United Kingdom).® Both
definitions are artificial, given that the United Kingdom ceased to be an EU member on

31 January 2020, but we consider them a useful representation of Spain’s European peer

See Arce et al. (2020) or Hernandez de Cos (2021a).
For an overview of this topic, see, among others, Schuknecht (2020).
For further details, see the Spending Review conducted by the Independent Authority for Fiscal Responsibility (AIReF).

AW N =

This paper does not cover the above-mentioned and highly significant topic of the efficiency of government expenditure.
For a recent review of some of the papers that address this topic from an international comparative standpoint, see
Afonso, Jalles and Venancio (2021a) and Afonso, Jalles and Venancio (2021b). However, the measurement and cross-
country comparison of aggregate public sector efficiency are based on methodologies, such as the estimation of
production possibility frontiers, whose results are overly dependent on the assumptions used. In the absence of a
precise methodology for conducting international comparisons of public sector efficiency, the study and cross-country
comparison of expenditure levels are a first step towards a more comprehensive assessment of the optimal functioning
of the public sector.

5 For related papers, see the contributions in Lago and Martinez-Vazquez (2016).

The EU-15 comprises Austria, Belgium, Denmark, Finland, France, Germany, Greece, Ireland, Italy, Luxembourg, the
Netherlands, Portugal, Spain, Sweden and the United Kingdom. The EU-28 comprises these same countries plus
Bulgaria, Croatia, Cyprus, Czech Republic, Estonia, Hungary, Latvia, Lithuania, Malta, Poland, Romania, Slovakia and
Slovenia.
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group before and after the 2004 enlargement. While we use both references in this paper, in
some comparisons we give greater priority to the EU-15 aggregate, given the more readily
available time series for the 1980s and 1990s for this group and that it includes a set of

countries with a history of EU membership more in line with that of Spain.

According to the analysis, in 20197 general government expenditure in Spain stood
below the average for the EU-15 both as a percentage of GDP and in real terms (i.e. adjusted
for inflation) per capita, and in both metrics was among the lowest four EU-15 countries in terms
of government expenditure. As compared with levels in the 1980s, government expenditure
has increased by 15 percentage points (pp) of GDP and has nearly tripled per capita in real
terms. This is testimony to Spain having established a modern welfare state over the last
four decades,® with a fiscal system?® that is capable of providing it with stable funding over
the medium term and is comparable to those of its European partners. However, although
government expenditure in Spain reached 42% of GDP in 2019, compared with 46% for the
EU-15, the government revenue ratio was 39.2% compared with 46% for the EU-15. This
lower level of government revenue than the government spending it is required to finance
has been a constant since the onset of the 2008 financial crisis, driving up the public debt-
to-GDP ratio from 35.8% in 2007 to 118.4% in 2021. It also underscores the importance
of striking a better balance between expenditure and revenue for the levels expected by

society for each of these.

In terms of the share of each expenditure item, in Spain items such as social benefits
(pensions and unemployment benefits) and debt interest payments account for a relatively
high proportion, in relation to its European peers, whereas items such as education and
public investment make up a relatively low share. In other words, the structure of public
spending in Spain appears more skewed towards items linked to social protection as
compared with the EU-15 average. In particular, the proportion of expenditure earmarked
for social protection-related items is 41.3% for Spain and 40.7% for the EU-15, while public
investment and capital transfers represent 6.7% of expenditure for Spain and 8.5% for the
EU-15. Expenditure on education accounts for 9.5% of total spending in Spain, compared
with 10.8% for the EU-15, which translates into per capita spending of €1,163 in Spain,
compared with €1,915 for the EU-15 (taking into account the cross-country differences in

per capita income).

Spending on public investment and on education both have a critical impact on
the accumulation of physical and human capital in the economy. Indeed, there is extensive
empirical evidence suggesting that the accumulation of productive public capital acts

as a significant catalyst for private investment, which fosters productivity gains for the

7 This paper uses 2019 as a time reference to facilitate the comparisons across time references and geographical areas,
since in 2020 (the last year for which data are available according to the classification of the functions of government
(COFOG)) those comparisons could be distorted by the uneven effects of the pandemic.

For an analysis of government expenditure developments from a historical perspective, see Comin (1988).
9 For a detailed analysis of the structure of government revenue in Spain, see Lopez-Rodriguez and Garcia Ciria (2018).
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economy overall.”® Similarly, higher spending on education would boost the accumulation
of human capital by workers and business owners, which would help increase both their
level of individual productivity and aggregate efficiency." Thus, these spending items have
a positive effect on the economy’s potential growth and, therefore, on the sustainability of
public debt and on the economy’s net financing capacity. The declining share in budgets
of public spending on capital has been identified at the global scale as a factor that has

dampened potential growth in a broad set of both developed and developing economies.?

Furthermore, it is important to highlight that these government expenditure items
also help reduce inequality and strengthen intergenerational equity. According to the
taxonomy proposed by Rodrik and Stantcheva (2021), a distinction can be drawn between
pre-market redistributive policies (e.g. public education) and post-market redistributive
policies (e.g. social benefits), with the former being just as effective, if not more so, than
the latter.’® Indeed, the evidence available suggests that inequality is lower in European
countries than in the United States due, above all, to the role of “pre-distribution” policies.™
These considerations are particularly important against a backdrop in which factors such
as demographic trends and changes in the productive system relating to the digitalisation
process and the green transition will require significant investment in training to ensure that

workers can participate in the labour markets of the future.

Lastly, this paper also explores two important differential aspects for Spain as
compared with the average for the European reference countries: greater volatility in public
spending throughout the economic cycle and highly decentralised spending. First, Box 1
analyses how the cyclical components affect the performance of fiscal variables in Spain,
finding that Spain has a higher degree of fiscal volatility than the EU, which may be linked
to the response to larger fluctuations in macroeconomic variables. Second, Box 2 explores
and sets in context the highly decentralised nature of public spending in Spain, more than in
the European countries of reference, which reflects the asymmetry between the sub-central

expenditure powers and the tax autonomy of these tiers of government.

The rest of this paper is organised as follows. Section 2 discusses certain
methodological aspects regarding the scope of this study. Section 3 analyses the recent
dynamics and levels of public spending in Spain compared with other European countries.
Section 4 examines the structure of public expenditure by economic classification, while
Section 5 does likewise by functional classification. Lastly, Section 6 offers some final

considerations.

10 See Deleidi (2022).

11 See Barro (2001).

12 See Ardanaz et al. (2021) and Delgado-Téllez et al. (2022).

13 According to the authors, pre-market or pre-distribution policies are those that affect the endowments that agents
bring to the production process (e.g. skills or education), while post-market policies are those geared towards reducing
the inequality that emerges after determining the income levels in the economy (e.g. public transfers or other aspects
of social protection).

14 See Blanchet, Chancel and Gethin (2022).
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2 Definition of “public spending” and time references for the comparison

Comparing the levels of provision of public goods and services across countries is a
complex task that demands a precise definition of what is being studied. To determine the
calculation scope of the relevant public spending, the European system of national accounts
(ESA) distinguishes between an entity’s market activity and non-market activity. An entity
controlled by general government which is shown to be a market corporation is classified
in the corporation sector, outside the “general government sector”, and, therefore, so are
its spending, deficit and debt levels. General government control is defined as the ability to
determine the general policy or programme of an institutional unit.’® Thus, the ESA refers
to the “public sector” as the sum of the “general government sector”'® and those public
institutional units that are under general government control, despite engaging in a market
activity and being classified outside the “general government sector”. However, broadly
speaking, the limitations of the data available preclude international comparisons of the
“public sector”, given the significant cross-country differences in the institutional form in
which many public services — such as healthcare, education, utilities and motorways — are
delivered, with varying proportions of public or private participation and differences in the
market or non-market approach. Therefore, in this paper we use the narrower definition of
“public sector” spending that is typically employed in the reference literature, referring to this

interchangeably as “public spending” or “general government spending”.

Regarding the time references used for the comparison, in this paper we focus on
a detailed review of public spending dynamics in recent decades, with a particular focus
on 2019. This is the last year for which full information is available on the main relevant
classifications (economic and functional). It should be noted that the findings set out here
accurately reflect the fundamentals of the Spanish public sector as compared with other
European countries, and that the more recent developments associated with the COVID-19
health crisis and their subsequent (and ongoing) normalisation do not alter the findings of

this paper (see Chart A2.1 in Annex 2).

15 For specifics, see paragraphs 2.35 to 2.38 of Regulation (EU) No 549/2013 of the European Parliament and of the
Council of 21 May 2013 on the European system of national and regional accounts.

16 Sector S.13 in ESA 2010 includes all institutional units which are non-market producers whose output is intended for
individual and collective consumption, and are financed by compulsory payments made by units belonging to other
sectors, and institutional units principally engaged in the redistribution of national income and wealth.
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3 Developments in public spending from an international perspective

Since the 1960s, public spending has increased as a percentage of GDP in a very wide range
of countries. Indeed, this ratio has doubled for the EU-15 group of countries over the last six
decades, rising from 23% in 1960 to nearly 46% in 2019, although it has held virtually flat
in the last 20 years (see Chart 1.1). Spain has been no exception, with the public spending-
to-GDP ratio climbing from 22% in 1960 to 42% in 2019 (see Chart 1.2). This trend is even
more pronounced when government expenditure is measured in terms of the per capita
spending ratio in purchasing power parities (PPPs),'” a metric that has more than doubled in
both Spain and the EU-15 in the last 20 years (see Chart 1.3). The literature has documented
a positive association between increases in GDP per capita and rising public spending as a

percentage of GDP."®

Growth in public spending was a common trend among European countries in the
second half of the last century. However, that growth was more pronounced in the case
of Spain, which had comparatively lower levels in the 1970s, leading the country’s public
spending-to-GDP ratio to converge with that of the EU-15. As a percentage of GDP, the
public spending gap between Spain and the EU has narrowed in the last 40 years, especially
since the start of the 2008 financial crisis (see Chart 2.1). Thus, the gap between Spain and
the arithmetic mean of the EU-15 decreased by 12 pp in that period. It should be noted that
this reduction owed to the increase in spending as a percentage of GDP in Spain (15 pp),
which more than offset the rise in the same ratio in the EU-15 (less than 3 pp) (see Chart 2.2.).
Conversely, in recent years there has not been a similar narrowing of the gap between per
capita spending in Spain and in the EU. In terms of euro per capita, both nominal and
adjusted for PPP, the gap between spending in Spain and in the EU-15 and the EU-28
has widened slightly since 1999 (see Chart A2.2 in Annex 2)," reflecting the differences in

population and income dynamics during this period.

All told, in 2019 the level of government spending as a percentage of GDP (or per

inhabitant) in Spain stood slightly above the European average, although there is marked

17 PPPs are a statistical adjustment that allow prices to be measured for a comparable basket of goods and services
across different countries. By taking into account the differences in purchasing power and reflecting the prices in a
common currency (for instance, euro purchasing power standard (PPS) according to the Eurostat methodology or
international dollars under the methodology used by the Organisation for Economic Co-operation and Development
(OECD)), this adjustment allows nominal economic variables to be compared across different countries (isolating those
variables from differences in price levels or exchange rates).

18 The relationship between economic development and public sector size has received a great deal of attention in the
literature. Although there is consensus over the positive association between the two variables, there is still debate
over the direction of causality (see Afonso and Furceri (2010) and Durevall and Henrekson (2011)). In a seminal paper,
Wagner proposed the theory that economic development runs in step with a secular increase in government activities
and functions (Wagner (1890)). This finding has given rise to subsequent reinterpretations and refinements (Peacock
and Wiseman (1961) and Musgrave (1969)). The economic literature has proposed various theoretical frameworks to
understand and rationalise the relationship between government size and economic development (see, for example,
Barro (1990)), and a variety of empirical assessments have been formulated (Ram (1986)).

19 Interms of PPP-adjusted euro, the per capita spending ratio between Spain and the EU aggregates has held relatively
stable in the last two decades (at around 90% and close to 70% in relation to the EU-28 and the EU-15, respectively).
Given the secular increase in per capita spending, the gap has increased during this period by some €1,100 PPS
compared with the EU-28 average and by around €1,700 PPS compared with the EU-15 average (see Chart A2.2 in
Annex 2).
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Chart 1
PUBLIC SPENDING AND ECONOMIC GROWTH
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SOURCES: Eurostat, OECD, Penn World Table and IMF.

Chart 2
COMPARISON OF PUBLIC SPENDING
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Chart 3
PUBLIC SPENDING IN EU COUNTRIES, THE UNITED STATES AND JAPAN IN 2019
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cross-country heterogeneity. The distribution of the public spending-to-GDP ratio showed
a high level of dispersion in 2019, with public spending amounting to more than 50% of
GDP in some countries (such as France, Finland and Belgium) and less than 30% of GDP
in others (such as Ireland). In the case of Spain, public spending as a proportion of GDP
stood at 42%, slightly below the average for the EU-28 (43%) and for the EU-15 (46%) (see
Chart 3.1). However, from a broader comparative perspective, these values are higher than
those recorded in other reference advanced countries, such as the United States (38%) and
Japan (39%). In per capita and PPS terms, government spending in Spain stood at €12,232
in 2019, compared with the EU-28 average of €13,987 and the EU-15 average of €17,464
(see Chart 3.2). That figure is also lower than for Spain’s closest neighbours, such as France
(€18.866 PPS) and ltaly (€14,912 PPS), but also for the United States (€17,085 PPS).2°

However, it is worth noting that the level of public spending in Spain is high
compared with other European countries when expressed as a ratio of public revenue.
General government budgetary constraints explain the close relationship between the levels
of expenditure and revenue in the different countries (see Charts 4.1 and 4.2). In 2019 Spain
had a higher level of expenditure than revenue (with a spending-to-GDP ratio of 42% and
a revenue-to-GDP ratio of 39.2%). Spain's spending-to-revenue ratio in that year stood
at 107%, above the average for the EU-15 and for the EU-28 (both around 100%), which,
in broad terms, would be consistent with a balanced budget (see Chart 4.3). Per capita
public spending in Spain amounted to €12,223, well above the per capita public revenue of

€11,399. These figures compare with per capita spending of €17,464 on average for the EU-

20 Public spending as a percentage of GDP and in per capita terms is also lower for Spain than for the European
aggregates when considering a broader time horizon that includes the average for the last two decades (see Chart A2.3
in Annex 2).
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Chart 4

RELATIONSHIP BETWEEN PUBLIC SPENDING AND REVENUE IN 2019

1 PUBLIC SPENDING AND REVENUE AS A PERCENTAGE OF GDP
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2 PUBLIC SPENDING AND REVENUE IN EURO PER CAPITA
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15, less than the public revenue figure of €17,849 (€13,987 and €14,169, respectively, for the

EU-28). In other words, in 2019, in average terms, Spanish general government spent €833

per capita that was not offset on the revenue side, while in the average EU-15 country per

capita spending was €385 lower than per capita revenue.
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4 The structure of public spending by economic classification

Under the “economic classification” approach, public spending is grouped into five main
categories: final consumption, social benefits, investment, interest and other current
transfers. Final consumption expenditure includes three main categories: compensation
of employees, intermediate consumption (e.g. purchase of medical equipment)
and the payment of other taxes on production (e.g. immovable property tax paid by
general government). Spending on social benefits in cash (e.g. contributory and non-
contributory pensions and unemployment benefits), as well as social transfers in kind
(e.g. spending on medication dispensed by pharmacies or government-subsidised
privately-run education, healthcare and social services). Investment expenditure mainly
refers to gross fixed capital formation (i.e. spending on assets used in the production
of public goods and services for a period of more than a year, such as the construction
of a technology park or the purchase of software) and capital transfers (the transfer of
public funds for capital expenditure by other economic agents). Interest expenditure
represents the category of spending derived from property income, which almost
exclusively comprises interest payments for servicing public debt. The final category,
other current transfers, includes the provision of VAT- and gross national income-based
EU own resources, along with the other current transfers (e.g. current spending on
international cooperation, payments of compensation and payments linked to lotteries

and gambling). Annex 1 includes a detailed description of all five categories.

Two categories, social benefits and compensation of employees, make up the bulk
of public expenditure in both Spain and the EU as a whole. Specifically, social benefits?'
accounted for 43.9% of total spending in 2019 in Spain and 42.8% for the EU-15 (39.2% in
the EU-28), while compensation of employees represented 25.7% in Spain and 23.4% for the
EU-15 (see Chart 5.2).22 In other words, around seven out of ten euro in public spending are
earmarked for social benefits or compensation of employees. As a percentage of GDP, the
sum of both spending categories amounts to 29.3% in Spain, compared with the average of
30.2% for the EU-15 and 27.7% for the EU-28 (see Chart 5.1).

Spending as a percentage of GDP is lower in Spain than in the EU-15 in all
categories except for interest expenses and, marginally, compensation of employees.
In 2019, most of the economic classification categories contributed to the difference in
total spending as a percentage of GDP between Spain and the EU aggregates (-1 pp
compared with the EU-28 and -3.5 pp compared with the EU-15) (see Chart 5.1).
Compared with the EU-28 average, social benefits and interest expenses are the only
two expenditure items where Spain has a notable positive gap (1.4 pp and close to
1 pp of GDP, respectively). Interest expenditure made up 5.4% of the total for Spain,

compared with 2% for the EU aggregates. In terms of per capita expenditure, interest

21 The higher relative spending on social benefits does not owe to the inclusion in this category of social transfers in kind.
Excluding this component, spending on social benefits in Spain in 2019 amounts to 37.6%, 4 pp higher than the EU-15
average and 5.6 pp more than the EU-28 average.

22 This spending distribution is similar to the average distribution in the last two decades (see Chart A2.4 in Annex 2).
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Chart 5
PUBLIC SPENDING BY ECONOMIC CLASSIFICATION
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payments is the only category where spending is higher in Spain than in the EU-15 and
the EU-28. Adjusting for the cross-country differences in purchasing power, in 2019
Spain spent €125 more per person on interest payments than the EU-15 average and
€227 more than the EU-28 average (see Charts 5.3 and 5.4).
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The relative proportions of the different categories have changed over the last
two decades, with social benefits gradually gaining in prominence. Average EU-15
spending on this category grew as a share of total expenditure by 0.3 pp in 1999-2019,
reaching 43% of total spending. This change was more pronounced in the case of Spain,
with an increase of 0.5 pp, from 39% to 44% of the total (see Charts 5.5 and 5.6). These
changes in the relative proportions took place as interest expenses lost prominence and
to the detriment of other items such as public investment expenditure. In the EU-15, the
share of this latter category has declined in the last 20 years from 10% to 8.5%, while
in Spain its relative importance nearly halved (from 13.2% to 6.7%). These trends are
reflected in the literature, which points to the growing importance of welfare expenditure
at the expense of other items such as investment expenditure.? This phenomenon, which
owes in part to demographic reasons and social preferences, is highly significant in that
spending on social benefits (which is subject to tighter economic policy restrictions)

generates greater rigidity in the structure of public spending.
The main spending categories by economic classification are analysed below.

4.1 Expenditure on social benefits

In 2019, spending on social benefits amounted to 18.4% of GDP in Spain, compared to 17%
for the EU-28 and 19.5% for the EU-15. The 2008 crisis significantly drove up spending on
this item, both for the European aggregates and in Spain. However, the increase in spending
on social benefits as a percentage of GDP was more pronounced and longer lasting in Spain
than in the EU-15 or the EU-28, with growth of more than 4 pp that, in contrast with other
countries, is yet to show signs of correction (see Chart 6.1). Thus, in terms of this spending,
Spain currently stands midway between the averages for the EU-15 and the EU-28. In per
capita terms, in 2019 spending on social benefits amounted to €5,363 in Spain (adjusted
for cross-country price differences), compared with €7,482 for the EU-15 and €5,627 for the
EU-28 (see Chart 5.4).

Spending on social benefits is largely determined by expenditure on pensions,?
which in Spain accounted for more than two-thirds of spending on social benefits and
close to 30% of total general government spending in 2019, equivalent to 12.6% of GDP
(see Chart 6.1).5 In addition to pension expenditure, spending on social transfers in kind

purchased on the market is also notable (14.3% of total spending), and includes acquisitions

23 See Delgado-Téllez et al. (2022). This is known as “social dominance”: the relative growth of social expenditure items
as a result of the demographic trends and preferences in developed countries.

24 Expenditure on pensions comprises the categories of contributory pensions (those recognised by social security
systems for individuals who meet certain requirements and have made earnings-related contributions; they include
retirement pensions, permanent disability pensions or survivor’s pensions), direct social benefits (mainly under pension
schemes for public sector employees and paid to, among other groups, public sector employees or their beneficiaries
upon old age or death) and non-contributory pensions (which cover retirement or disability benefits for individuals who
have made no earnings-related contributions or not enough to qualify for a contributory pension).

25 According to the European Commission’s Ageing Report (European Commission (2021)), pension expenditure in Spain
amounted to 12.3% of GDP, slightly above the arithmetic mean of the EU-15 (11.2%) and of the EU-27 (9.9%) (both
aggregates excluding the United Kingdom). However, as pointed out in de la Fuente, Garcia Diaz and Sanchez Martin
(2020), these comparisons must factor in the degree of population ageing in each economy.
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Chart 6
PUBLIC SPENDING ON SOCIAL BENEFITS
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by general government of goods and services produced by market producers that are
supplied to households without any transformation (e.g. medicines or recreational or cultural
services) (see Chart 6.2). Meanwhile, expenditure on unemployment benefits represents 8%
of total spending on social transfers, although this percentage is far higher during downturns

(17% in 2009), which contributes to greater cyclicality in government expenditure.2®
The recent and future dynamics of pension expenditure are conditioned by

demographic trends and legislative changes. In the last two decades, spending on social

protection has grown in a number of metrics: as a percentage of GDP, in euro per capita

26 Box 1 assesses the cyclicality of public spending in Spain compared with the EU.
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terms and as a proportion of total government expenditure. This has come in parallel with
progressive population ageing, a phenomenon that will intensify in the coming decades:
according to the latest estimates by AlReF, the working age population as a percentage
of the total population could decline by around 10 pp by 2050, to 57% (see Chart 6.3).
On the most recent estimates, this demographic deterioration, together with recent
legislative changes,?” would increase pension expenditure by more than 4 pp of GDP
in the period 2019-2050 to nearly 17% of GDP.28 Cost developments associated with
population ageing in general, and with pensions in particular, underline the importance
of pursuing budgetary reforms to reconcile the level of social protection demanded by

society with long-term fiscal sustainability.?®

4.2 Expenditure on investment

At present, in terms of expenditure on investment and capital transfers, Spain stands at
the lower end of the distribution of European countries. In 2019 this ratio was 2.8% in
Spain, well below the average for the EU-15 (3.8%) and for the EU-28 (4.3%). Excluding
capital transfers,*° government investment stood at 2.1% in Spain, 0.9 pp below the EU-15
average and 1.4 pp below the EU-28 average (see Chart 7.1). Of the EU-28 countries,
only Portugal recorded a lower level of investment (1.8% of GDP). In PPP-adjusted euro
per capita, Spanish government expenditure on public investment and capital transfers
in 2019 (€824) represented just 53% and 58% of the average spending per capita in the
EU-15 and the EU-28, respectively.

In Spain, in contrast with other European countries, the financial crisis prompted
a very significant change in public investment dynamics. Although investment expenditure
was very high as a percentage of GDP in 2009, having risen steadily since the start of the
21st century, this trend came to an end after 2009, with such expenditure falling far more
sharply in Spain than in the EU-15 or the EU-28 (see Chart 7.1). Specifically, as a percentage
of GDP, investment expenditure in Spain rose from above the 75th percentile of European
countries in 2009 to below the 25th percentile in 2019.3

27 See Law 21/2021 of 28 December 2021 guaranteeing the purchasing power of pensions and establishing other
measures to strengthen the financial and social sustainability of the public pension system.

28 See AlReF (2020). According to European Commission (2021) projections, pension expenditure could rise to 16.6% by
2050 (up by 4.2 pp on the ratio recorded in 2019). Nearly two-thirds of this increase would owe to legislative changes
that link pension expenditure to changes in inflation. The rest of the increase would stem in part from the reversal
of other legislative amendments (such as the repeal of the sustainability factor) and from changes in demographic
structure and the macroeconomic environment.

29 See Hernandez de Cos (2021b).

30 Total capital expenditure comprises public investment (known as “gross fixed capital formation” in National Accounts)
and spending on capital transfers (i.e. general government transfers to other sectors for investment spending). This
latter item also includes reclassifications of firms as general government entities, such as the recent classification of the
Spanish Asset Management Company (Sareb) and the toll motorways managed by ACESA reverting to State control.

31 Public investment expenditure stood at very high levels in 2009 and 2010, mainly due to the fiscal stimulus implemented
in response to the 2008 global financial crisis. In Spain, much of this fiscal action (the “Spanish Plan for Stimulating
the Economy and Employment”, commonly known as “Plan E”) was implemented through local governments, with
total stimulus of around 1.2 pp of GDP. In terms of structure, the low level of Spanish general government investment
compared with the average for the EU-15 and for the EU-28 is evident across all public spending functions. Thus, in
Spain and both the EU-15 and the EU-28, investment expenditure is concentrated in spending on economic affairs
and general services (including basic research) (see Chart A2.5 in Annex 2).

20 DOCUMENTO OCASIONAL N.° 2217


https://www.airef.es/wp-content/uploads/2020/09/PREVIS-DEMOGRAFICAS/200928-Documento-T%C3%A9cnico-previsiones-demogr%C3%A1ficas-y-gasto-en-pensiones.pdf
https://ec.europa.eu/info/sites/default/files/economy-finance/ip148_en.pdf
https://repositorio.bde.es/bitstream/123456789/14833/1/do2106e.pdf

Chart 7
PUBLIC SPENDING ON INVESTMENT
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The public investment/business investment ratio is also low compared with
European peers. Despite a similar performance to the European average in the period
1999-2007, there was an a very marked decoupling thereafter (see Chart 7.2). Specifically,
the ratio rose more sharply in Spain in 2008-2010, but fell far more heavily in 2010-
2019. Thus, in 2019 general government investment represented 15.4% of business
investment in Spain, which was the second lowest level among EU-28 countries, higher
only than Ireland. Based on the assumption that public capital increases the marginal
productivity of private factors, this disconnect between public and private investment
could lead to efficiency losses, in that higher productive public capital could drive up

private investment.3?

These developments have reduced general government investment to below

asset depreciation rates, leading to a reduction in the public capital stock which was

32 For a seminal paper on the relationship between public investment and long-term activity, see Baxter and King (1993).
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particularly acute in terms of the stock of intangible assets.®® In real terms, in 2019 the
intangible capital stock (mainly including net cumulative investment in software and R&D)
stood at levels similar to those at the end of the 20th century (see Chart 7.3), due to the
fact that, since 2010, gross investment has not managed to cover capital depreciation
(see Chart A2.8 in Annex 2). In the case of tangible assets and public infrastructure,
the stock of public capital has also declined, albeit at a significantly lower rate than for

intangible assets.

Investment expenditure, particularly on certain asset types, can help bolster the
economy’s potential growth and, thus, fiscal sustainability. In the medium and long term,
the fiscal multipliers associated with increases in public investment are substantially higher
than those linked to increases in public consumption.®* This owes to the effects generated
through productivity gains, which, along with other transmission mechanisms, increase the
economy’s productive capacity and foster synergies between public and private investment.3®
The final impact of higher public investment on activity in the medium and long term crucially
hinges on the sensitivity of output to installed public capital. Thus, investment in items more
closely linked to productivity (e.g. intangible assets, such as R&D) would be associated with

greater economic buoyancy in the medium and long term.*

4.3 Expenditure on interest

Interest expenditure is high in Spain compared with other European countries. Spending on
this category represented 2.3% of GDP in 2019, well above average for the EU-15 (1.6%)
and the EU-28 (1.4%) (see Chart 8.1).%" In per capita terms interest spending amounts to just
over €600, which, adjusted for PPP, is 23% and 28% higher than the average for the EU-15
and the EU-28, respectively.

In the case of Spain, interest expenditure has increased significantly in recent years,

clearly overtaking the average for the EU-15 and the EU-28. In 2008, interest expenses

33 Public assets are classified into basic tangible assets (including investment in housing and other construction, transport
equipment, machinery and equipment, etc.), basic intangible assets (mainly software and R&D) and public infrastructure
(including publicly-owned water infrastructure and road, rail, airport and port infrastructure, along with local government
urban infrastructure). See Ivars and Pérez Garcia (2021). In terms of real gross investment, on average in 1999-2019, tangible
assets, infrastructure and intangible assets represented 53%, 41% and 6%, respectively, of total investment. In the case of
public infrastructure, these largely, but not exclusively, materialised through general government investment. This investment
is supplemented by that of other corporate public sector entities, which account for most investment in rail, port and airport
infrastructure (see Pérez and Solera (2017) and Chart A2.6 of Annex 2). Further, some infrastructure and public services are
provided through public-private partnerships, which are particularly widespread in Spain (along with other countries such as
Portugal, United Kingdom, Greece and Ireland). According to International Monetary Fund (IMF) data, on average in 1999-
2017, investment through such partnerships represented 0.2% of GDP (PPP-adjusted). Like that of general government, this
investment is currently low (0.04% of GDP), although it reached 0.4% of GDP in 2006 (see Chart A2.7 of Annex 2).

34 See Ramey (2021) for a discussion on the determinants of the multipliers of public investment. Alloza, Burriel and Pérez
(2019) provide empirical estimates of those multipliers in Spain and other European economies.

35 SeeAlloza, Leiva-Leon and Urtasun (2022) for an analysis of the relationship between public and private and investment.

36 IMF (2021) sets out evidence that investment in research (e.g. basic research) has a positive impact on long-term
growth, and even on the development of new greener technologies. According to the authors, by expanding the tax
base, such investments could pay for themselves in a decade.

37 The interest expenditure category is actually called “property income expenditure” and includes, in addition to interest
spending, items such as rent on land. However, these non-interest items represent a negligible share, with interest
expenditure accounting for around 99.97% of total property income expenditure in Spain in 2019.
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Chart 8
PUBLIC SPENDING ON INTEREST
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as a percentage of GDP stood at 1.4% in Spain, compared with 2.5% on average for the
EU-15. These developments are in keeping with the rise in government debt, which was
more pronounced in Spain.®® Indeed, the countries with higher debt-to-GDP ratios also have

higher interest expenditure (see Chart 8.2).

Thus, interest expenditure moves in close step with public debt levels, although this
relationship is conditioned by the government debt maturity structure. Given that interest
expenditure depends on the implicit interest rate on government debt, rather than on the
cost of new issuances (the marginal rate), an increase in the average maturity of government
debt means that higher financing costs have a less noticeable effect on interest expenditure,
which may even continue to decline for a time.*® In any event, the highly accommodative
monetary policy stance — which has helped to reduce public debt financing costs by keeping
key policy rates low and through asset purchase programmes — has resulted in a gradual

decline in interest expenditure over the last few years.

Although the monetary policy stance has helped to curb public expenditure in
recent years, thanks to its impact on the interest burden, the attendant risks should not be
underestimated. Amid high government indebtedness, any persistent increases in interest rates

(for a given output growth rate) would exert upward pressure on interest expenditure, which

38 The interest expenditure-to-GDP ratio can be broken down into the product of the public debt-to-GDP ratio and the
ratio of interest expenditure to the stock of public debt (i.e. the implicit average interest rate on outstanding public
debt). The interest expenditure differential between Spain and the EU-15 has changed sign during the last two decades
as a result of changes in both factors. Between 2008 and 2019 the public debt-to-GDP ratio increased by around
60 pp in Spain, nearly triple the average increase for the EU-15 In the same period, the implicit average interest rate fell
more sharply in the EU-15 (-2.2 pp) than in Spain (-1.7 pp).

39 Between 2002 and 2019 the average maturity of government debt increased by one year to 7.55 (8 years in
September 2021).
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would be a cause for concern when it comes to fiscal sustainability. Further, in such a scenario
the scope for either fiscal or stabilisation policy action in response to possible adverse shocks
would be limited. Thus, it would be a good idea to set aside at least part of the fiscal headroom

generated by monetary policy so as to restore scope for fiscal policy action in the future.

4.4 Expenditure on final consumption

The general government final consumption expenditure category encompasses various
items, focused on the provision of goods and services to households and the community.
Notable among these expenditure items are compensation of employees and intermediate
consumption. Overall, government consumption expenditure in Spain currently stands at
close to 16% of GDP (1 pp less than that of the EU-15 and the EU-28).

Compensation of employees is the main general government consumption item.
In Spain, this category represents 57% of overall public consumption and around 10.8% of
GDP (see Chart 9.1), which is close to the average for the EU-15 (10.6% of GDP) and the
EU-28 (10.7%). At present, €2,865 per capita is earmarked for compensation of employees,
which, adjusted for cross-country purchasing power differences, is 23% lower than the EU-

15 average and 9% lower than the EU-28 average.

This item accounts for varying shares of spending in different countries, which
reflects the heterogeneity in how the provision of public goods and services is structured at
the institutional level. Thus, a government might opt to provide services such as education
or healthcare directly, with employees in these sectors included in the general government
workforce. Alternatively, it might acquire part of these services from private entities
(through spending on social transfers in kind via market producers). The different shares of
spending on compensation of employees and on transfers in kind reveal various institutional
idiosyncrasies in the provision of public goods and services (see Chart 9.2). The balance
reached by Spain is similar to the EU-28 average. However, some countries (e.g. Denmark
and Romania) have opted to give greater prominence to the direct production of goods and
services through general government, while others (Germany and the Netherlands) opt for a
model in which a higher share of such goods and services are purchased on the market. In
any event, these institutional dissimilarities underline the importance of a cautious approach

to interpreting the cross-country expenditure differences in some categories.

The ratio of compensation of employees can be broken down into average salary
per employee and ratio of general government employees to GDP. For instance, compared
with the EU-15 average, Spain has a slightly lower cost per employee (some €10,000)* (see
Chart 9.3), but a higher concentration of general government employees per unit of GDP
(2.5 workers per million euro of GDP vs 2.2 for the EU-15) (see Chart 9.4). Conversely, as

compared with the EU-28 average, Spain has a higher cost per employee, although this

40 Note that much of these differences owe to the cross-country heterogeneity in purchasing power and in other non-
salary compensation items, such as actual and imputed social contributions.
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Chart 9
PUBLIC SPENDING ON COMPENSATION OF EMPLOYEES
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is offset by its lower ratio of employees per unit of GDP. This difference owes, in part, to a

number of factors related with the structure and organisation of the public sector. Thus, for

instance, a sizeable volume of spending on education and healthcare being implemented

within the scope of general government (rather than in the private sector) results in a higher

percentage of public employees compared with other EU countries that have different

institutional arrangements.*!

41 See Hernandez de Cos, Moral-Benito and Pérez (2016) and Pérez et al. (2016) for a broader discussion of these
aspects and the difficulties associated with comparing the levels of public employee compensation across different

countries.
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5 The structure of public spending by functional classification

According to the “functional classification”, public spending breaks down into ten divisions
based on the purpose of the expenditure:*2 general public services (including interest accrued
on government debt, contributions to the EU budget, general government operating expenses
and basic research), defence (including military spending and foreign military aid), public
order and safety (including police and justice services, along with fire-protection services),
economic affairs (subsidies for different economic sectors, hiring incentives and support for
worker training, or the reclassification as public of expenditure via public-private partnerships),
environmental protection (mainly waste management), housing and community amenities (urban
development, water supply and street lighting), health, a group called “recreation, culture and
religion” (which includes the provision of recreational, cultural and sporting services), education

and social protection (including pensions and other social transfers).

The composition of spending by functions should be analysed with caution.
Specifically, cross-country comparisons of the expenditure by purpose are subject to some
uncertainty, especially in some functional groups, such as spending on health or social
protection, owing to the institutional differences between countries. For instance, in the case
of health, some countries (such as Norway and Denmark) have a system that is entirely
public, while others (such as Germany) operate a combined public and private system.*

See, for example, ECB (2009) for a more detailed description.

The five largest functions account for around 90% of total spending. Social
protection, health, economic affairs and education are the categories that make up the
bulk of public expenditure, both in Spain and in the average for the EU-15 and the EU-28.

However, there are certain cross-country differences in the spending functions.

Relative to the size of its economy, public spending in Spain is lower than the average
for the EU-15 in the largest spending functions. However, in some comparatively smaller
spending categories (such as public order and safety, environmental protection and recreation,
culture and religion), public expenditure in Spain is slightly higher than the EU-15 average (see
Chart 10.1). As compared with the EU-28, spending in Spain is higher in social protection
(1.3 pp higher) and, to a far lesser extent, in environmental protection, public order and safety,
and general public services. In all of the functions, per capita spending is lower in Spain than in
the EU-15 average. This difference is only positive (albeit marginally) when compared with the

EU-28 average in the environmental protection category (see Charts 10.3 and 10.4).

42 This spending breakdown, known as the classification of the functions of government (COFOG), is based on a
methodology published by the United Nations and is consistent with National Accounts. The ten functional divisions
in turn break down into a maximum of nine groups or sub-items. The COFOG classification has a third level of detail,
known as “classes”, although this breakdown is not implemented in some countries, including Spain.

43 In the case of social protection, it is especially important to take into account the relationship between the social
security and tax systems in each country. For instance, in some countries social transfers are taxed similarly to labour
income (e.g. ltaly). In others, however, social transfers are entirely or partially tax free (e.g. unemployment benefits in
Germany). This distinction means that, in principle, two countries with the same net spending on social protection (i.e.
once taxes are taken into account) may reflect different levels of spending on this item if one of them implements said
spending in gross terms (i.e. providing transfers subject to tax).
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Chart 10

PUBLIC SPENDING BY FUNCTIONAL CLASSIFICATION

1 SPENDING BY FUNCTION IN 2019. AS A PERCENTAGE OF GDP
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Turning to composition by item, Spain gives greater prominence to spending on

social protection and on public order and safety. In 2019, spending in Spain on social

protection amounted to 41.3% of the total (4.3 pp and 0.6 pp higher than the average for the

EU-28 and the EU-15, respectively) (see Chart 10.2). Spending on public order and safety
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was slightly higher in Spain than the average for the EU-15 and for the EU-28 (by 1 pp and
0.2 pp, respectively). Less significantly, government expenditure was also higher in Spain
than for either EU aggregate in the categories of general public services and environmental
protection. In addition, Spain spent more than the EU-15 average on economic affairs and

recreation, culture and religion.

General government spending on education is significantly lower in Spain than in
the EU based on the different metrics considered.* Thus, as a percentage of GDP, spending
on this function was 4% in Spain and 4.9% on average for the EU-15 and the EU-28. This
meant that per capita spending (adjusted for purchasing power differences) in 2019 was
around €1,160 in Spain, which represented just 61% of per capita spending for the EU-15
(€1,915) and 73% of that for the EU-28 (around €1,600). Thus, as a share of total expenditure,
spending on education accounted for 9.5% of total public spending in Spain, compared with
10.8% and 11.5% on average for the EU-15 and the EU-28, respectively.

The relative importance of the different spending items, according to the
functional classification, has varied over time, with a progressive increase in “social
spending”. In particular, social spending (which includes health, education and social
protection) has gained relative importance both in Spain in the other European countries
during this period (see Charts 10.5 and 10.6).*® In the case of the EU-15, the share of
social spending increased by 6 pp in 1999-2019, compared with a more pronounced rise
of 10 pp in Spain (from 55% to 65%).

5.1 Expenditure on healthcare

Healthcare spending concentrates a large amount of funds both in Spain and in the
EU. In both cases spending for this purpose increased by around 1 pp of GDP between
1999 and 2019. However, it should be highlighted that this increase comprises two sub-
periods with relatively different performances: a significant increase between 1999 and
2008 and a slightly downward trend thereafter (see Chart 11.1). Thus, in 2019 healthcare
expenditure in Spain accounted for 6% of GDP (0.8 pp less than the EU-15 average
and 0.2 pp less than the EU-28 average). This amounts to €1,615 per person or, in PPP
terms, €1,770 PPS, compared with the EU-15 average of €2,658 and the EU-28 average
of €2,075.46

In Spain, spending on healthcare is more intensive in remunerations rather than in

social benefits, as the main provider of this service is general government.#” Spending on

44 This was also true in the average for the last two decades. See Chart A2.9 of Annex 2.

45 See Delgado-Téllez et al. (2022).

46 These figures were likely affected by higher growth in healthcare expenditure in 2020, due to the effects of the
COVID-19 pandemic. Based on the provisional data available for Spain, healthcare expenditure increased at a year-
on-year rate of 12% in 2020, three times the average growth of the previous three years.

47 Like education expenditure, healthcare expenditure is highly decentralised in Spain (in both cases, more than 90% of
spending is implemented at regional level). Box 2 provides a more detailed analysis of the decentralisation of public
expenditure in Spain.
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Chart 11
PUBLIC SPENDING ON HEALTH
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healthcare in 2019 related mainly to compensation of employees (45%), spending on social
benefits and transfers in kind purchased on the market*® (26 %) and intermediate consumption
and other final consumption expenditure (around 25%) (see Chart 11.2). Jointly, these three
components account for roughly 95% of total spending on healthcare. These components
have a similar joint importance in the EU-15 average (93%), although the percentage spent
on compensation of employees is 10 pp lower than in Spain. This difference owes to the
different model of healthcare provision: while in Spain many of these services are provided
by general government, other countries provide these services via purchases on the market

(for example, through healthcare contracts).

48 The social transfers category in Chart 11.2 is divided into two components: total social benefits and social transfers in
kind (STiKs) purchased on the market. In the case of spending on healthcare, STiKs are, by far, the largest component
(in 2019 they accounted for close to 92% of total healthcare social transfers, or €18,120 million). STiKs include items
such as pharmaceutical spending or spending on healthcare contracts.
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By sub-function, spending on hospital and outpatient services accounts for the bulk
of healthcare expenditure. Both in Spain and in the EU-15, these two items represented 78%
of healthcare expenditure in 2019, although there are differences in their relative distribution:
the share of spending on hospital services is lower in Spain and is offset by the larger
share of spending on outpatient services (see Chart 11.3). In terms of its composition, in the
case of Spain spending on outpatient and hospital services relates largely to compensation
of employees, which represents 65% and 45% of total spending on these sub-functions,
respectively. The importance of intermediate consumption should also be highlighted in both
cases, owing, inter alia, to pharmaceutical expenditure in hospitals. Spending on STiKs is
also significant in the outpatient and hospital services category, as it includes spending
on healthcare contracts (which amounted to €6,117 million in 2019).*° Lastly, almost all
spending on social transfers is concentrated in the medical products, appliances and
equipment category (99.9%), which includes, among other items, pharmaceutical spending
totalling €11,111 million in 2019.5° Of note in this respect is the introduction in 2012 of the

pharmaceutical copayment, which helped reduce spending in this category.®!

5.2 Expenditure on education

Although expenditure on education as a percentage of GDP in Spain has followed a
similar pattern, it has remained below the EU averages for the past two decades. With the
exception of the 2008-2009 crisis period (which saw a significant decline in GDP), spending
on education relative to GDP in Spain has remained relatively stable at around 4%, 1 pp
below the EU-15 and EU-28 averages (see Chart 12.1). This gap in education expenditure
is also observed in the lower relative importance of this heading in total expenditure (9.5%
in Spain, compared with 10.8% in the EU-15 and 11.5% in the EU-28) and in the per capita
figures (adjusted for purchasing power differences, per capita expenditure in Spain was
almost 40% lower than in the EU-15 and 27% lower than in the EU-28).

Spending on education relates mainly to compensation of employees, although in Spain the
higher relative share of spending on social transfers stands out. Both in the EU countries and
in Spain, compensation of employees is the largest expenditure category (representing around
65% for the European aggregates and almost 70% in Spain)®? (see Chart 12.2). In Spain the

social transfers category accounts for a higher percentage than at European level (16% in 2019

49 See Intervencion General de la Administracion del Estado (2021). This figure means social transfers accounted for
almost 80% of spending on outpatient and hospital services in 2019.

50 In addition to pharmaceutical spending, this category also includes spending on prosthetics and vehicles for people
with disabilities, which amounted to €178 million in 2019.

51 More broadly, Royal Decree-Law 16/2012 of 20 April 2012 on extraordinary measures to ensure the sustainability
of the National Health Service and improve the quality and safety of its services, significantly reduced healthcare
expenditure. According to the Stability Programme Update 2013-2016, this reduction amounted to €3,053 million in
2012, of which €1,047 million owed to reductions in STiKs from market producers (which mainly affect spending on
pharmaceuticals and healthcare contracts).

52 Spending on compensation of employees in Spain has been influenced in recent years by two opposing factors. On
the one hand, this expenditure item was curbed by the wage freeze in 2014 and 2015 and the temporary elimination
in 2012 of the December extra payroll for general government employees as a consequence of the raft of fiscal
measures adopted to meet the stability targets. On the other, the gradual payment from 2015 onwards of the withheld
extra payroll and wage increases (1% in 2016 and 2017, 1.75% in 2018 and 2% in 2019) put upward pressure on
expenditure on compensation of employees during those years.
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compared with 6.3% and 5.3% in the EU-15 and EU-28, respectively). This reflects the different
institutional arrangements for the provision of education services. Thus, in Spain this category
almost exclusively comprises STiKs and mainly includes spending on state-subsidised privately-
run schools.®® In 2019, regional governments, responsible for more than 90% of spending
on education, spent approximately €6.6 billion on state-subsidised privately-run schools,

representing close to 83% of total expenditure on education-related social transfers.* The “other

53 And on other smaller items, such as school transport, canteens and textbooks.

54 This expenditure reflects the importance of state-subsidised privately-run schools in Spain compared to other
countries. Thus, according to the report on the state of the education system prepared by the State School Council
on the basis of the Eurostat database (see Consejo Escolar del Estado (2021), pp. 379-380), the share of primary and
secondary students enrolled in publicly-owned schools is lower in Spain (68.5% in 2019, compared with 84.4% for
the EU aggregate). The remaining students are largely enrolled in private institutions dependent on public financing
(27.7%), with a small percentage enrolled in independent private institutions (3.8%).
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current transfers” category includes spending on scholarships,*® which accounts for a slightly
smaller share than in the European aggregates. However, this difference is significantly higher
in the investment and capital transfers category, which in 2019 represented 3.5% of total
spending on education in Spain, far below the figure for this category in the EU-15 (8.3%) and
the EU-28 (9%)).

By sub-function, approximately three out of every four euro spent on education are
spent on pre-primary, primary and secondary education. However, in Spain spending on
pre-primary and primary education accounts for a higher percentage than in the EU (5-6 pp
higher) to the detriment of other categories, especially expenditure on university education,
which stood at 14% of total education expenditure in Spain, compared with 17% for the

European aggregates in 2019 (see Chart 12.3).

5.3 Expenditure on economic affairs

Spending on economic affairs is more procyclical than other spending, with greater volatility
in Spain. Thus, during the first decade of the period 1999-2019, this component, as a
percentage of GDP, followed an upward trend, particularly in Spain (see Chart 13.1). In fact,
in the years leading up to the 2008 crisis, spending on economic affairs in Spain exceeded
that of the European aggregates. However, in the second decade of this period expenditure
in this category declined continuously, and more so in the case of Spain.*® Given this
volatility, Spain’s higher average spending on economic affairs for this two-decade period
(both relative to GDP and relative to total spending)® is not representative of the current
situation. Thus, in 2019 spending on economic affairs in Spain stood at 4% of GDP, 0.3 pp
and 0.8 pp below the EU-15 and EU-28 aggregates, respectively. In relative terms, the
percentage of general government spending on this category in Spain in 2019 (9.5%) was,
however, similar to that in the EU-15 (9.3%), but slightly lower than in the EU-28 (11.2%).
In per capita terms, the differences are more marked at present: per capita spending on
economic affairs reached €1,158 in Spain in 2019, 70% and 77% of the amounts for the
EU-15 and the EU-28, respectively.

In terms of its composition, spending on economic affairs is largely determined by
investment expenditure. Although the relative share of investment and other capital expenditure in
spending on economic affairs has declined over time, it is still the main determinant both in Spain
(84% of total expenditure) and in the EU (34% and 37% of total expenditure in the EU-15 and
the EU-28, respectively) (see Chart 13.2). Indeed, economic affairs accounted for almost half of

total investment expenditure by Spanish general government in 2019 (1.4 pp of total investment

55 As part of its evaluation of public spending, the AIReF carried out a study, finding that although university scholarships
help to achieve equality in access to higher education, there is room for improvement in areas such as the grants for
students who change residence, the economic eligibility criteria and the information on access to these scholarships
and the application procedure. See AlReF (2019) for more details.

56 Except for the spending peak recorded in 2012, when aid was channelled to the financial sector through the FROB
pursuant to Royal Decree-Law 24/2012.

57 See Chart A2.9 in Annex 2.
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Chart 13
PUBLIC SPENDING ON ECONOMIC AFFAIRS
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expenditure and capital transfers, which amounts to 2.8% of GDP).%® Subsidies are the second
most important instrument for implementing spending on economic affairs, representing a similar
share of total spending on economic affairs in Spain and the EU-15 (slightly above 23%). In the
case of Spain, this category includes, among other concepts, the amounts earmarked to cover

the tariff deficit of the electricity sector, which in 2019 represented almost 30% of total subsidies.>®

58 Total expenditure on investment and capital transfers includes numerous non-recurring events that affect public
spending. For instance, in 2015 expenditure of around €1.3 billion implemented via public-private partnerships in
previous years was reclassified as public investment. In 2018 control over certain toll roads reverted back to the
State, which led to an increase of €1.8 billion. In 2019 the Insurance Communications Consortium was reclassified
within the general government sector, increasing public spending for that year by €1,109 million.

59 The tariff deficit of the electricity sector arises from the shortfall between revenues generated through regulated tariffs
and operating costs. Although the debt stemming from the accumulation of these deficits has been decreasing
since 2014 (following the implementation of Law 15/2012 of 27 December 2012 and Royal Decree-Law 9/2013 of
12 July 2013 adopting urgent measures to ensure the financial stability of the electricity system), subsidies aimed at
correcting this deficit amounted to €3,365 million in 2019. Part of this amount is also used to cover the extra cost of
electricity generation in non-mainland territories (50% of which is financed out of the State Budget).
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Two-thirds of total expenditure on economic affairs are accounted for by two sub-
functions: (i) transport, and (ii) economic, commercial and labour affairs. The joint importance of
these two sub-functions is similar in Spain and in the EU-15, although their relative size differs:
in Spain, the former represented 37 % of total spending on economic affairs in 2019 compared
to0 29% for the latter (49% and 21%, respectively, for the EU-15 aggregate) (see Chart 13.3). In
the case of Spain, spending on the transport sub-function mainly includes capital expenditure
(both gross fixed capital formation in new infrastructures and reclassifications, such as certain
toll roads reverting to central government control) and expenditure through subsidies.°
Within the economic, commercial and labour affairs sub-function, subsidies granted to social
security funds (around €2.6 billion in 2019) were particularly noteworthy. These subsidies were
mainly earmarked for hiring incentives to promote employment and for training for workers in
employment through the National Public Employment Service. This sub-function also includes
a large amount of capital transfers (almost €3 billion in 2019), which reflect both accounting

reclassifications and expenditure relating to asset protection schemes (APSs).®!

5.4 Expenditure on general public services

The level of general government expenditure on general public services is similar in Spain
and in the EU. In 2019 the gap in spending on this item between Spain and the EU-15 had
narrowed by more than 1 pp compared with 2010 (see Chart 14.1), with this expenditure
standing at similar levels in Spain and in the EU-28 (5.5% of GDP). As a percentage of total
spending, Spain allocates slightly more to this item than the EU aggregates: 13% in Spain
vs 12.8% and 12.5% in the EU-15 and the EU-28, respectively.5?

The composition and dynamics of spending on general public services are determined
by the importance of interest expenditure. In 2019, the share of interest expenditure in total
spending on general public services stood at 42% (or somewhat more than €28 billion),
14 pp and 16 pp above the EU-15 and EU-28 averages, respectively (see Chart 14.2).
The significance of interest expenditure also explains the above-mentioned dynamics,5®
especially the peak in expenditure on general public services in 2013 amid tensions in the
sovereign bond market and its subsequent deceleration after the unconventional monetary
policy measures adopted by the European Central Bank (ECB), which led to a reduction in

the financing costs of the euro area economies.®*

By sub-function, besides the significance of public debt-related transactions there

are other notable differences between Spain and the EU in important items, for example in

60 A significant part of the subsidies in the transport category was granted at the regional level. Of particular note in 2019
were the allocations to the Madrid Regional Transport Consortium and the Consortium of the Metropolitan Transport
Authority of Catalonia.

61 Expenditure on APSs refers to the guarantees provided to financial institutions by the FROB or the Deposit Guarantee Scheme
to cover potential credit portfolio losses after a bank restructuring process. In 2019, APSs amounted to €1,819 million.

62 Despite having grown over the last decade, in 2019 per capita spending in Spain on general public services stood at
€1,590 PPS, less than in the EU-15 (€2,206 PPS) and the EU-28 (€1,756 PPS).

63 Note the similarities in the dynamics of total interest expenditure (see Chart 8.1) and spending on general public
services (see Chart 14.1).

64 See Burriel, Marti and Pérez (2017).
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Chart 14
PUBLIC SPENDING ON GENERAL PUBLIC SERVICES
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general services

tiers of govt. I

Transfers between

spending on basic research. Debt transaction expenditure is the greatest determinant of
spending on general public services (see Chart 14.3), accounting for up to 43% in Spain (far
above the EU-15 and EU-28 figures of 29% and 28%, respectively). This item includes not only
interest payments, but also other expenditure, for example on financial intermediation services
indirectly measured (FISIM), which reflects the indirect remuneration obtained by financial
institutions in public debt-related transactions.®® The next largest sub-functions by size are:
(i) spending on executive and legislative bodies, financial and fiscal affairs and foreign affairs

(which includes, for example, spending on diplomatic delegations and, especially, contributions

65 FISIM is calculated indirectly based on the difference between the interest rate effectively paid (or received) and
the reference rate. Such expenses are classified as intermediate consumption and totalled just over €1 billion in
2019 (although they reached €2.5 billion-€3 billion during the period 2013-2015, close to 30% of total intermediate
consumption within the general public services category during this period).
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to the EU budget)® and (ii) spending on general services (which includes general government
spending that cannot be assigned to a specific function).” These two items jointly account
for most of the spending on compensation of employees in total general public services
expenditure (around 85%). The next sub-function by relevance is spending on basic research,®®
which is primarily implemented through gross fixed capital formation (and, to a lesser extent,
compensation of employees and intermediate consumption) and accounts for almost two out
of every three euro of total investment expenditure in the general public services category
(see Chart 14.2). In Spain, spending on basic research represented 8.2% of total spending
on general public services in 2019, 2 pp below the EU-15 average. However, this difference is
more marked in per capita terms: the spending in Spain amounted to €150 PPS, which is only
53% of the EU-15 average. It should be noted that the amount of spending on basic research
is closely related with productivity growth and innovation, and is therefore relevant in designing

public finances whose composition is conducive to economic growth.®°

5.5 Expenditure on social protection

Spending on social protection increased substantially after the 2008 crisis in the EU as a whole,
although its subsequent buoyancy relative to GDP was stronger in the case of Spain. As a result,
this expenditure now has a higher relative share in Spain than in the EU. Social protection is the
largest expenditure item by size both in Spain and in the EU, although with some cross-country
differences. Relative to GDP, the gap in social protection expenditure between Spain and the
EU has narrowed markedly in recent decades and has changed sign in the case of the EU-28
(see Chart 15.1). This owed, first, to the effects stemming from the 2008 crisis (which particularly
influenced spending on social protection in Spain, increasing it by 3.3 pp between 2007 and 2009)
and, second, to the greater buoyancy of this item in Spain over the last decade,” in contrast to

the trend observed in the EU. Thus, in 2019 spending on social protection in Spain stood at

66 Contributions to the EU budget are established based on VAT (a 0.3% rate is applied to each EU country’s harmonised
VAT base, which is capped at 50% of its gross national income) and a percentage determined by each country’s
gross national income. The EU also raises own resources from customs duties on imports to the EU and, from
1 January 2021, from a contribution from EU countries based on the quantity of non-recycled plastic packaging waste.
Overall, contributions to the EU budget represent an important item which exceeded €10 billion in 2019 (more than
half of the expenditure on this sub-function and around 15% of total spending on general public services). From the
economic transaction standpoint, this expenditure is classified as “other current transfers” (see Chart 14.2).

67 Including, for example, expenditure relating to resource planning, compilation of statistics, etc. Much of this expenditure
is implemented at sub-national level, especially through local government (which represents 73% of spending on this
sub-function of general services). Developments in this expenditure item have been affected by the measures aimed
at streamlining general government, in the framework of the Commission for Government Reform. In the case of local
government, these reforms were enshrined in Law 27/2013 on the streamlining and sustainability of local government.

68 Unlike applied research, basic research seeks to increase scientific knowledge in a general, theoretical way, without
necessarily having immediate practical applications.

69 The link between investment in basic research and total factor productivity growth has been reported in the economic
literature for decades, with documented evidence of a causal empirical relationship between both variables (see Nelson
(1959) and Mansfield (1980)). In fact, some recent studies show that basic research could have a higher economic impact
than other types of R&D. For instance, Akcigit, Hanley and Serrano-Velarde (2021) construct and estimate a microfounded
model which distinguishes between basic and applied research. Their conclusions show that, given its complementarity
with applied research, subsidies specifically designed to encourage basic research would be the most effective policies to
support R&D, as they have a positive effect on productivity, innovation and social well-being. Gruber and Johnson (2019)
reached similar conclusions about the positive effect associated with public investment in basic research, especially when
it is concentrated around populated areas with good physical infrastructure and highly educated workforces.

70 Of all general government expenditure functions in Spain, the social protection item is the only one that has grown
faster than GDP in the latter years of the sample considered, with such spending up by 16.9% between 2015 and 2019
compared with GDP growth of 15.5%.
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Chart 15
PUBLIC SPENDING ON SOCIAL PROTECTION
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17.4% of GDP, 1.2 pp below the EU-15 and 1.2 pp above the EU-28.”" However, in relative terms,
Spain devotes a larger share of spending to social protection than the European aggregates:
41.3% vs 40.8% in the EU-15 and 37% in the EU-28. In per capita terms, and bearing in mind the
cross-country differences in purchasing power, spending on social protection in Spain (€5,362
PPS) was similar to that of the EU-15 (€5,052 PPS) but lower than in the EU-28 (€7,171 PPS).

International comparisons of spending on social protection must take into account
institutional differences between countries. For example, such comparisons may be distorted
if social transfers are not taxed homogeneously across countries (these transfers may be tax

exempt in some countries) or when there are other factors of the fiscal framework that affect

71 Relative to total government receipts, Spain was the EU country with the fourth highest social protection expenditure
in 2019 (44.3%, above the EU-15 average of 40.7% and the EU-28 average of 37.2%).
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the “net” proportion of social protection spending at the disposal of beneficiaries. To make
these comparisons possible, the OECD proposes a definition of net social expenditure that
includes, in addition to social protection, other expenses relating to healthcare and active
labour market policies.” Importantly, the definition of net social spending also takes into
account the different tax arrangements that may distort comparisons between countries.
This correction allows for a more accurate comparison of the budgetary effort in the area of
social policy.” The latest OECD calculations (for 2017) suggest that social spending in Spain
stood at 21.3% of GDP, slightly above the EU-15 average (20.7%). When analysing social
spending as a proportion of total public spending, it is worth highlighting that the social
spending effort in Spain is 51.6%, which far exceeds the EU-15 average (45.4%). In fact,
according to this metric, Spain would be the second EU-15 country in terms of its ratio of

net social spending to total public spending, behind only Germany.

By its very nature, spending on social protection materialises mainly through social
benefits. Indeed, in Spain social benefits accounted for 93% of spending on this item, the vast
majority of which were social benefits other than STiKs (see Chart 15.2). In Spain, this spending
is primarily implemented through social security funds and represents somewhat more than
80% of social protection expenditure.” This is similar to the EU-15 and the EU-28, where social

transfers account for slightly less than 90% of total expenditure on social protection.

The structure of spending on social protection by sub-function is similar in Spain
and the EU. Of note in both cases is the significance of spending on transfers associated
with old age (i.e. pensions),” which accounted for between 54% and 56% of total spending
on this item in Spain, the EU-15 and the EU-28 in 2019 (see Chart 15.3). This similarity
can also be seen in the second largest category: spending on social protection related to
illness and disability (around 15% of spending in this category in both Spain and the EU).
Conversely, there are some differences in items such as spending on unemployment,’ which
concentrates 9.3% of spending on social protection in Spain, compared with 5% and 6% in
the EU-28 and EU-15, respectively.

5.6 Expenditure on other items

The remaining spending categories represent a lower percentage of total public spending
(12% in Spain, 1 pp more than in the EU-15 and 1 pp less than in the EU-28). Given its
smaller size, this spending depends on GDP to a greater extent. This set of expenditure

items currently represent between 5% and 5.5% of GDP in Spain and in the EU (see

72 The social protection expenditure mentioned in this section represents somewhat more than 70% of the OECD’s
definition of “gross” social spending (i.e. before taking into account institutional differences).

73 See page 37 of the OECD’s report on social spending: OECD (2019).

74 Another 10% of expenditure on social protection is assigned to central government, mainly to cover pension schemes
for public sector employees.

75 For more details about the institutional framework of the pension system in Spain and its medium-term challenges, see
the Banco de Espafa’s contribution to the work of the Committee for the Monitoring and Assessment of the Toledo
Pact Agreements in Hernandez de Cos (2021b).

76 The differences in spending on survivors’ pensions (which comprises widows’ and orphans’ pensions) and on family
and children reflect differences in the institutional design of these benefits and are also noteworthy.
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Chart 16
PUBLIC SPENDING ON OTHER FUNCTIONS
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Chart 16.1) and are mainly implemented through general government consumption

expenditure’” (see Chart 16.2).

This expenditure category comprises five items, with some differences between
Spain and the EU. Ranked by size, the largest item in Spain is spending on public order and
safety (see Chart 16.3), which includes resources allocated to police services, fire-protection
services, law courts and prisons. In Spain this type of spending represented 4.3% of total
public spending in 2019 (see Chart 10.2), approximately the same as in the EU-28 (4.1%)
and slightly more than in the EU-15 (3.4%). In GDP terms, spending on public order and

safety accounted for a similar but marginally larger share than in the EU-15 and the EU-

77 General government final consumption expenditure represents 80% of total spending on these categories in Spain
(75% in the EU), owing mainly to spending on compensation of employees.
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28 (1.8% compared with 1.5% and 1.7%, respectively). In second place is expenditure on
recreation, culture and religion, which includes recreational and sporting services, cultural
services, broadcasting and publishing services and religious and other community services.
This spending represented 2.7 % of total expenditure in Spain in 2019 (2.5% and 2.9% in the
EU-15 and EU-28, respectively) and 1.1% of GDP. Expenditure on environmental protection
comes third, and includes waste and wastewater management, pollution abatement and
protection of biodiversity and landscape.” Its share in total spending rose to 2.1% in Spain in
2019, slightly above the EU-15 and EU-28 figure of 1.7%. As a share of GDP, this expenditure
reached 0.9% in Spain, 0.1 pp and 0.2 pp above the EU-15 and EU-28 expenditure,
respectively. Fourth is defence spending, which includes spending on military defence, civil
defence, foreign military aid and defence-related R&D. In Spain, this expenditure was lower
than in the EU and amounted to 2% of total spending (0.8 pp of GDP), compared with
2.4% in the EU-15 (1.1 pp of GDP) and 2.9% in the EU-28 (1.2 pp of GDP). The last item
is spending on housing and community amenities, which comprises categories relating to
urban planning, community development, water supply and street lighting.” In Spain, this
item accounted for 1% of total spending in 2019 (0.4 pp of GDP), a similar but marginally
lower figure than in the EU-15 (1.1% of total spending, 0.5 pp of GDP) and the EU-28 (1.6%
of total spending, 0.7 pp of GDP).

78 This type of expenditure is highly decentralised in Spain: over 70% is executed by local government.

79 Spending on housing and community amenities is implemented mostly at sub-national level: in 2019, local government
was responsible for 63% of this spending, while regional governments were responsible for 36%.
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6 Conclusions and future work streams

This document analyses the level, dynamics and composition of public spending in Spain
and compares it with other European countries. The analysis yields two main conclusions.
First, the weight of the government sector in Spain is comparable to that of its European
peers, although it lies in the lower range of a reference group of European countries (EU-15),
with below-average levels and requiring a level of public revenue to finance expenditure well
below the average of the reference countries. Second, the composition of public spending
in Spain is skewed towards items such as pensions and unemployment benefits, to the

detriment of other items like education and investment.

These study's findings bring into view two elements that should be borne in mind
when designing medium and long-term public spending policies. First, although the current
level of public spending in Spain lies in the lower range of its European peers, it is high
in relation to its level of government receipts. Thus, any increase in the level of public
spending in Spain would only be fiscally sustainable if it is accompanied by measures on
the public revenue side. This is particularly important considering how certain global trends
may put additional upward pressure on public spending levels. These include demographic
dynamics® (which, under the system’s current parameters, will significantly drive up pension
expenditure linked to population ageing) and trends associated with the energy transition to

a more sustainable model.®"

Second, it is important to consider the composition of government expenditure and
how it may affect economic growth.®? In particular, any process of fiscal normalisation and
consolidation after the pandemic should be designed to keep the adjustment from falling
on those public expenditure items that are most conducive to long-term growth, such as
investment and education, which are underfunded in Spain compared with the EU as a whole.
Moreover, it should be noted that these items contribute decisively to reducing inequality and
strengthening intergenerational equity in their role as pre-production redistributive policies.
In fact, according to the available evidence, differences in items such as public spending on
education explain the lower levels of inequality in European countries relative to the United

States to a greater extent than tax-based redistributive policies.®

Regardless of its level and composition, analysing and evaluating the effectiveness
and efficiency of public spending is vital. All general government spending should be subject
to evaluation to help identify sources of inefficiency and promote the most effective policies

to achieve the objectives being pursued. This factor is especially relevant in the current

80 For adiscussion of this issue from a medium-term perspective, see, inter alia, Hernandez de Cos, Jimeno and Ramos
(2017) and Hernandez de Cos (2021b).

81 Seg, inter alia, Banco de Espana (2020), Islam (2022) and Darvas and Wolff (2022).

82 See Cepparulo and Mourre (2020) for an analysis of the compatibility of the composition of spending in Europe with
economic growth.

83 See Rodrik and Stantcheva (2021).

84 See Blanchet, Chancel and Gethin (2022).
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context, in which the arrival of European funds linked to the Next Generation EU programme

is giving public spending a significant boost.°

Lastly, it is particularly important to analyse how social preferences about public
spending policies may have changed in the wake of recent events such as the pandemic,
the crisis triggered by the invasion of Ukraine by Russia or the global pick-up in inflation. In
particular, these episodes may end up affecting the future composition, level and dynamics
of public spending and the sustainability of public finances. While it is far too early to assess
the magnitude and persistence of such changes, it is only natural that analysing them should

be the next step after this paper.

85 See, inter alia, the discussion in Banco de Espana (2021) and Alonso et al. (2022).
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Box 1
CYCLICALITY OF PUBLIC SPENDING

The cyclicality of fiscal policy is the degree to which budgetary
developments reflect economic fluctuations. From a conceptual
standpoint, fiscal policy in general, and public spending in particular,
should be countercyclical in nature, with expenditure increasing
during recessions to stabilise the economic cycle and decreasing
during upswings to create fiscal space for future action." However,
the available evidence shows that various factors, such as, inter alia,
economic policy constraints or non-compliance with the existing
framework of fiscal rules, give rise to procyclical fiscal policies.?

Table 1
SENSITIVITY OF PUBLIC SPENDING TO GDP

Public spending in Spain has a more procyclical and volatile behaviour
than in the euro area, particularly in the case of consumption
expenditure and government investment. Transfers to households,
which include unemployment expenditure, have a countercyclical
behaviour, in that they are negatively correlated to economic activity
(see Chart 1). This is true both in Spain and in the euro area,® although it
is more evident in the latter case. However, government consumption
(which includes compensation expenses) and government investment
act procyclically in Spain, in contrast to the euro area. Moreover, fiscal

Volatiity ~ Volatiity
t-4 +3 t-2 t-1 t t+1 t+2 t+3 t+4  relativeto GAIVet0
the euro
GDP area
Spain
Total expenditure -0.02 0.00 0.05 0.05 0.10 0.14 0.18 0.25 0.32 1.59 1.61
Transfers to households -0.42 -0.41 -0.37 -0.33 -0.23 -0.12 0.03 0.21 0.35 1.56 1.97
Government consumption -0.01 0.07 0.21 0.29 0.35 0.41 0.44 0.44 0.47 1.77 2.42
Government investment 0.27 0.32 0.35 0.35 0.32 0.30 0.28 0.26 0.29 7.41 2.44
Euro area
Total expenditure -0.238 -0.24 -0.22 -0.20 -0.17 -0.07 0.02 0.14 0.25 1.15 1.00
Transfers to households -0.17 -0.27 -0.37 -0.45 -0.50 -0.47 -0.34 -0.16 0.03 0.92 1.00
Government consumption -0.16 -0.16 -0.13 -0.10 -0.06 0.01 0.11 0.23 0.34 0.86 1.00
Government investment 0.02 0.09 0.16 0.19 0.22 0.24 0.27 0.31 0.37 BI5S 1.00

SOURCE: Alloza, Burriel and Pérez (2019).

NOTE: Rows 2-9 show the correlation between the cyclical component of the fiscal variable in the period t+h and the cyclical component of GDP in the
period t. The cyclical component is extracted with a Hodrick-Prescott filter on the natural logarithm of the variables, using a smoothing factor of 1,600.

All variables are expressed in real terms using the GDP deflator.

Chart 1
RELATIVE VOLATILITY OF SPENDING ON TRANSFERS TO HOUSEHOLDS
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SOURCES: Eurostat and Alloza, Burriel and Pérez (2019).

1 See, for example, Lane (2003).

Chart 2
RELATIONSHIP BETWEEN VOLATILITY OF UNEMPLOYMENT AND SOCIAL
TRANSFERS IN SPAIN
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2 See Hauptmeier, Sdnchez Fuentes and Schuknecht (2015) or Eyraud, Gaspar and Poghosyan (2017).
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Box 1
CYCLICALITY OF PUBLIC SPENDING (cont’d)

variables in Spain are more volatile than in the euro area. For example,
government investment (a variable that tends to fluctuate more
than proportionally to the economic cycle) is 2.4 times more volatile
in Spain than in the euro area.

Part of the higher volatility observed in the fiscal variables in Spain
may owe to a greater fluctuation of the macroeconomic variables,
but the unexpected excess volatility may be harmful for economic
activity. A comparison with individual European countries also
reveals Spain’s more volatile fiscal variables. For instance,
spending on transfers to households shows a higher relative
volatility in Spain than in Germany, France and ltaly, and more so
in the period following the 2008 crisis (see Chart 1). Part of this
volatility may be due to the fluctuations observed in the underlying
macroeconomic variables, which would be passed through to the

Chart 3
PUBLIC SPENDING ADJUSTED FOR CYCLICAL EFFECTS
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spending needed to cover the risks associated with such variability.
In this regard, volatilities in transfers to households in Spain have
a positive correlation with the fluctuations observed in the labour
market (see Chart 2). Several recent papers find that any volatility
in the fiscal variables not aimed at reducing the economic effects
of the cycle (unexpected volatility) could have adverse effects on
future economic growth.*

Adjusting for the economic cycle, both government receipts and
expenditure in Spain are comparatively lower than in the European
Union (EU). The cyclical adjustment of the fiscal variables is a
commonly used procedure for monitoring public finances, net of
temporary factors that can be expected to even out over time.®
Once this cyclical adjustment has been made, public (or structural)
spending is lower than in the EU-15, especially when interest

Chart 4
PRIMARY PUBLIC SPENDING ADJUSTED FOR CYCLICAL EFFECTS
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Chart 6
PUBLIC EXPENDITURE-TO-REVENUE RATIO ADJUSTED FOR CYCLICAL EFFECTS
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3 This first analysis takes as reference the euro area aggregate, due to its better coverage of the required historical quarterly data.

4 See Afonso and Furceri (2010), Fatas and Mihov (2013) and Fernandez-Villaverde et al. (2015). Under certain conditions, higher volatility in public spending may
be reflected in an increase in the volatility of the future tax burden, discouraging investment and business entry. Fernandez-Villaverde et al. (2015) estimate a
general equilibrium model to reveal how this increase in volatility, coupled with existing nominal price rigidities, could lead to a greater decline in economic activity

stemming from higher profit margins.

5 This procedure is based on an estimation of the output gap (the difference between current GDP and its potential level) and of the elasticity of the fiscal variable
under analysis with respect to the output gap. Cyclically-adjusted variables tend to be referred to as “structural” and are expressed as a percentage of potential
GDP. See Larch and Turrini (2010) for a description and critical overview of this methodology.
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Box 1
CYCLICALITY OF PUBLIC SPENDING (cont’d)

payments are removed from this definition (see Chart 3 and 4).
Moreover, the public revenue estimate once the cyclical effect
is stripped out also yields similar conclusions: the revenue-to-
potential GDP ratio in Spain is well below the EU-15 average and
lies in the lower range of the EU-28 figure (see Chart 5). When these

BANCO DE ESPANA 45 DOCUMENTO OCASIONAL N.° 2217

two estimates are analysed jointly, it can be seen that the ratio
of public expenditure to public revenue adjusted for the cyclical
effects has remained above the EU-15 average in Spain for most of
the past two decades, with the gap widening from 2014 onwards
(see Chart 6).



Box 2
THE DECENTRALISATION OF PUBLIC SPENDING

Fiscal decentralisation refers to the proportion of the general
government budget that is implemented at the sub-national
administrative level. This is a key element in several fiscal policy
areas, as aggregate spending and revenue in the various tiers of
general government determine a country’s aggregate fiscal policy
stance, fiscal imbalances and other relevant aggregates. The
economic literature has identified a number of advantages and
disadvantages of institutional frameworks that favour greater fiscal
decentralisation, on both the expenditure and the revenue side. For
instance, on the one hand, decentralisation of fiscal responsibilities
may give rise to coordination failures between the different tiers
of general government, generating negative externalities and
preventing economies of scale.” On the other, fiscal decentralisation
may make it possible for decisions on spending or the revenue
needed to finance it to better represent local preferences.?

On the public expenditure side, Spain is a highly decentralised
country. According to estimates by the Organisation for
Economic Co-operation and Development (OECD), Spain
is one of the countries with the highest percentage of public

Table 1

spending implemented at the sub-national level. Thus, regional
governments and local government jointly managed close to
44% of public spending in 2019, above the EU-15 and OECD
average of 31% and 4 pp lower than the figure for state-level
government spending as a percentage of total spending in the
United States (see Table 1). This high degree of decentralisation
is also reflected in the distribution of public sector employees,
as Spain is one of the countries with the lowest concentration of
employees in central government.®

However, on the public revenue side, the degree of fiscal
decentralisation is substantially lower. This trend can be seen
across many countries, where co-responsibility for income and
expenditure is not symmetrical (see Chart 1). In the case of
Spain, although 44% of expenditure was implemented at the
regional or local level, these tiers of general government had
decision-making power over only 22.6% of total public revenue
in 2018. Greater fiscal co-responsibility between income and
expenditure would foster transparency in the implementation of
public spending and accountability.*

EXPENDITURE BY GOVERNMENT TIER (AS A PERCENTAGE OF TOTAL EXPENDITURE)

2007 2019
Central ) Central .
government Regional Local government government Regional Local government
and social security government and social security government
Spain 50 36 14 56 32 12
Austria 70 16 14 68 17 16
Belgium 62 24 14 54 33 13
France 80 0 20 80 0 20
Germany 61 23 16 60 22 18
[taly 69 0 31 72 0 28
Switzerland 44 35 20 43 37 20
United States 49 51 0 52 48 0
Japan (a) 64 0 36 66 0 34
EU-15 average 69 7 25 69 7 24
OECD average 68 9 23 69 9 22

SOURCE: OECD.

a Values for 2007 and 2018 owing to the lack of data.

1 See Oates (1999).

2 See, for example, Forman, Dougherty and Blochliger (2020) and the references therein.
3 Inparticular, 81.6% of public sector employment is in regional and local government. See the latest edition of the Government at a Glance report, in OECD (2021),
p. 103. Much of this owes to the decentralisation of healthcare and education expenditure, more than 90% of which is implemented at the sub-national level.

See also Hernandez de Cos, Moral-Benito and Pérez (2016).
4  See Martinez-Vazquez and Lago Pefias (2020).
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Box 2
THE DECENTRALISATION OF PUBLIC SPENDING (cont’d)

Chart 1
FISCAL CO-RESPONSIBILITY IN 2018

% of taxes at the discretion of sub-national government / total revenue
70

60
50
40
30

20

Sub-national government spending / total general government spending

SOURCE: OECD.
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Annex 1 Definitions

This annex lists the different categories that make up public spending. Under the economic

classification criterion (included in the System of National Accounts), public spending is

broken down as follows:

— Compensation of employees: total remuneration, in cash or in kind, payable

by an employer to an employee in return for work done by the latter during an

accounting period.

— Public investment and capital transfers: is divided into three categories:

Capital transfers.

Gross fixed capital formation: gross fixed capital formation,
changes in inventories and acquisitions less disposals of

valuables.

Non-produced assets: assets that have not been produced
within the production boundary and which may be used in the

production of goods and services.

— Social benefits: goods and services provided by social security.

— Interest: property income. It is classified as follows: interest, distributed income

of corporations, reinvested earnings on foreign direct investment and other

investment income.

— Subsidies: current unrequited payments which general government or the

institutions of the European Union make to resident producers.

— Other final consumption expenditure: it comprises four categories:
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Intermediate consumption: goods and services consumed as

inputs by a process of production, excluding fixed assets.

Taxes on income: taxes on incomes, profits and capital gains.

Other taxes on production: all taxes payable by firms as a result

of production.

Adjustment for the change in pension entitlements: adjustment
needed to make appear in the saving of households the change

in the pension entitlements.



Furthermore, under the functional classification criterion (used in Section 4 of the

main text), public spending can be broken down into:

— General public services: executive and legislative bodies, financial and fiscal
affairs, foreign affairs; foreign economic aid; general services; basic research;
R&D; general public services n.e.c.; public debt transactions, transfers of a

general character between different tiers of government.

— Defence: military defence; civil defence; foreign military aid, R&D related to

defence; defence n.e.c.

— Public order and safety: police services; fire-protection services; law courts;

prisons; R&D; public order and safety n.e.c.

— Economic affairs: general economic, commercial and labour affairs; agriculture,
forestry, fishing and hunting; fuel and energy; mining, manufacturing and construction;

transport; communication; other industries, R&D; economic affairs n.e.c.

— Environmental protection: waste management; wastewater management;
pollution abatement; protection of biodiversity and landscape; R&D related to

environmental protection.

— Housing and community amenities: housing development; community
development; water supply; street lighting; R&D; housing and community

amenities n.e.c.

— Health: medical and pharmaceutical products, appliances and equipment; public

health, outpatient and hospital services; R&D related to health; health n.e.c.

— Recreation, culture and religion: recreational, sporting and cultural services;
broadcasting and publishing services; religious and other community services, R&D

related to recreation, culture and religion; recreation; culture and religion n.e.c.

— Education: pre-primary, primary, secondary and tertiary education, post-
secondary non-tertiary education, education non definable by level, subsidiary

services to education, R&D; n.e.c.

— Social protection: sickness and disability; old age; survivors; family and children;

unemployment; housing; R&D; social protection and social exclusion n.e.c.
This paper focuses on the five main categories (general public services,

economic affairs, health, education and social protection), which account for around

90% of total public expenditure.
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Annex 2 Additional charts

Chart A2.1

RECENT DEVELOPMENTS IN PUBLIC SPENDING
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Chart A2.3
PUBLIC SPENDING IN THE EU IN 2019

1 PUBLIC SPENDING AS A PERCENTAGE OF GDP (AVERAGE 1999-2019)
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Chart A2.4
PUBLIC SPENDING BY ECONOMIC CATEGORY. AVERAGE 1999-2019
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Chart A2.5
PUBLIC INVESTMENT BY FUNCTIONS IN 2019

PUBLIC INVESTMENT INFRASTRUCTURE BY COFOG FUNCTION
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Chart A2.6
INVESTMENT IN PUBLIC INFRASTRUCTURE

GROSS INVESTMENT IN INFRASTRUCTURE BY GENERAL GOVERNMENT AND NON-GENERAL GOVERNMENT AGENTS
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SOURCE: Instituto Valenciano de Investigaciones Economicas.

Chart A2.7
INVESTMENT IN PUBLIC-PRIVATE PARTNERSHIPS

INVESTMENT IN PUBLIC-PRIVATE PARTNERSHIPS (a)

07 % of GDP
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SOURCE: IMF.

a Data not available for Greece in 1995 and 2004-2005, for Italy in 1995, for Austria and Ireland from 2002 and for Portugal after 2014.
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Chart A2.8
PUBLIC INVESTMENT BY SECTOR
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Chart A2.9

PUBLIC SPENDING BY FUNCTION. AVERAGE 1999-2019

2 FUNCTIONAL SPENDING AS A PERCENTAGE OF TOTAL SPENDING
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