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SPANISH ECONOMY

Outlook for the Spanish
economy in light of rising

inflation

As the COVID-19 pandemic drags on, Spain is grappling with a sharp rise in inflation
brought on mainly by higher electricity and energy prices. While inflation is a major
risk, we are forecasting continued recovery in 2022, with GDP expected to reach pre-
pandemic levels by the start of 2023, underpinned by the assumption of a slowdown in
energy-price inflation beginning in the spring.

Abstract: The economy is expected to have
grown by 5.1% in 2021, lower than initial
expectations. The shortfall is stemming
mainly from a weaker than projected recovery
in consumption —as higher prices eroded
purchasing power— and adverse investment
trends in construction, together with a slower
than anticipated execution of NGEU funds.
In general, rising inflation has become one of
the main threats facing the Spanish economy.
The emergence of bottlenecks in 2021
drove production costs higher, curbing the

rebound in economic activity. Going forward,
although the reconfiguration of global supply
chains should offset price increases, other
inflationary pressures could last throughout
the projection horizon. Of particular concern
are developments in the energy markets as
well as second-round effects. Our central
scenario is still for strong GDP growth of 5.6%
in 2022, fuelled primarily by both domestic
demand, notably investment in construction
and capital goods, and favourable export
performance. Although this rebound is likely



to lose momentum in 2023, growth is still
forecast to reach 3.5%, which would put
GDP back at pre-pandemic levels by the first
quarter of that year. That said, this scenario
rests on the evolution of inflation trends.
Indeed, higher than projected prices would
have a significant negative effect on real
incomes and the strength of the recovery.

Recent trends and 2021 in review

Following the upward revision of the third-
quarter GDP growth figure to 2.6%, the
economic indicators out so far suggest
that fourth-quarter growth will align with
expectations. Some of those indicators,
including retail sales, the industrial production
index (IPI) and turnover at large enterprises,
which had been languishing for much of
the year, sustained sharp improvements
in November, while tourist arrivals also
continued to recover. Goods exports, based
on sales reported by large enterprises, also
registered growth in October and November.

There is more uncertainty regarding the
economy’s performance in December due
to the potential impact of the new Omicron
variant. In industry, the manufacturing PMI
continued its downtrend, peaking in August
but remaining at high levels. Meanwhile,
manufacturing sector confidence and order
indices improved. In the services sector,
however, the PMI suffered a considerable
setback and confidence deteriorated,
suggesting the impact of Omicron may be
limited to the services sector.

Elsewhere, job creation remained strong
throughout the fourth quarter, judging by
Social Security contributor reports. Although
the monthly rate slowed in December
compared with the average recorded
throughout the second half, growth was still
high by historical standards. As was the case
throughout the second half of the year, the
fourth-quarter growth in contributors was
fuelled mainly by the private sector, which
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registered 3.6% quarter-on-quarter growth
in contributors, including the people brought
out of furlough.

We are reiterating our estimate for 2021
GDP growth of 5.1%, which is lower than we
had been forecasting at the start of last year.
The factors placing downward pressures
on our original estimates ultimately had a
greater than anticipated impact, particularly
those related to the COVID-19 pandemic
and vaccination developments around the
world, the boost in consumption from the
release of surplus savings pent up in 2020
and the execution of investments under the
scope of the Next Generation EU (NGEU)
programme.

In sum, the shortfall in GDP growth in 2021
relative to expectations stemmed mainly
from a weaker than projected recovery
in consumption and an adverse trend in
investment in construction. Execution of
the NGEU funds was also slower than the
assumptions we had made at the start of the
year. International tourism, on the other
hand, performed in line with those initial
assumptions.

In contrast with the slower than forecast
output growth, job creation was more
dynamic than we were expecting in 2021,
outpacing growth in GDP. Employment,
measured in terms of effective contributors,
registered growth of 8.8% by comparison with
2020. Measured in terms of the number of
hours worked, pending release of the fourth-
quarter 2021 figure, the estimated growth
narrows slightly to a little over seven per cent.
Comparing those figures with our estimate for
GDP growth of 5.1% suggests a significant loss
of productivity, which is expected to prove
transitory and to correct over the course of
2022 and start of 2023.

A final noteworthy characteristic of Spain’s
recent economic performance has been the

Inflation, almost nil at the start of 2021, ended the year at 6.7%. &



Exhibit 1 Consumer Price Index
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sharp increase in inflation. Inflation started
2021 at very low levels, at close to zero, and
ended the year at 6.7%. During the first half
of the year, inflation was fuelled by energy,
specifically the recovery in oil prices in the
wake of the corrections sustained in 2020,
and core inflation remained very subdued.
From the summer onward, however, and
more intensely in the final months of the
year, the rise in oil prices was accompanied
by sharp growth in electricity and food prices,
such that core inflation also began to take off
(Exhibit 1).

Core inflation ended 2021 at 2.1 per cent.
The increase in the prices of food and other
components of core inflation reflect higher
production costs being passed on to end
prices. In the case of service prices, an
additional factor is lifting the inflation rate:
price normalisation in certain services —hotels
and tourist packages— that suffered a sharp
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price correction the previous year on account
of the pandemic.

Outlook for 2022 and 2023

The main factors underpinning the COVID-19
recovery remain in place in relation to internal
and external demand. The surplus savings set
aside by Spanish households during the crisis
will gradually be released, driving growth
in private consumption and investment in
construction, particularly in 2022. Our
forecasts assume a reduction in the savings
rate to 7.4% in 2023, which is close to
the long-run average. Elsewhere, we expect the
tendering and management of NGEU funds to
accelerate and to see progress on negotiations
with the European Commission on the sector-
specific investment plans. Specifically, if the
pace of investment against the European funds
achieved in recent months were to continue,
spending would increase to 24 billion euros in
2022 (of which around half was carried over

The key challenge is energy price inflation and its potential second-

round effects on the Spanish economy.
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We are forecasting GDP growth of 5.6% in 2022, fuelled primarily

by both a rebound in domestic demand and favourable export

performance. "

from 2021), falling back to around 17 billion
euros in 2023.

As for external demand, international tourist
arrivals are expected to continue to recover,
albeit not fully, due to lingering caution from
the pandemic. We are forecasting revenue
from international tourism at 80% of pre-
crisis levels by the end of 2022, and of 90% by
year-end 2023.

The key challenge is energy price inflation
and its potential second-round effects on the
Spanish economy. For this set of forecasts, we
are assuming that electricity and hydrocarbon
prices start to ease from the spring. According
to the futures markets, gas and electricity
prices are expected to come down by 15% from
April, with oil prices (barrel of Brent) dipping
10% (an assumption we also layer into our
baseline scenario). We are also assuming that
as global supply chains recover, bottlenecks
will continue to ease, making it easier for the
productive apparatus to respond to growth in
demand.

Based on those assumptions, we are forecasting
GDP growth of 5.6% in 2022, fuelled primarily
by a rebound in domestic demand, which
is expected to contribute 5.2 points to that
growth (Tables 1 and 2). We are forecasting
a strong contribution by investment, in both
construction and capital goods, thanks to
the release of pent-up demand, coupled with the
recovery plan stimulus measures. Household
consumption is also expected to register
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sharp growth, shaped by the release of savings

accumulated during the crisis and growth in
disposable income driven by the jobs created,
offsetting the loss of wage purchasing power.
Public consumption is expected to ease as the
spending induced by the pandemic slows.

The external sector is also expected to
prove an important growth driver, making a
contribution of 0.4 points. Exports of goods
and non-tourism services are forecast to
continue to gain market share while tourism
services should benefit from the easing of
travel restrictions as the vaccination drive
continues around the world. Imports also
look set to grow (assuming an elasticity of 1.4,
which is close to the average for the period of
growth that followed the financial crisis), but
at a slower pace than exports.

Those growth drivers are likely to lose
momentum in 2023, as the release of pent-up
demand and surplus savings and the upside
via recovering tourism run out of steam.
Nevertheless, we are forecasting growth of
3.5%, which would put GDP back at pre-
pandemic levels by the first quarter of that
year (Exhibit 2). In 2023, all components of
demand are expected to contribute to growth,
most notably investment.

The job market should echo the economic
recovery, albeit less intensely than in 2021
due to the discontinuation of “business
reopening” effects. We are estimating the
creation of 850,000 jobs (in FTE terms)

We are estimating the creation of 850,000 net new jobs (in full-

time equivalent terms) over the next two years, which will bring the

unemployment rate to around 13%.
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Table 1 Economic forecasts for Spain, 2021-2023

Annual growth rates of change in %, unless otherwise indicated

Observed data Funcas forecasts Grafsn

orecasts (a),

1996- | 2008- | 2014- | 2020 2021 2022 | 2023 |2021]2022
2007 | 2013 | 2019
average |average |average

1. GDP and aggregates, constant prices

Final consumption households
and NPISHs 3.7 -2.1 2.2 -12.0 5.4 4.9 3.2 04 -0.6

42 09 13 33 34 24 04 03 02
61 76 48 -95 38 94 71 -09 08
55 107 49 96 22 96 76 -27 03
75 27 48 95 103 93 67 09 15
65 1.8 40 201 119 96 52 02 -12
87 -40 44 -152 120 86 48 06 -05
44 31 26 86 49 52 33 01 -02
07 18 00 22 01 04 02 -03 02
- - ~ 1,121.9 1,197.3 1,289.6 1,362.2
73 08 34 98 67 77 56 02 05
35 05 07 11 16 20 21 03 00
31 17 07 00 23 30 20 -04 08

E’Ttg'J‘)emp'oyme”t(Na“°”a' GESELE; 33 34 24 76 63 30 17 14 10

Unemployment rate (LFS) 12.5 20.2 18.8 15.5 15.0 14.0 13.0 -0.3 -0.8
3. Financial balances (% of GDP)

167 188 217 215 217 225 231 03 00
133 229 236 288 255 258 257 -1.4 -04
267 217 194 207 210 216 221 02 06
179 178 173 181 180 186 194 02 02
45 29 23 08 08 09 10 03 -08
87 24 27 12 15 27 24 03 -04
38 64 66 122 80 84 72 -1 07

- General gov. deficit exc. financial 09 81 -89 -101 -65 -57 -48 14 03
instit. bailouts

Public debt according to EDP 52.2 67.6 985 120.0 1194 1164 1146 -1.0 -0.7
4. Other variables

Eurozone GDP 2.3 -0.2 1.9 -6.5 5.0 4.0 20 01 -02
Household saving rate (% of GDI) 9.5 8.8 6.7 14.9 10.4 9.3 7.4 00 20

Household gross debt (% of GDI) 93.3 1285 101.7 944 91.4 85.1 821 01 -20

Non-financial corporations gross debt
(% of GDP)

1 EURIBOR (annual averege %) [ENL 1.90 0.01 -0.30 -049 -0.35 -0.10 0.00 0.12

915 1334 1028 1069 991 90.7 845 -06 0.2

year government bond yield (annual

5.00 4.74 1.58 0.38 0.35 0.80 1.30 0.03 0.22
average %)

(a) Change in forecast in relation to previous ones.
(b) Contribution to GDP growth, in percentage points.
Sources: 1996-2020: INE and Bank of Spain; Forecasts 2021-2023: Funcas.



Table 2 Quarterly forecasts for the Spanish economy
Growth rates of change in %, unless otherwise indicated

Forecasts in shadow area

GDP Private GFCF |Exports | Imports Employ. | Unemp.
consumption |consumption 1) 2) rate
demand  balance
1.4 17 0.7 41 45 68 1.9 05 10 244
3.8 2.9 2.0 49 43 51 3.9 -0.1 32 221
3.0 2.7 1.0 24 54 26 2.0 1.0 28 196
3.0 3.0 1.0 68 55 68 3.1 0.2 29 172
2.3 17 2.3 63 17 39 2.9 0.6 22 153
2.1 1.0 2.0 45 25 12 16 05 26 141
108 -120 3.3 95 201 -152 86 2.2 76 155
2021 5.1 5.4 3.4 38 119 120 49 0.1 63 150
2022 56 4.9 24 94 96 86 5.2 0.4 30 140
2023 35 3.2 0.4 71 52 48 33 0.2 16 130
Quarter-on-quarter growth rates Ur::trg >
-5.4 6.2 12 30 83 55 43 Sl 19 144
B 77 200 0.8 -19.9  -327 276 152 -2.4 179 153
B es 21.0 1.1 206 300 265 154 14 164 163
0.2 -0.8 1.4 06 56 45 -0.1 0.3 11 16.1
0.7 2.2 0.4 01 03 04 -0.6 0.0 11 16.0
I - 4.9 0.8 25 13 45 2.1 -0.9 01 153
I 2s 1.0 05 12 74 22 1.0 16 39 146
Vo 24 16 12 37 11 08 23 0.1 02 143
2022 | 06 05 0.4 22 16 20 0.7 -0.1 05 1438
1.0 1.0 0.4 28 21 25 1.1 -0.1 08 140
mo 1.3 12 0.4 29 25 25 13 0.0 03 135
IV 06 05 0.4 23 12 15 0.7 -0.1 0.1 13.9
Year-on-year growth rates
4.3 5.0 2.2 29 71 51 35 -0.9 -0.6 -
B 25 24 27 222 -383 316  -182 -3.3 -18.8 -
B s 8.9 3.6 73 197 145 64 2.2 5.6 -
8.8 -10.0 47 57 -153 95 6.5 2.3 5.2 -
4.3 6.2 3.8 26 73 38 30 1.2 23 -
I 23.1 3.7 185 394 389 173 0.4 18.9 -
I - 2.7 3.1 06 148 122 25 0.9 6.2 -
IV 56 5.3 2.9 25 100 82 4.9 0.7 48 -
2022 | 7.0 8.2 2.9 46 114 99 6.4 0.6 4.2 -
Il 68 4.2 25 103 123 77 5.2 15 5.1 -
m 53 4.4 24 122 75 80 54 0.1 14 -
IV 35 3.2 16 106 76 87 38 0.3 17 -

(1) Contribution in percentage points to GDP growth (2) Full-time equivalents.
Source: INE and Funcas (forecasts).
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Exhibit 2 GDP, rebased
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over the next two years, which is smaller
than the job creation estimated in 2021. The
participation rate, meanwhile, has already
revisited pre-crisis levels and additional
changes are not anticipated. As a result, the
improvement in employment will be echoed in
the unemployment rate, which is expected to
dip to around 13% by the end of the projection
period. However, Spain, along with Greece,
will remain one of the few EU countries with a
double-digit unemployment rate, in line with the
European Commission’s prognosis.

The buoyancy of demand, coupled with tension
in the energy markets and supply restrictions,
is expected to keep the CPI at 3.6% in 2022
(translating into a private consumption
deflator of 3%) and 2% in 2023. Core inflation
is similarly expected to converge towards
those levels, as price increases become more
widespread. The GDP deflator factors in that
trend and is expected to increase to 2% in both
years, the highest level since the onset of the
crisis.

The rebound in inflation will cause, first of
all, erosion of wage purchasing power in real
terms of 3% throughout the overall projection
period. Unit labour costs, meanwhile, are

[ T T [
2020 ‘ 2021 ‘ 2022 ‘ 2023

expected to decrease by around 2% during
the two-year period. In light of the increases
sustained in 2020-2021, those costs would
still remain above pre-crisis levels.

Secondly, we think investors will demand
higher returns for holding government bonds,
as they are already doing in the US where
inflationary pressures are considerably more
pronounced. We are forecasting the yield
on 10-year Spanish bonds at around 1.5%
by the end of 2023, making the negative
rates observed last year a thing of the past.
Meanwhile, the European Central Bank
(ECB) is expected to continue to normalise
its monetary policy, specifically paring back its
public bond purchases and, starting next year,
fine-tuning its benchmark rates.

Spain’s ample current account surplus should
remain in place despite the higher cost of
imports, especially of energy products, and
the as-yet incomplete recovery in tourism.
Spain’s net lending position, which includes
the influx of transfers from Europe in addition to
the current account balance, will present an
even bigger surplus.

We are trimming our forecast for the public
deficit, as the 2021 deficit came in considerably
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Reactivation of the European fiscal rules from 2023, having been put

on hold during the pandemic, poses another major challenge for the

Spanish economy.

below our forecast thanks to growth in revenue
from the various taxes that was higher than
long-standing elasticities with respect to
taxable income. Those elasticities are now
expected to return to their usual levels and,
on that basis, assuming no change to fiscal policy,
we are forecasting a deficit of 5.7% of GDP in
2022 and of 4.8% in 2023. The face value of
Spain’s public debt will, however, continue to
increase, although expressed as a percentage
of GDP, indebtedness will ease a little from
116.4% this year to 114.6% next year. Both
the estimated deficit and borrowing levels
are higher than the thresholds set down in
the EU’s fiscal rules, which for the time being
remain up in the air.

Inflation is the biggest risk

There is more downside than upside. The
assumption that energy prices will begin to
ease from the spring is subject to geopolitical
factors, including the Russia-Ukraine
conflict and the potential collapse of the gas
market. The emergence of new variants of
the coronavirus could exacerbate business
restrictions, for example, in China where
there are doubts about the protection offered
by the vaccine, potentially sparking fresh

Table 3
point in inflation rates

Source: Funcas.
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B. Savings rate maintenance hypothesis (preference for savings)
Disposable household income, billion euros
Household saving rate, percentage points 0.0 0.0 0.0

supply chain disruption. Lastly, a wage price
spiral looks unlikely but cannot be ruled
out (second-round effects). If such a spiral
were to materialise, it would hurt Spain’s
competitiveness and send risk premiums
higher.

To illustrate the impact of inflation, we
modelled a riskier scenario in which the CPI
averages 4.7% in 2022 and 3% in 2023, i.e.,
one point higher than in the baseline scenario.
Assuming wage moderation, the increase
in the CPI would erode purchasing power
(Table 3). The result would be a reduction in
household disposable income over the two
years by between 13.7 billion euros (assuming
a drop in savings rates to maintain spending)
and 18.2 billion euros (assuming spending
is suppressed to keep savings rates in line
with those assumed in the baseline scenario,
affecting the economy and jobs, and thus
household incomes).

Reactivation of the European fiscal rules from
2023, having been put on hold during the
pandemic, poses another major challenge for
the Spanish economy. It does not seem likely
that the European authorities will reintroduce

Impact on household accounts of an additional percentage

2022 2023

A. Savings rate reduction hypothesis (preference for spending)
Disposable household income, billion euros
Household saving rate, percentage points -1.2 -2.0 -3.2

-7,594 -6,075 -13,669

-10,662 -7,554 -18,216



their deficit and debt ceilings abruptly in
light of the scale of the imbalances prevailing
in several member states, including Spain.
Against that backdrop, a debate is underway in
the EU about the options for reforming those
rules. Although there are multiple possible
scenarios, all signs suggest that budget policy
will be subject to limitations of one kind or
another in the years to come.

Outlook for the Spanish economy in light of rising inflation
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