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Letter from the Editors

The Spanish recovery is gaining strength,
supported by external demand, as shown
by the latest data for the fourth quarter of
2013 and for the first few months of 2014.
That said, global risks, such as heightened
instability arising from the moderation
of US expansionary monetary policy
and increased tensions in the Ukraine,
have increased. If global threats do not
materialize, we forecast growth in 2014 at
1.2%, two tenths higher than previously,
and that for 2015 at 1.8%, supported by
the impact of the electoral cycle on fiscal
adjustment, as well as tourism.

In light of these recent developments,
the March SEFO also examines the
possible implications for Spain and other
euro area countries from a slowdown
in emerging economies. Although it is
true that Spanish exposure to emerging
markets has increased in recent years,
most obviously through the trade channel,
fortunately, Spain’s trade exposure is
weighted towards emerging economies
that are not likely to be the focal point
of renewed financial stress. Therefore,

growth prospects for Spain will remain
intact even if the crisis in emerging
markets escalates further.

Nevertheless, the recovery continues to
be sluggish and the high level of public debt
remains a significant cause for concern
for future growth. The crisis has had
important implications for Spain’s public
debt levels, elevating public debt to GDP
ratios from 36.3% in 2007 to 93.9% in
2013, the seventh highest level among the
EU. The situation is further complicated
by Spain’s debt sustainability equation,
as nominal growth rates are set to be
below interest rates for the medium term,
demanding a permanent fiscal effort.

Spain’s net external debt, or net
international investment position, has
also deteriorated, making it the fourth
most heavily indebted country in the
EU and placing additional pressure on
borrowing rates.

That said, Spain is not alone among
European economies in having a debt



overhang problem, and recent correction
in the current account balance and a
reduction of sovereign spreads are helping
the country to improve its currently high
net international investment position
and reduce the growth of the stock of
public debt.

In this context, we highlight the recently
released Experts Committee report on
fiscal reform, commissioned by the
Government. The report contains numerous
proposals for improving the current tax
system with the aim of simplifying it and
making it more efficient, facilitate growth
friendly fiscal adjustment, and employment
creation. Although the proposal is not the
Government’s official proposal, it likely
anticipates some of the debates that will take
place throughout the legislative approval
process. Moreover, it represents a step
forward in that it attempts to tackle some
of the difficult issues facing the Spanish
fiscal system. The Experts” proposal is
now under discussion in the Council of
Ministers, which expects to present its
own reform proposal for Parliamentary
deliberation in June, with the hope that it
will enter into force by January 1%, 2015.
We will revisit this topic in upcoming issues
of the SEFO once there are more details
regarding the Government’s proposal
and the legislative process.

In this number, we also take a look at
the health of the Spanish banking sector
ahead of the ECB/EBA balance sheet
assessments and stress tests, scheduled
for November of this year. All in all, our
analysis of a representative sample of
Spanish banks on the basis of end 2013
data reveals continued improvement in
profitability and solvency, with the main
challenge still the reactivation of lending
to the private sector. More importantly,

our simulation exercise reveals that a
transformation is becoming evident within
the Spanish banking sector. We add a
word of caution, however, that there are
two outstanding issues, which could affect
Spain’s performance on the upcoming
EU Comprehensive Assessment - the
holdings of debt and some loan exposures.
The ECB’'s decision regarding the
treatment of these issues, which remains
to be finalized, could ultimately affect
Spanish banking sector results.

Finally, we analyze the latest reform
of Spain’s electricity sector. Including
the expected 2013 tariff deficit, the
accumulated electricity debt is anticipated
to rise to above 30 billion euros. In an
effort to correct this imbalance, the
Government is preparing a new Royal
Decree primarily focused on adjusting
the remuneration for renewable energies,
together with a toll on self-consumption
and modifications for the current energy
pricing auctions system. While it is true
that further efforts are needed to end
the revenue deficit, with the new reform,
Spain has moved away from a predictable
system to a more flexible model that
will generate uncertainty over Spain’s
investment climate.



Spain’s economic recovery is gaining strength, but
remains sluggish

Angel Laborda and Maria Jesus Fernandez'

Global growth continues to be moderate, with an improvement in developed
countries versus a loss of dynamism in the emerging economies. In Spain, the
recovery initiated in 2013 has gained strength over the first few months of 2014,
with expected further improvement in 2015, in part supported by the effects of
the electoral cycle on the pace of fiscal adjustment and tourism.

Developed countries have gradually gained vigour in recent months in a general context of
restrictive fiscal and expansionary monetary policies, althoughthe U.S. has reiterated its expected
slowdown in quantitative easing, generating uncertainty primarily for the emerging economies.
Global risk has also increased due to the escalation of tensions in the Ukraine. In Spain,
the economy grew by 0.17% in the fourth quarter of 2013, up 0.7% on an annualized basis,
driven by the positive contribution of external demand, while the domestic sector’s contribution
remains negative. Employment growth has also gained strength. Fiscal data available through
November point to difficulties meeting the 6.5% of GDP deficit target for 2013, while improved
market conditions are helping Spain access foreign capital. In this context, if global threats do
not materialize, we forecast growth in 2014 at 1.2%, two tenths higher than previously, and
that for 2015 is 1.8%. Nevertheless, the high level of public debt remains a serious cause for
concern as regards the future growth outlook.

and benchmark interest rates are close to zero.
Japan and the United Kingdom are also pursuing
quantitative expansion, whereas the European
Central Bank is resisting introducing these types

External context

The rate of global economic growth remains

moderate. The developed countries have gradually
gained vigour in recent months, in a context of
restrictive fiscal policies —except in Japan— and
expansionary monetary policies, although with
significant differences among them. In January,
the U.S. Federal Reserve again announced plans
to slow its asset-buying programme, although
monetary policy remains highly expansionary

" Economic Trends and Statistics Department, FUNCAS.

of measures, despite low inflation rates, limiting its
action to interest rates, which are currently at 0.25%.

Despite low interest rates, the expansionary
effect of European monetary policy is severely
constrained by the poor functioning of the
transmission mechanism to the economy,
while the liquidity provided by three-year LTRO
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operations at the end of 2011 and early 2012 has
been almost entirely reabsorbed, as financial
institutions have repaid 87% of the loans received
in this framework. Consequently, the European
Central Bank’s balance sheet is contracting,
which is helping keep the euro strong despite
the Federal Reserve’s announced slowing of its
stimulus programme.

In the last quarter of 2013 U.S. GDP grew by
2.4% on an annualised basis and unemployment
fell to 6.7%. In the first two months of the year,
the PMI and confidence indicators suggested
a continuation of the growth trend, albeit at a
slightly slower pace, although this may be a result
of adverse weather conditions. In the euro area,
growth at the tail end of the year gained pace
somewhat, rising to 1.1% on an annualised basis,
while the PMI and confidence indicators in the
early months of the year point to an acceleration
in the first quarter. The unemployment rate has
remained around 12%.

The emerging countries have recently been
characterised by a loss of dynamism, as a
consequence of structural deficiencies and the
uncertainties generated by the moderation of
monetary stimulus in the United States. The bouts
of instability caused by the latter have forced
several countries to raise their interest rates,
which will undoubtedly put a brake on their growth.

Moreover, on top of the risks to the global economy
from possible outbreaks of instability caused by
the moderation of expansionary monetary policy
in the U.S. comes uncertainty from the situation in the
Ukraine. Tensions could push up energy prices or
trigger a series of economic reprisals, which would
have a negative economic impact, particularly for
Russia and Europe.

Recent developments in the Spanish
economy

GDP grew by 0.17% in the fourth quarter of
2013, equivalent to 0.7% on an annualised basis

(the basis used for all the growth rates below),
although in current terms GDP fell, as the growth
of the deflator was negative. The result for the
year as a whole was a drop in real GDP of -1.2%
on the previous year.

Quarter-on-quarter growth came from the positive
contribution of external demand, while domestic
demand’s contribution was negative. This negative
contribution from domestic demand was the result
of a sharp, and surprisingly large, drop in public
consumption. The other components of domestic
demand (i.e. private consumption and gross fixed
capital formation) registered growth, particularly
the capital goods investment component. The
figures for previous quarters were also revised
upwards.

Thus, private consumption was positive for
the third consecutive quarter, growing at an
annualised rate of 2.1%. Nevertheless, the result
for the full year was a contraction of 2.1. This was
due to the abrupt drop in the last quarter of 2012,
so the level at the beginning of the year was so low
that, despite growth over the course of 2013, the
average level for the entire year was lower than
that for 2012. The consumption indicators give
contradictory signals for the start of 2014: on the
one hand, in January and February, new vehicle
registrations maintained their rapid growth and
the consumer confidence index continued to rise,
while on the other, large firms’ sales of consumer
goods and residents’ overnight hotel stays fell in
January (Exhibits 1.1 to 1.3).

Gross fixed capital formation in construction
contracted yet again in the last quarter of 2013 as
a result of the negative trend in residential activity.
Moreover, the continuation of the downward trend
in the number of new housing permits suggests
the decline in this component of demand will
continue over the coming months (Exhibit 2.6).
By contrast, the “other construction” component
picked up slightly, which, in view of the strength of
growth in official calls for tender registered during
the year, could be linked to public works.
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Exhibit 1

Consumption and capital goods investment indicators

1.1 - Consumption indicators (l)
Annualised moving quarterly change in %, smoothed series
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1.3 - Consumption Indicators (lll)
Annualised moving quarterly change in %, smoothed series

10 1
5 4
0 4
-5 4
-10 A
15
20
25
.30 -
.35
40 -

45
(IR

2008

2009|2010 | 2011 (2012|2013

Consumer Confidence Index
Retail Trade Confidence Index

2014

Sources: European Commission and FUNCAS.

Investment in capital goods and other products
rose in the last quarter of 2013 for the fourth
consecutive quarter, with growth over the year as a
whole of 1.7% relative to the previous year. Growth
in large firms” domestic sales of capital goods in
January, registrations of commercial vehicles and
orders for capital goods in January and February

1.2 - Consumption indicators (ll)
Annualised moving quarterly change in %, smoothed series
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1.4 - Capital goods GFCF indicators (ll)

Annualised moving quarterly change in %,smoothed series
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suggest that the aggregate growth trend held up at
the start of the year (Exhibit 1.4).

According to national accounts figures, goods
exports grew slightly in the fourth quarter,
although figures from the Customs/Economy
Ministry registered a drop (Exhibit 3.1). Moreover,



Angel Laborda and Maria Jesus Fernandez

exports of tourism services suffered a contraction
which was also inconsistent with the evidence
from other indicators, such as overnight stays in
hotels by foreign nationals, inflows of tourists, or
tourist spending. Total imports, on the other hand,
shrank in the fourth quarter. Over the year as a
whole, according to national accounts figures,
exports grew by 4.9% and imports by 0.4%.

Foreign trade figures for the start of 2014 have
yet to be published, but large firms’ exports
and imports published by the tax collection
agency suggest both indicators have recovered,
particularly in the case of imports.

From the supply side, farming and services grew
in the fourth quarter while manufacturing and
construction shrank. Only farming experienced
VAB growth in 2013 relative to the previous year,
although services also saw growth in quarter-on-
quarter terms over the period as a whole. In the
early months of 2014, the PMI indices registered
growth in industry and an acceleration in services.
The sectoral confidence indices, which have
recovered to pre-crisis levels, point in the same
direction. Thus, the number of people registered
with the Social Security system, continued rising in
the services sector and began to grow in industry,
while in construction the drop has virtually halted
(Exhibits 2.1 to 2.5).

Employment, measured in terms of full-time
equivalent jobs, grew by 0.3% in the fourth quarter
for the first time since early 2008, although this
growth is concentrated in farming and certain
services subsectors, including those most closely
linked to government. This increase in employment
is consistent with the results of the Labour Force
Survey and total Social Security registrations over
the period. The seasonally adjusted unemployment
rate dropped by three tenths of a percent to 26.1%,
due to the modest job creation in the period, and
in particular, the contraction of the labour force,
which has been on a downward trend since 2011
(Exhibits 4.1 and 4.2).

The trend in the number of people registered
with the Social Security system in January and
February 2014 suggested that employment growth
had gained strength (Exhibits 4.3 and 4.4). This
result, in conjunction with the activity indicators
available for the same period —mainly qualitative in
nature— point to somewhat stronger GDP growth
in the first quarter than in the previous one.

Apparent labour productivity continued to rise in
the fourth quarter, although as in the previous
quarter, at the slowest rates since the start of the
crisis. The increase over 2013 as a whole came
to 2.3%. Compensation per employee declined in
the fourth quarter although over the year it rose
by 0.7%. As a consequence, unit labour costs
dropped in 2013 for the fourth consecutive year,
with a change of -1.6% overall, which in the
manufacturing sector was -3.2%.

The trade balance in goods and services was
in surplus in 2013 for the second consecutive
year, by an amount equivalent to 2.4% of GDP,
according to national accounts figures, while the
current account balance registered a positive
balance for the first time since 1997, with a value
of 0.8% of GDP. The net lending position vis-a-
vis the rest of the world also turned a surplus,
reaching 1.5% of GDP (Exhibit 3.2).

Broken down by sectors, using data for the period
ending in the third quarter of 2013 —the most
recent period for which disaggregated data are
available— this lending capacity came from the
private sector, which presented a balance of 11.7%
of GDP (four-quarter moving average), while the
general government registered a net borrowing
requirement of 10.3% of GDP. However, this figure
includes the losses caused by the aid to financial
institutions, which in the four quarters ending in
the third quarter of 2013, came to 3.3% of GDP.

In terms of the savings-investment balance, the
national net lending position was the outcome of
a moderate increase in the national savings rate
and drop in the investment rate. Again with data
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Exhibit 2

Industrial activity, services and construction indicators

2.1 - Industrial sector indicators (I)
Annualised moving quarterly change in % and index, smoothed series

10 1 r 60

5 4 F 55

0 4 r 50
-5 A F 45
-10 A F 40
-15 A r 35
-20 A F 30
-25 A F 25
-30 A F 20
» WIIIIIIIIIII vy |||||||||||‘||||||||||| |||||||||II[ "

2008 |2009 (2010|2011 |2012 |2013 | 2014

Turnoverin Industry, deflated

Industrial production
Manufacturing PMI (index, right scale)

2.3 - Services indicators (l)
Annualised moving quarterly change in % and index, smoothed series

15 - 1 4.5
10 A 1 3.0
o ) f\nvd o
-5 1-1.5
-10 1 V -3.0
-15 1 4.5
-20 -6.0
-25 A 1-7.5
-30 1-9.0
-35 1 1-10.5
-40 -12.0
T
2008]2009|2010(2011[2012|2013 [2014

Turnoverin Services (smoothed)

Confidence Indicator, Services sector (smoothed)
Social Security affiliates, Services (rightscale)

2.5 - Construction sector indicators (1)
Annualised moving quarterly change in %, smoothed series
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2.2 - Industrial sector indicators (ll)
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(0 ————————————————————————— ) — 0

1 -35

0 -WIIIIIIIIIII AT |||||||||||‘||||||||||| ||||||||||V‘ *

2008 2010|2011 [2012| 2013 | 2014

Social Security affiliates, Industry
Industrial Confidence Indicator (smoothed, right scale)

2009

2.4 - Services indicators (ll)

Annualised moving quarterly change in %, smoothed series
21 -
18 A
15 4
12 1
9 4

Sy
NObbowo

-15 A

' |IIIII|||||‘|||I|IIIII| NN |||||I|IIII‘|||||||||||‘III||||||||
2008 | 2009 | 2010 | 2011 | 2012 | 2013 | 2014

Overnight hotel stays

Rail passengertransport

Air passenger transport

2.6 - Construction sector indicators (ll)

Annualised moving quarterly change in % and index, smoothed series
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Exhibit 3

External sector

3.1 - Exports/Imports at constant prices
(Customs)
Annualised moving quarterly change in %, smoothed series
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for the period up to the third quarter, the increase
in the savings rate was basically driven by non-
financial corporations (Exhibits 7.1 and 7.2).

The public sector comprised by the central
government, the regional governments, and the
Social Security system, registered a deficit up to
November, of 55.8 billion euros, excluding aid
to financial institutions, equivalent to 5.5% of
GDP. This balance breaks down into -3.9% for

The likelihood for the general government
meeting its 6.5% target is very small, bearing
in mind the highly negative seasonality of the
last month of the year. It is therefore more than
likely that this target will have been overshot
by a few tenths of a percent.

the central government, -1.3% for the regional
governments, and -0.3% for the Social Security
system. Although no monthly data for local
authorities are available, it is estimated that they
could have ended the year with a surplus of

3.2 - Balance of payments

EUR billion, cumulative last 12 months
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Source: Bank of Spain.

0.4%. Nevertheless, the likelihood for the general
government meeting its 6.5% target is very small,
bearing in mind the highly negative seasonality
of the last month of the year. It is therefore more
than likely that this target will have been overshot
by a few tenths of a percent.

The financial account of the balance of payments,
excluding the Bank of Spain, recorded a surplus

The financial account of the balance of
payments recorded a surplus of 8.7% of GDP
in 2013, after two consecutive years of deficit.
This is the first sign of the turnaround in
Spain’s ability to access foreign finance. This
change has been reflected in the rapid fall in
the risk premium on Spanish sovereign debt

and the consequent drop in its yield.

of 8.7% of GDP in 2013, after two consecutive
years of deficit. This is the main sign of the
turnaround in Spain’s ability to access foreign
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Labour market indicators

Change y-o0-y in % and percentage of population aged 16-64
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finance. This change has been reflected in the
rapid fall in the risk premium on Spanish sovereign
debt and the consequent drop in its yield. Thus, at
the end of 2013, yields on ten-year bonds stood
at 4.1%, whereas in the first few months of 2014
they continued on a downward path to below 3.5%.
The spread against German bonds is now under
180 basis points, compared with around 350 points
in early 2013 (Exhibits 6.1 y 6.2).

Change y-0-y in % and percentage of working age population
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The inflation rate remains low, at levels below the
euro area average. In February, it was 0.0%, but
excluding foodstuffs —processed and unprocessed—
and energy products, the result was negative at
-0.1%. This extremely low rate is the result of
falling labour costs over the last few years being
passed on to final prices, in a context in which
demand remains weak, although it has halted its
decline (Exhibit 5.1).

11
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Price indicators
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New credit, which began to expand in the last
quarter of 2013 —specifically in the business
credit and consumer credit segments, while
lending for home purchases continued to
contract— consolidated its positive trend at
the start of 2014, driven by the significant

Financial indicators
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progress of recapitalisation and cleaning up of
financial institutions, and the more favourable
economic outlook (Exhibit 7.4). Nevertheless,
the volume of credit continued to shrink, as is
to be expected in the context of the economy’s
deleveraging.
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Exhibit 7
Financial imbalances

7.1 - Domestic saving, investment and current 7.2 - Saving rates
account balance
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Forecasts for 2014-2015 of correcting certain major imbalances, such as

excessive debt, is still under way (Exhibit 7.3).
Likewise, although it is possible that the property
As regards the outlook for 2014 and 2015, certain ~ market may stabilise over the course of the year,
factors persist which will continue limiting the this will take a long time to translate into a recovery
capacity for growth in domestic demand. The process  in home building —across the country as a whole—
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such that it will continue to contract and hold back
the economy until at least the second half of 2015.

Also, although the need to correct the public
deficit will make it necessary to maintain the
restrictive fiscal policy stance through both 2014
and 2015, the electoral cycle is likely to impose
a more moderate adjustment. Indeed, the
extraordinary increase in public calls for tender
in 2013 could be the prelude to a recovery in
non-residential construction (Exhibit 2.6). In the
case of tourism activity, the geopolitical factors
that have favoured Spain in recent years will
persist, and it will also benefit from the recovery
in Europe. Finally, the available indicators for the
first two months of the year suggest, as noted
above, the strengthening in the first quarter of the
positive trend seen in the second half of last year.

Against this backdrop, if the threats to the global
economy can be avoided, a moderate rate of
growth can be expected over the course of the

The growth forecast for 2014 is 1.2%, two
tenths higher than previously, and that for
2015 is 1.8%. In both years growth will be
driven by a moderate recovery in domestic
demand, while the positive contribution from

the external sector will continue.
|

current year, picking up speed in 2015. The
growth forecast for 2014 is 1.2%, two tenths
higher than previously, and that for 2015 is 1.8%.
In both years growth will be driven by a moderate
recovery in domestic demand, while the positive
contribution from the external sector will continue
(Exhibits 8.1 to 8.6 and Table 1).

Private consumption is set to grow in 2014 and
2015, supported by the increase in household
income, although slowly, at rates below those of
the second half of 2013, as the conditions are not
yet right for this higher rate to be sustainable. As
regards public consumption, its rate of adjustment

may be expected to slow as a result of the electoral
cycle, as mentioned.

The effect of the electoral cycle can be seen in the
sharp rise in public calls for tender in 2013, which
was already driving growth in non-residential
construction in the final quarter of last year, and
will continue to do so over the course of this
year and the next. As a result, growth rates for
this component of demand have been revised
upwards considerably. Investment in residential
construction will remain negative this year, and
could stabilise around mid-2015.

Capital goods investment will continue their growth
over the forecast period, driven by the same factors
that led to their recovery in 2013: replacement of
depreciated productive capital, and increased
activity in the export sector, in a context of
businesses’ improved internal economic/financial
situation and better external financial conditions.
Nevertheless, growth will be slower than in other
business cycle recovery stages due to sluggish
domestic demand, businesses’ ongoing process
of deleveraging, and the still limited availability of
credit, although this is improving somewhat.

The rate of export growth has been revised
downwards, due to the effect of its low starting
point, which was caused by the brusque slowdown
in the second half of 2013. This was in turn the
result of the weakening of demand from emerging
countries. Imports look set to gain pace, due to
growing domestic demand.

The overall result will be a positive contribution to
GDP growth from domestic demand of 0.7 and 1.2
percentage points in 2014 and 2015, respectively,
and a net contribution of external demand of 0.5 and
0.6 percentage points, respectively.

From the sectoral point of view, the recovery
should gradually spread from services to industry,
while the adjustment in the construction sector will
moderate substantially this year, with a recovery
in the sector possibly starting in 2015.
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Exhibit 8

Economic forecasts for Spain, 2014-2015
Change y-o-y in %, unless otherwise indicated

8.1 - GDP 8.2 - GDP, national demand and external balance

- 5 -
i ] 1]
3 - 31
2 ? ]
] AT s KT
R -1 1
2 -2 1
3 4 Annual avge.: -3
- 2009: -3.8% 4
-4 1 2010: -0.2% 5
-5 A 2011: 0.1% :6 ]
:g : ggg; :1:2"2 —» Forecast -7 - __» Forecast
2014: 1.2% 8 A
g T 2015 1.8% _g
emdr mdr mr moed i m e i IR ARITITAYARTTTAY AT ARV AR T\ AT AV T
2008(2009(2010/2011(2012|2013|2014|2015 2008|2009|2010(2011 [2012|2013|2014|2015

s GDP
External balance (a)

(a) Contribution to GDP growth in percentage points

e GDP, annualised quarterly rate National demand (a)

——— GDP, y-0-y rate

8.3 - National demand aggregates 8.4 - Employment and unemployment
5 28
12 4 26
9 3 24
6 2 22
3 1 —| 20
0 0 1 1 18
-3 -1 \ L 16
-6 -2 14
9 -3 \. / 12
12 -4 \‘._/ 10
15 -5 | 8
18 -6 —> r 6
:%‘1‘ —» Forecast :g g
-% T ||||||\1| ||||||\1| ||||||\1| ||||||\1| ||||||\1| ||||||\1| ||||||\1| iy ©
|||||||»1||||||\1|||||||\1||||||\1|||||||\1|||||||\1|||||||\1|||||||\1 2008|2009 [2010 | 2011 | 2012 ] 2013 | 2014 | 2015
u | trate, s.a. (right [
2008 |2009|2010{2011|2012|2013|2014|2015 et 2. (nightscale) ()
Households' consumption ——Employment
= GFCF housing
—— GFCF construction (excl. housing) (a) Percentage of working age population.
——— GFCF cap.goods &other products
8.5 - Inflation 8.6 - Saving, investment and c/a balance
(% GDP, 4MA)
7 1 32 -4
6 -
30 12
451': 28 \ I_-lllIIIIIII 0
: = MU 1
5] 24 {4
-1 4 22 —» Forecas -6
I§ ] 20 48
_g i —> Forecast 18 10
6 4 16 -12
T RN F R AICRICAY AR KRR R KA |'|"NV'|"NV1'|"|"1V1'|"|"|\1'|"|'1V1'|“|“1\1'|"llh1IIHMV
2008|2009 |2010|2011|2012|2013 | 2014 | 2015 20082009 | 2010 [2011] 2012 | 2013 | 2014 [ 2015

mmmm Currentaccountbalance
National investmentrate
National saving rate

——— GDPdeflator
Private consumption deflator
Unitlabour costs

Sources: INE (Quarterly National Accounts) and FUNCAS (forecasts).

Vol. 3, N.2 2 (March 2014)

JERY
Ul

SEFO - Spanish Economic and Financial Outlook



16

Angel Laborda and Maria Jesus Fernandez

Table 1

Economic Forecasts for Spain, 2014-2015

Annual rates of change in %, unless otherwise indicates

1. GDP and aggregates, constant prices
GDP
Final consumption households and NPISHs
Final consumption general government
Gross fixed capital formation
Construction
Residential construction
Non-residential construction
Capital goods and other products
Exports goods and services
Imports goods and services
National demand (b)
External balance (b)
GDP, current prices: - € billion
- % change
2. Inflation, employment and unemployment
GDP deflator
Household consumption deflator
Total employment (National Accounts, FTEJ)
Productivity (FTEJ)
Wages
Gross operating surplus
Wages per worker (FTEJ)
Unit labour costs
Unemployment rate (LFS)
3. Financial balances (% of GDP)
National saving rate
- of which, private saving
National investment rate
- of which, private investment
Current account balance with RoW
Nation's net lending (+) / net borrowing (-)
- Private sector
- Public sector (general governm. deficit)

- General gov. deficit exc. financial instit. bailou

Gross public debt

4. Other variables
Household saving rate (% of GDI)
Household gross debt (% of GDI)
Non-financial coporates gross debt (% of GDP)
Spanish external gross debt (% of GDP)
12-month EURIBOR (annual %)
10-year government bond yield (annual %)

Notes:

Average
1996-2007

3.7
3.8
4.3
6.2
5.6
7.6
3.9
7.4
6.7
9.3
4.5
-0.8

7.4

3.6
31
3.3
0.4
7.2
7.3
3.2
2.8
12.2

222
18.9
26.6
23.1
-4.4
-3.4
-2.6
-0.9

53.5

12.0
82.5
82.1
92.5
3.7
5.0

Actual data

2012

-1.6
-2.8
-4.8
-7.0
-9.7
-8.7
-10.6
-2.6
21
-5.7
-4.1
25
1,029.3
-1.6

0.0
25
-4.8
3.3
-5.6
1.6
0.2
-3.0
25.0

18.5
23.1
19.8
18.0
-1.2
-0.6
10.0
-10.6
-6.8
85.9

10.4
122.6
133.5
167.7

1.1
59

2013

-1.2
-2.1
-2.3
-5.1
-9.6
-8.0
-10.9
1.7
4.9
0.4
-2.7
1.5
1,023.0
-0.6

0.6
13
-3.4
2.3
-3.5
1.3
0.7
-1.6
26.4

19.0
23.9(c)
18.2
16.9(c)
0.8
15
8.8(c)
-7.3(c)
-6.8(c)
94.0

10.3(c)
117.6(c)
125.3(c)
165.2(c)
05
4.6

(a) Change between present and previous forecasts, in percentage points.
(b) Contribution to GDP growth, in percentage points.

Sources: 1996-2013 except for (c): INE and Bank of Spain; Forecasts 2014-2015 and (c): FUNCAS.

FUNCAS forecasts
2014 2015
1.2 1.8
1.3 1.5
-1.3 -0.9
0.6 2.5
-1.9 1.1
-4.8 1.7
0.3 3.1
4.0 4.3
3.6 4.8
2.3 3.5
0.7 1.2
0.5 0.6
1,040.4 1,066.4
1.7 25
0.5 0.7
0.4 0.8
0.5 1.1
0.7 0.7
0.8 1.5
2.5 3.3
0.4 0.5
-0.3 -0.2
251 23.5
194 20.0
23.4 23.4
18.1 18.2
16.8 16.9
1.4 1.8
2.0 24
8.0 7.9
-6.0 -5.5
-6.0 -5.5
99.7 104.3
10.3 10.3
112.2 107.4
118.4 110.9
159.5 153.9
0.6 1.0
3.2 3.3

Change in
forecasts

(@)
2014

0.2
0.6
0.0
2.8
3.0
-0.8
6.0
2.6
-1.8
0.4
1.0
-0.8

0.2

0.0
-0.5
0.5
-0.3
1.2
-1.0
0.5
0.7
-0.3

-0.1
-0.4
0.8
0.6
-0.8
-0.8
-0.8
0.0
0.0
-1.5

-0.4
-0.1
0.0
3.0
0.0
-0.9
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As regards employment, the more dynamic trend
than expected in recent months of 2013 and
the start of 2014 has led to an upward revision
for this year, in which it will increase by 0.5%,
a rate that will rise to 1.1% in 2015. As a result,
the unemployment rate will drop by more than
envisaged in previous forecasts.

The fact that jobs have started to be created at
low GDP growth rates implies that the increase
in apparent labour productivity will moderate
significantly, and as a result the drop in unit labour
costs will slow in 2014 and 2015.

The national savings rate will increase by a few
tenths of a percent —as the growth in domestic
demand will be less than GDP growth— which
means the current account surplus should grow
to 1.4% and 1.8% of GDP this year and next, and
consequently, the national net lending position
will also improve. The general government
deficit will come to 6% of GDP in 2014 and 5.5%
in 2015, and public debt will rise the following
year to over 100% of GDP.

In short, the recovery has gained strength in
the first few months of 2014, although growth
will remain slow this year, becoming somewhat
stronger in 2015. Domestic demand will grow
again for the first time since the crisis began,
helped in part by the effect of the electoral cycle
on the rate of budgetary adjustment, and tourism
will remain dynamic. The high level of public debt
represents a serious cause for concern, however,
because of its negative effect on the capacity for
future growth, among other reasons.
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Spanish banks: Boosting solvency and
performance ahead of the comprehensive

assessment

Santiago Carbé Valverde' and Francisco Rodriguez Fernandez?

European supervision will commence this November with a comprehensive
balance sheet assessment of the EU banking sector on the basis of December
2013 accounts. Most Spanish banks have already released their 2013 statements,
allowing us to present in this article the results of a simulation exercise, which
reveals improvements in the Spanish banking sector’s profitability and solvency
ahead of the EU level review.

The IMF’s final progress report on Spain’s financial sector assistance program can be
considered a bridge between the successful completion of Spain’s program and the beginning
of European single supervision. The IMF essentially considers Spain’s financial sector
assistance program to have been successful, while pointing out remaining challenges, such
as the need to consolidate and monitor MoU progress, uncertainty’s surrounding the SSM
assessment, and the unwinding of the government’s stakes in nationalized banks. Our analysis
of a representative sample of Spanish banks shows that although the main challenge continues
to be restoring lending to the private sector, the latest figures suggest that an inflection point
may be reached in the following months and that by 2015, the growth in new loans may exceed
repayment of outstanding credit. Moreover, the Spanish banks in our sample have increased
their core capital ratios from around 9.35% in 2012 to 11.5% in 2013. The return-on-assets has
also increased from -3.14% to 0.23% over the same period. In this context, we believe that
the Spanish banking sector seems to be well-prepared for the comprehensive assessments
and stress tests that will be conducted at the EU level this year. We add a word of caution,
however, that there are two outstanding issues, which could affect Spain’s performance on the
upcoming EU Comprehensive Assessment - the holdings of debt and some loan exposures.
The ECB'’s decision regarding the treatment of these issues, which remains to be finalized,
could ultimately affect Spanish banking sector results.

The end of financial sector assistance  February 20", 2014. As in previous assessments,

and the beginning of privatizations the advances made were highlighted along with
some remaining challenges. In our view, this

The IMF presented its final progress report on the  report can somehow be considered as a bridge
financial sector assistance program to Spain on  between two important stages for the Spanish

' Bangor Business School and FUNCAS.
2 University of Granada and FUNCAS.
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Exhibit 1

IMF’s view on the financial sector assistance program and the remaining challenges

POSITIVE OUTCOMES OF THE
FINANCIAL ASSISTANCE PROGRAM

B Identification of undercapitalized banks (asset M
quality review + stress tests)

- Recapitalizations and bail-ins -

Boosting asset quality and liquiity and creating
A

g Restructuring and resolution for state-aided banks |

[2]
Py
m
v3)

Reforming Spain’s frameworks for bank resolution,

regulation, and supervision

Strengthening the system’s capital, liquidity,
and loan-loss provisioning

- Improvement of financial market conditions -

Source: Authors’ own elaboration.

banking sector: i) the end of the EU-monitored
reform program for banks; and, ii) the upcoming
challenges for the sector, starting with the
comprehensive assessment and stress tests that
will be published by the European Central Bank
(ECB) and the European Banking Authority (EBA)
in November 2014. The IMF assessment and
recommendations are summarized in Exhibit 1.

Overall, the IMF considers the financial sector
assistance program a success story. It underlines
that “the Spanish authorities’ implementation
of the program has been steadfast.” Below, we
describe the main elements of the report and its
potential impact on the current status and future
developments in the Spanish banking sector.

All the measures included in the Memorandum of
Understanding (MoU) have been completed and,
as shown in Exhibit 1, this includes key actions,
starting with the identification of undercapitalized
banks “via a comprehensive asset quality review

REMAINING CHALLENGES

Enhanced monitoring and supervision ahead
of the SSM

Boosting core capital to facilitate lending
Avoiding impediments to asset disposal
Deferred tax assets (DTAs)
SAREB: Effective liquidation strategies
Savings bank reform: Governance

Europe’s contribution to recovery

and independent stress test.” This first action is
quite relevant as its usefulness is twofold. First,
it represents transparency and disclosure from
banks which have faced several corrective actions
by regulators and supervisors. Second, it has set
a very important precedent ahead of the ECB-
EBA assessments in November 2014.

Alogical consequence of the identification process
has entailed requiring banks to address their
capital shortfalls. At this point, this has not only
included capital injections but also the bail-in of
junior debt. The latter is quite relevant and timely
in an environment of banking union consideration
of the structure of creditor rights and bail-in
measures.

The report also mentions the role of SAREB. On the
positive side, the IMF notes that SAREB has
contributed to reduce “uncertainty regarding the
strength of banks’ balance sheets and boosting
liquidity by segregating state-aided banks’ most
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illiquid and difficult-to-value assets”, but also
highlights remaining concerns and challenges,
which we will address later on.

The IMF acknowledges that Spain is already
adopting plans to restructure or resolve state-
aided banks within a few years and, as we will
show in this section, the partial privatization of
Bankia is a relevant example.

On the supervision and regulatory side, the
report highlights that Spain has made substantial
progress in reforming the frameworks for bank
resolution, regulation, and supervision “to facilitate
a more orderly clean-up and better promote
financial stability and protect the taxpayer.” Such
frameworks have strengthened the resolution
power of the Bank of Spain and will also help
Spain to more easily adapt to the single resolution
framework within the European banking union
project.

The reform and resolution process of the
Spanish banking sector has not been
voluntary and this has made it unique in
Europe. However, the trade-off has been the
speed of actions, since the main authority for
crisis management —the FROB— was created
in 2009, but no significant recapitalizations
were made until 2012.

Another advance made according to the IMF
refers to the improvement in the system’s capital,
liquidity, and loan-loss provisioning. As we
have mentioned in previous editions of Spanish
Economic and Financial Outlook, the reform
and resolution process of the Spanish banking
sector has not been voluntary and this has
made it unique in Europe. However, the trade-
off has been the speed of actions, since the
main authority for crisis management —the Fund
for the Orderly Restructuring of Spanish banks
(FROB)- was created in 2009, but no significant

recapitalizations were made until 2012. In any
event, the final report of the IMF considers that
the capital injections and loan-loss provisioning
tools have permitted avoidance of the “deepening
cycle of losses on deposits, accelerating deposit
outflows, and more bank failures.”

Along with these substantial improvements, the
report observes that “financial market conditions
have improved dramatically during the program, with
risk premia on external borrowing by Spain’s banks
and sovereign down more than 75 percent and equity
prices up more than 50 percent during the program
period.” At this point, it is worth mentioning that
the IMF considers such improvement in sovereign
market conditions a combination of “crisis-fighting
measures adopted in Europe during the last 18
months (e.g., OMT)” and “Spain’s financial-sector
program.”

Considering factors such as the comprehensive
assessment of the ECB, Basel Il requirements,
and market appetite for bank solvency as a
condition to access debt markets, banks have
no other option but to reinforce their solvency
today if they want to be able to restore lending

as macroeconomic conditions improve.
I ———

As for the challenges, the report considers
them to be a mix of the necessary long-term
consolidation and monitoring of the progress of
improvements made under the financial sector
assistance program, and the “uncertainties arising
from unknowns regarding the methodology of
the Single Supervisory Mechanism’s (SSM’s)
upcoming comprehensive assessment, as well as
the unwinding of the state’s ownership interests
in intervened banks over the next few years.”
Accordingly, the first recommendation for further
action is to enhance “monitoring and supervision
(...) including continued efforts to ensure adequate
provisioning and to prepare banks for the SSM’s
forthcoming comprehensive assessment.” It
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is worth noting that large Spanish banks have
significantly reinforced their solvency in the last
two years.

An important but controversial issue is considered
within the recommendation of “boosting core
capital to facilitate lending.” At first glance, both
actions may seem incompatible, as capital
requirements make lending more difficult but
the view here should be interpreted as a long-
term one. Considering factors such as the
comprehensive assessment of the ECB, Basel lll
requirements, and market appetite for bank
solvency as a condition to access debt markets,
banks have no other option but to reinforce their
solvency today if they want to be able to restore
lending as macroeconomic conditions improve.

The report also mentions the need to avoid
impediments to asset disposal stating “another
benefit of efforts to ensure adequate provisioning
is that it should foster asset disposal over time
(helping to free space on banks’ balance sheets
for new lending) and corporate debt restructuring
(thereby reducing debt overhang), including
increased conversion of corporate debtinto equity.
Tax reforms could further reduce impediments to
asset disposal.”

Along the same lines of reinforcing solvency, the
IMF makes an explicit claim regarding deferred tax
assets (DTAs). Spanish regulation has recently
permitted banks to convert DTA into capital and
this has made it easier for some of them to achieve
the capital requirements on a fully-loaded Basel llI
basis. In this regard, the IMF considers that the
fiscal effects of the “mechanism should also be
closely monitored to ensure that they are minimal
as expected.” Although this assessment is a bit
too general as to make a clear interpretation, it
seems to suggest that Spanish banks will have to
give more weight to sources of capital other than
DTAs in reinforcing their solvency.

As for the flip side of the progress made with
SAREB, noted previously, the IMF warns that
“property price declines and the deterioration

of loans’ credit quality remain key challenges
for SAREB’s cash flow and profitability.
Implementation of effective liquidation strategies
will be critical going forward.” This suggestion
may be related to the assessments in the
previous report on the need to improve SAREB
management. On this point, it is worth mentioning
that a significant overhaul of SAREB management
has been recently undertaken and that several
actions have also been conducted to make the
strategies of the asset management company
more flexible and anticipative.

A final challenge mentioned in the report refers
to the savings banks’ reform. However, the
comments here are too general and much less
focused than in other recommended actions as
the IMF simply mentions that “a major reform to
enhance savings banks’ governance and reduce
their risks to financial stability was passed in late
2013. Strong implementation is now key.”

Another issue the IMF considers key, with which
we agree, is that one of the main challenges
partially beyond the outreach of the domestic
authorities is “Europe’s contribution to recovery.”
At this point, the report points out there should
be “more monetary easing” from the ECB, “swift
progress toward more complete banking union”
and being “flexible to changing circumstances and
maximize the return on the taxpayer’s investment
in state-aided banks.”

The FROB received 1.30 billion euros from the
sale of a 7.5% stake in Bankia on February 28",
2014. This represented a relatively small but
still significant recovery of the 22.42 billion
euros capital injection into the bank from
public funds.

Following the IMF report, another one of the most
important events regarding the banking sector
(and the abovementioned remaining challenges)
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was the partial privatization of Bankia. In particular,
the FROB received 1.30 billion euros from the
sale of a 7.5% stake in Bankia on February 28®,
2014. This represented a relatively small but still
significant recovery of the 22.42 billion euros
capital injection into the bank from public funds.

As for the specific details, the FROB sold 863.799
million shares of Bankia at a price of 1.51 euros
per share, a 4.4% discount to the closing price on
the day before the sale. Bankia said in a statement
that “such a discount is normal in transactions of
this kind and smaller than the discounts seen in
similar recent transactions.”

The shares were sold to institutional investors
through a so-called accelerated book building
process (which essentially is a process of
generating, capturing, and recording the interest
of investors for the shares). Demand for the
placement amounted to over 2.5 billion euros.
The bookrunners were UBS, Morgan Stanley and
Deutsche Bank.

The FROB had a stake of 68.4% in Bankia-BFA
before the sale and it owns 60.9% after the deal.
Apparently, the plans are to gradually sell off
further stakes to reduce the public participation
in the bank to 50.01% this year. However, it has
been announced that no other sale will be made
before 90 days since the first one.

Considering the positive evolution of Bankia
shares over the last few months (with an
accumulated increase of around 28% in the first
two months of the year) the transaction gains are
estimated at 300 million euros.

Spanish banks in 2014: More than
profits

During the first quarter of 2014, most of the
Spanish banks presented their accounting
statements as of December 2013. The statements
are important not only to address the impact of

the financial sector assistance program but also
because December 2013 is the reference point
for the balance sheets and income statements
that will be considered in the comprehensive
assessments and stress test of the ECB and the
EBA and that will be published in November 2014.

Balance sheets have shrunk in 2013 by around
10.5% after growing in 2012, a natural
consequence of the deleveraging process and
more evident following the asset disposals
made by some of these institutions after the
implementation of the MoUl.

We have selected 15 banking groups for our
provisional examination of the Spanish banking
sector as of December 2013. The institutions
included are Santander, BBVA, Caixabank,
Bankia-BFA, Sabadell, Popular, Bankinter,
NCG Banco, Catalunya Banc, Kutxabank, BMN,
BMN, Banco Ceiss, Liberbank, Unicaja and
Ibercaja. This exercise was based on consolidated
balance sheets and income statements from
December 2013. For those banks whose
statements for December 2013 were not
available, we used data from September 2013 as
a reference. Moreover, we note that the figures
may be subject to changes when the official data
is released by the Banks themselves and the
Bank of Spain. In the same vein, we have mainly
focused on trends and variation from 2012 to
2013 rather than on absolute values.

The first element analyzed is asset growth. As
shown in Exhibit 2, balance sheets have shrunk
in 2013 by around 10.5% after growing in 2012.
The shrinkage is the natural consequence of the
deleveraging process of many of the institutions
analyzed and was more evident following the asset
disposals made by some of these institutions after
the implementation of the MoU. This effect was
less evidentin 2012, due to corporate movements
including mergers and acquisitions. In any event,
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the financial sector assistance program is not the
only reason that explains the fall in the size of
the whole sector. Overall, this change can be
interpreted as a necessary adaptation of industry
capacity to the reality of the demand for financial
services following the crisis.

As suggested by the IMF report discussed above,
asset disposal will continue to be a key strategic
driver for some banks and, in particular, for some
of those that were nationalized, as it is one of
the main ways these banks can improve their
solvency and performance and, in the case of
privatizations, reduce the impact on taxpayers.

Exhibit 2
Asset growth in the Spanish banking sector
8% 1 6.9%
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Source: Own estimations from a representative sample
of Spanish banks.

Balance sheets have also contracted given the
fall in one of the main assets which are customer
loans. In our sample, loans fell by 3.4% in 2012
and by 3.8% in 2013, as shown in Exhibit 3. This
is, in part, due to the number of loans that have
been transfered to SAREB or to institutional
investors as the process of cleaning-up of balance
sheets has continued over the last two years.

However, as depicted in Exhibit 4, the decrease in
lending to financial institutions (in this case taking

Exhibit 3
Growth in customer loans at Spanish banks

2012/2011 2013/2012
0% -

-1% A

2% 4

-3% 1

-3.4%

4%

-3.8%

Source: Own estimations from a representative sample
of Spanish banks.

the latest data provided by the Bank of Spain)
suggest that an inflection point could be reached
in the following months. Month-on-month, loans to
firms have even increased in January 2014 with
respect to December 2013, even if the change
was as small as 0.03%. However, the repayment
of the outstanding loans is accelarating as the
private sector continues to delevarage and our
estimation is that the growth in new loans to the
private sector may exceed repayments by the first
half of 2015.

Coming back to our sample, we also observe
that customer deposits increased by 2.3% in
2012 and 4.5% by 2013 (see Exhibit 5). Even if
there are distributional effects and this trend may
be more significant for some market participants
than others, it shows overall that banks have been
pursuing strategies to reinforce their customer
base and liquidity. Combined with the improved
sovereign and funding market conditions and the
cleaning-up of balance sheets, this trend may also
help Spanish banks to increase the flow of credit.

On a related note, one distinctive strategic feature
of the Spanish banks in the European environment
is their level of efficiency. In the previous edition
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Exhibit 4

Month-on-month variation in lending to households and firms
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Exhibit 5

Growth in customer deposits at Spanish
banks
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of Spanish Economic and Financial Outlook,
we compared the performance and solvency of
Spanish banks with their European peers, taking
June 2013 as a reference. In that comparison,

Households

Spanish banks emerged at the top of the efficiency
ranking in the EU. This improvement in operating
efficiency seems to be continuing, as the cost-
income ratio for our sample declined from 50.4%
in 2012 to 49.2% in 2013 (see Exhibit 6).

Exhibit 6
Cost-to-income ratio at Spanish banks
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Source: Own estimations from a representative sample
of Spanish banks.
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One of the main reasons that motivated the EU
financial assistance program for Spanish banks
was solvency and the need to recapitalize part
of the sector. Additionally, international markets
seem to require banks to make an extra effort
where solvency is concerned, in line with
forthcoming Basel Ill requirements. Besides, as
stated previously, the December 2013 figures are
a key reference as they will be the ones used in the
ECB’s comprehensive assessment in November
2014.As noted in the IMF 's final progress reporton
the Spanish banking sector, “Another top priority
is for supervisors to continue encouraging banks
to build core capital in absolute levels—including
by taking advantage of buoyant equity markets to
boost share issuance, extending the dividend limit
to 2014, and supporting profits through further
efficiency gains. This will help avoid excessive
reliance on credit contraction to support capital
ratios, which would worsen already-tight credit
conditions.”

As we show in Exhibit 7 for our group of
representative banks, the core Tier 1 ratio has
increase significantly over the last year going
from 9.35% to 11.54%. This improvement is due

Exhibit 7
Core capital ratio at Spanish banks
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Source: Own estimations from a representative sample
of Spanish banks.

to various factors including the reduction of assets
(as shown above), the incorporation of DTAs and
the effort of banks to allocate more resources to
increase own funds.

The improvement in profitability has also
helped Spanish banks to boost their solvency,
in particular following recommendations
from the Bank of Spain where dividend policy

1S concerned.
|

Finally, another source of good news for Spanish
banks in 2013 is that they are once again
profitable. Taking relative figures for our sample
estimation, the return-on-assets (RoA) has
increased from -3.14% in 2012 to 0.23% in 2013
(see Exhibit 8). This improvement in profitability
has also helped Spanish banks to boost their
solvency, in particular following recommendations
from the Bank of Spain where dividend policy is
concerned. Importantly, the Bank of Spain has
extended such recommendations to 2014. In a
statement released on February 21, 2014 “on
credit institutions’ dividend policy in 2014” the
Bank of Spain underlines that “January 2014 saw
the entry into force of the new European solvency
regulations (known as CRR/CRD V), which lay
down more demanding rules for the oversight of
banks’ solvency. In turn, the European Central
Bank (ECB) is, during 2014, to undertake
a comprehensive assessment of the credit
institutions of the Member States participating
in the Single Supervisory Mechanism. Within
this framework, the Banco de Espafia deems it
is advisable for banks to persevere with rigorous
policies geared to capital conservation and the
strengthening of solvency levels.”

Specifically, the Bank of Spain recommends that
the cash dividends paid out of 2014 earnings
should not exceed 25% of attributed consolidated
profit. This ceiling may, in exceptional cases,
“be breached as long as the institution can
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substantiate a particularly favorable outlook for
its margins and a level of its CET1 capital ratio
higher, as of January 1%, 2014, than 11.5%, i.e. 3.5
percentage points above the CET1 level set as a
benchmark for the comprehensive assessment of
the European banking system to be undertaken
by the ECB in 2014.” As regards dividends paid in
shares, the recommendation is that banks “should
make an additional effort to moderate this type of
remuneration so that total dividends move towards
levels that are sustainable in the medium term.”

Exhibit 8
Return on assets (RoA) at Spanish banks
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Source: Own estimations from a representative sample
of Spanish banks.

Summing up, even if the return to profits seems
to be the noticeable headline, the most important
development for the Spanish banking sector
in 2013 is that a transformation is becoming
evident. In particular, the industry has faced a
significant number of regulatory and business
challenges and seems to be well prepared for
the comprehensive assessments and stress tests
that will be conducted at the EU level this year.
This situation is a combination of quantitative and
qualitative issues. On the one hand, the effort made
in terms of restructuring and recapitalization over
the last years. On the other hand the transparency
and disclosure exercises that have been conducted

and that, in a way, mimic some of the requirements
that Spanish banks may face in the comprehensive
assessment of November 2014.
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Public debt sustainability: Spain in the European
context

Joaquin Maudos'

As is the case of other distressed euro area countries, the impact of the crisis has
deteriorated Spain’s public debt ratio, as well as its net international investment
position. Current debt dynamics are raising concerns among investors over the
country’s debt sustainability outlook, given growth and interest rate assumptions
for the coming years, together with expected difficulty in reaching the necessary
primary surplus. Market tensions have eased in the near term, but continued
correction of fiscal and external imbalances will be needed.

Erosion of Spain’s fiscal accounts as a consequence of the crisis has increased the public debt
to GDP level to a maximum of 93.9% in 2013 from a low of 36.3% in 2007, the seventh highest
among the EU. The country’s debt sustainability outlook is worrisome, given expectations of
lackluster medium-term growth rates, likely below interest rates on the debt, and projected
difficulties in achieving the required primary surplus in order to stabilize or reduce the debt to
GDRP ratio. The crisis has had a similar impact on public debt levels in other peripheral euro
area countries, which like Spain, were penalized by high risk premiums on sovereign debt
relative to their non-distressed European peers. Spain’s net international investment position
has also deteriorated during the crisis, making it the fourth most heavily indebted country in the
EU and also placing upward pressure on borrowing rates. Recent corrections of the country’s
current account balance and reduced sovereign risk spreads are helping to improve the net
international investment position and reduce the public debt burden, respectively. In the longer
term, however, continued fiscal consolidation is needed to ensure both debt sustainability and
a return to growth.

One of the most troublesome consequences of
the enduring crisis affecting the Spanish economy
has been the rapid growth of public sector debt.
The scale of the crisis was such that plummeting
revenues and the escalating costs of automatic
stabilisers and interest payments soon had an
impact on the public deficit. Consequently, Spain
went from a government surplus of 1.9% of GDP

in 2007 to a deficit of 4.5% of GDP just one year
later. The deficit then hovered around 10%-11% of
GDP in subsequent years. The forecast for the end
of 2013 was a deficit of over 7% of GDP — the sixth
successive year of serious imbalances in the public
accounts. The government’s issuance of debt to
finance these deficits increased the public debt-to-
GDP ratio from a low of 36.3% in 2007 to 93.9%
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in 2013, which means that it has multiplied by 2.6 in
just six years.

The state of Spain’s public sector debt needs to be
viewed within the broader context of substantial
increases in public debt in advanced economies
in recent years, in contrast to the shrinking debt in
emerging countries. A recent IMF report by the
renowned authors Carmen M. Reinhart and
Kenneth S. Rogoff (Reinhart and Rogoff, 2013)

The state of Spain’s public sector debt needs
to be viewed within the broader context
of substantial increases in public debt
in advanced economies in recent years, in
contrast to the shrinking debt in emerging

countries.
|

finds that the government debt to GDP ratio
among the advanced economies is currently
over 100%, a level only reached after the end of
the Second World War and the highest for two
centuries. Indeed, the latest data from the IMF in
its October 2013 “Fiscal Monitor” place the public
debt to GDP ratio in the advanced economies at
108%, a figure three times that of other economies
(35.3%). The IMF forecasts that this huge difference
and the high debt level of the advanced economies
will persist over the years ahead, reaching an
estimated 105% in 2018, compared with 30.3% in
the developing economies. There has also been
a huge rise in the advanced economies’ external
debt (both public and private), which has soared
to 250% of GDP.

This situation is worrisome, and the sustainability
of current debt levels is being called into question.
This has led to proposals on alternatives ways of
solving the problem of excessive debt, such as
stimulating economic growth, fiscal adjustment/
austerity, default/debt restructuring, generating
inflation in order to erode the real value of the
debt, or financial repression in conjunction with

inflation, where repression is understood to mean
measures transferring wealth from savers to
creditors (nationalising pension funds, new taxes,
imposing capital controls, etc.).

Against this background, this article aims to
analyse recent trends in the Spanish economy’s
public debt in the European context. It also looks
at the factors determining the debt’s sustainability,
which primarily depends on the economy’s ability
to achieve nominal GDP growth higher than
the interest on the public debt and to generate
primary surpluses. Given that the problem is
not exclusive to Spain, but is shared by other
distressed economies in Europe’s periphery, it is
worth analysing the public debt dynamics in these
countries compared to the rest of Europe.

Finally, in some countries the concern about the
public debt overhang is exacerbated by their high
net external debt, which has to date been a good
predictor of a country’s likelihood of needing a bail
out. This article therefore also examines recent
trends in Spain’s international investment position
relative to the euro area, contrasting the position of
the distressed countries with that of their more
stable peers.

The trend in Spain’s
public-debt-to-GDP ratio

As Exhibit 1 shows, the Spanish economy’s growth
phase prior to the outbreak of the crisis in mid-
2007 allowed the public debt-to-GDP ratio to be
cut by 23 percentage points (pp.), reaching a low
of 36.3% in 2007. Since then, the ratio has been
multiplied by a factor of 2.6, reaching a maximum
0f 93.9% in 2013. This implies that on average, the
debt-to-GDP ratio has risen by 17% a year since
2007, increasing by almost 16 pp in just one year
(2012). This debt growth is being driven by the
upward trend in the public deficit also shown in
the Exhibit. The deficit has gone from a relatively
balanced position between 2000 and 2004 —and
even a surplus between 2005 and 2007- to the
complete opposite, switching from a surplus of 2%



Exhibit 1

Public debt and public balance in Spain
Percentage of GDP
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of GDP to a deficit of 4.5% of GDP in 2008 and
then staying around 10% of GDP until 2012. In
2013, the forecast was for a deficit of 7% of GDP,
half a point above the target set by Brussels.

The government debt sustainability
equation in Spain

According to the debt sustainability equation,
changes in the debt-to-GDP ratio depend on
various factors: the GDP growth rate, the interest
rate on the debt, the initial debt level, and the size
of the primary deficit/surplus (i.e., excluding the
interest on the debt). Thus, not only is a primary
surplus needed in order for the ratio to drop, but
GDP has to grow faster than the implicit interest
rate on the public debt.

If we look at events over the past few years,
during the growth period ending in 2007, as
Exhibit 2 shows, the interest rate on the debt
stayed below nominal GDP growth. In conjunction
with the primary surplus, this allowed the public
debt to shrink relative to GDP. In particular, over
the period from 2000-2007, annual nominal GDP

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013

= Public balance (r.h.s.)

growth averaged 7.75%, the implicit interest rate
on the debt was 4.4%, and the primary surplus

From 2000-2007, annual nominal GDP
growth averaged 7.75%, the implicit interest
rate on the debt was 4.4%, and the primary
surplus 2.7% of GDP. The debt-to-GDP ratio
fell by 23 percentage points. However, during
the 2008-2013 crisis, average nominal GDP
growth was -0.5%, the interest rate on the debt
4.7%, and the primary deficit 6.4% of GDP.
Consequently, the debt increased by 54 pp.
as a share of GDP.

2.7% of GDP. Over the same period, the debt-to-
GDP ratio fell by 23 percentage points. However,
during the 2008-2013 crisis, average nominal
GDP growth was -0.5%, the interest rate on the
debt 4.7%, and the primary deficit 6.4% of GDP.
Consequently, the debt increased by 54 pp. as a
share of GDP.
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Exhibit 2

Nominal GDP growth, public debt interest rate (10 year bond yield) and ratio

of primary balance to GDP. Spain
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The latest macroeconomic forecasts do not project
nominal GDP growth exceeding the interest
rate on the debt. For instance, the European
Commission’s February 2014 forecasts situate
real GDP growth at 1% and 1.7% in 2014 and
2015, respectively. With a forecast inflation rate of
less than 1% (using the GDP deflator), this would
translate to nominal growth of less than 2% and
2.7%. In terms of the cost of the debt, the implicit
interest rate could be around 4%, such that only
with a primary surplus of at least 1.3% of GDP
would it be possible to stabilise the debt. On this
point, the IMF’s latest projections in its October
2013 “Fiscal Monitor” describe a scenario in which
Spain will continue to run a primary deficit until
2016 (-0.6% of GDP), and only in 2017 (+0.4%)
and 2018 (+1.4) will it achieve a primary surplus.
Consequently, as the IMF forecasts, public debt
will only halt its growth relative to GDP in 2018. This
makes it essential to comply scrupulously with the
deficit targets, and the incipient recovery needs
to gain further traction in the coming years if the
continued investor confidence necessary to allow
the debt to be financed at reasonable rates is to
be ensured. As the latest European Commission
report on macroeconomic imbalances in European

Public debt interestrate ====Primary balance

countries (March 5", 2014) points out, reducing
Spain’s public debt over the medium term demands
a permanent fiscal effort.

Public debt: Spain in the European
context

As mentioned in the introduction, the Spanish
economy is not alone among Europe’s economies
in having a debt overhang problem, a fact that
has as its origin the outbreak of the euro area
sovereign-debt crisis in mid-2010.

As Exhibit 3 shows, since Greece’s first bail-
out, a gulf has opened up between the cost of
financing for the more heavily indebted countries
and other euro area economies. In the case of
public borrowing, the risk premium on sovereign
debt reached unsustainable levels, with rates, on
a monthly average basis, of 2,700 basis points
in Greece, 970 in Ireland, 1,200 in Portugal, 555 in
Spain, and 520 in ltaly. As the Exhibit shows,
the situation in the distressed countries was very
different from that among their peers, with an
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average figure of almost 1,000 bp in the former,
compared with just 200 bp in the latter. Since
the ECB’s action in the summer of 2012, when
it announced its OMT programme, risk premiums
have dropped considerably. Thus, at the end of
2013, the risk premium was 203 bp in Spain, 211 bp
in ltaly, 163 bp in Ireland, 345 bp in Portugal
and 642 bp in Greece. This group was joined by
Slovenia, with a risk premium of 297 bp.

The origin of the crisis, as has been repeated
so often, is the accumulation of an excessive
debt burden. In some cases, this debt overhang
has been in the public sector and in others in
the private sector. The common denominator,
however, tends to be excessive net external
debt (international investment position), as this is
basically what worries investors when they begin
to question an excessively indebted country’s
ability to repay its debts.

Table 1 shows how the debt-to-GDP ratio has
changed in the case of public debt among the
countries of the euro area over several sub-

Distressed countries
S pain

periods: 2000 to the end of the expansion; from the
start of the crisis in 2007 to 2013 (third quarter);
and from 2013 to 2018, according to the IMF’s
latest projections (October 2013). An analysis of
the information allows the following messages to
be highlighted:

m Whereas during the pre-crisis growth period the
debt-to-GDP ratio fell by 2.9 pp in the euro area,
during the crisis, it rose by 26.3 pp. in the period
up to 2013. Nevertheless, the trend has differed
widely between countries. Thus, in Greece the
increase was 64 pp, in Ireland it rose by 100 pp,
in Portugal 66 pp, in Spain 57 pp, and in ltaly
30 pp. By contrast, in Germany it rose by 13 pp
and in Finland by 19.6 pp, for example. Spain
is in fourth place in the EU in terms of growth in
public debt since the start of the crisis. Outside
the euro area, the 45 pp increase in the debt-
to-GDP in the United Kingdom also stands out.

m The IMF’s projections up to 2018 suggest that
high public debt levels in some countries are set
to persist, with Spain being the second country,
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Table 1

Trend in the public-debt-to-GDP ratio in the European Union countries
Percentage

Variation Variation Variation
2000 2007 2013Q3 2018 2000-2007 2007-2013 2013-2018

(pP) (PP) (pP)
Euro area 69.3 66.4 92.7 89.9 -2.9 26.3 -2.8
Belgium 107.8 84.0 103.7 92.1 -23.8 19.7 -11.6
Bulgaria 72.5 17.2 17.3 -55.3 0.1
Czech Republic 17.8 27.9 46.0 50.4 10.1 18.1 4.4
Denmark 52.4 271 46.3 48.0 -25.3 19.2 1.7
Germany 60.2 65.2 78.4 67.7 5.0 13.2 -10.7
Estonia 5.1 3.7 10.0 8.1 -1.4 6.3 -1.9
Ireland 37.0 24.9 124.8 109.8 -12.1 99.9 -15.0
Greece 103.4 107.3 171.8 142.6 3.9 64.5 -29.2
Spain 59.4 36.3 93.4 105.1 -23.1 571 11.7
France 57.5 64.2 92.7 88.8 6.7 28.5 -3.9
Italy 108.6 103.3 132.9 123.0 -5.3 29.6 -9.9
Cyprus 59.6 58.8 109.6 -0.8 50.8
Latvia 124 9.0 38.0 26.4 -3.4 29.0 -11.6
Lithuania 23.6 16.8 39.6 41.6 -6.8 22.8 2.0
Luxembourg 6.2 6.7 27.7 0.5 21.0
Hungary 56.1 67.0 80.2 78.8 10.9 13.2 -1.4
Malta 53.9 60.7 76.6 6.8 15.9
Netherlands 53.8 45.3 73.6 83.2 -8.5 28.3 9.6
Austria 66.2 60.2 771 71.8 -6.0 16.9 -5.3
Poland 36.8 45.0 58.0 499 8.2 13.0 -8.1
Portugal 50.7 68.4 128.7 116.0 17.7 60.3 -12.7
Romania 22.5 12.8 38.9 36.2 -9.7 26.1 -2.7
Slovenia 26.3 231 62.6 77.8 -3.2 39.5 15.2
Slovakia 50.3 29.6 57.2 59.1 -20.7 27.6 1.9
Finland 43.8 35.2 54.8 58.9 -8.6 19.6 4.1
Sweden 53.9 40.2 40.7 34.2 -13.7 0.5 -6.5
United Kingdom 40.5 43.7 89.1 96.7 3.2 454 7.6
Norway 28.5 50.7 31.1 34.1 22.2 -19.6 3.0

Sources: IMF and Eurostat.



after Slovenia, in which the debt-to-GDP ratio is
set to rise furthest (11.7 pp). In Germany, on the
other hand, it is projected to drop by 10.7 pp.

m More recently, the situation in the third quarter
of 2013 shows a wide range of variation
between countries, with a maximum value for
the debt-to-GDP ratio of 171.8% in Greece
and a minimum of 10% in Estonia. Of the
major European economies, Italy is the most
indebted, with public debt equivalent to 132.9%
of GDP. The other distressed countries also
have high debt ratios: 124.8% in Ireland and
128.7% in Portugal. Spain’s level of 93.4% is
lower, but still above the euro area average of
92.7%. Germany (78.4%) is 14 pp below the
euro area average and France is exactly in
line with the average (92.7%).

Given the current public debt situation in Spain,
and bearing in mind that the ultimate goal is to
bring the debt-to-GDP ratio to below 60%, there is
clearly a long way to go, all the more so bearing
in mind that the ratio will continue to rise over the
next few years. According to the IMF’s October
2013 forecasts, the ratio will reach 99% in 2014,

Exhibit 4

Public debt sustainability: Spain in the European context

peak at 105.5% in 2017, then drop by just half a
point in 2018. In this last year of the series (see
Exhibit 4), the IMF’s projection is for Spain to have
the sixth highest debt-to-GDP ratio in the EU,
behind only the group of “distressed countries”
(Ireland, Cyprus, Portugal, Italy and Greece).

Net external debt

The IMF paper by Reinhart and Rogoff referred
to above also warns of the problems associated
with the advanced economies’ excessive external
debt and their consequent vulnerability. According
to the paper, whereas the external debt of the
advanced economies has quadrupled to levels of
over 250% since the start of the growth cycle in
the mid-nineties, that of the developing countries
has steadily decreased and is currently around
30%. In some of these countries, the increase in
external debt was driven by rapid credit growth.

However, the situation of greatest vulnerability
arises when an economy has a high level of
external debt in net terms, i.e., discounting its
assets abroad. The analysis below therefore takes

IMF forecasts (October 2013) for the public-debt-to-GDP ratio in 2018 in the EU countries
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the net external debt (public and private), or net
international investment position, as its reference.
Basically, a country’s financial solvency depends
not only on the public sector’s indebtedness, but

Basically, a country’s financial solvency
depends not only on the public sector’s
indebtedness, but on the country’s net
capacity to repay its external debt. It is the
net position that determines the risk of
lending to a country, which manifests itself
in the differences in risk premiums between
countries.

on the country’s net capacity (of both the public
and private sectors) to repay its external debt. And
it is the net position that determines the risk of
lending to a country, which manifests itself in
the differences in interest rates (risk premiums)
between countries.

In the case of Europe, the intensity of the
sovereign-debt crisis has made it necessary to

The common denominator in all the bailed out
countries and those hardest hit by the crisis
is their economies’ high level of net external
debt, with a large international investment
deficit as a percentage of GDP.

bail out the most heavily indebted countries,
including both those with excessive public
sector debt and those whose banks needed to
be rescued. The common denominator in all
the bailed out countries and those hardest hit by the
crisis (with sharp rises in their risk premiums) is
their economies’ high level of net external debt,
with a large international investment deficit as a

percentage of GDP. As Table 2 shows, during the
growth period ending in 2007, net external debt
rose by between 46 and 56 pp in Greece, Portugal
and Spain (together with Latvia and Bulgaria),
with Spain coming in third place in the euro area
in terms of the deterioration of its international
investment position after several years of heavy
external borrowing needs, as reflected in its large
current account deficits. By contrast, net external
debt decreased over the same period, in countries
such as Germany, France, Austria, Sweden and
Finland.

During the crisis, net external debt in a number of
peripheral countries has continued to grow, with an
increase of 107.7 pp in Cyprus, 87.1 pp in Ireland,
29.2 pp in Portugal, 20.9 pp in Greece, and 19.9 pp
in Spain. There was also a notable increase in
France’s net external debt, rising by 19.7 pp from
2007 to 2013. By contrast, in countries such as
Germany, Denmark, the Netherlands, Austria, the
United Kingdom, and Finland, the international
investment position improved.

The most recent information referring to the third
quarter of 2013 (with the exception of Italy, where
the information refers to June 2013 and France
and Malta, for which it refers to December 2012)
shown in Exhibit 5 clearly reflects the way countries
are divided into two groups, the distressed
countries again being those with the largest
external debt in net terms. The countries that
have either been bailed out or had their banking
sector rescued appear on the left of the chart.
Spain, with a negative international investment
position of 98% of GDP, is the fourth most heavily
externally indebted country in the EU in net terms,
surpassed only by the countries bailed out with
European funds. By contrast, countries with a net
lending position vis-a-vis the rest of the world are
situated on the right-hand side of the chart. These
include Luxembourg, the Netherlands, German,
Denmark and Belgium. The euro area average
international investment position is negative and
represents 13% of GDP.
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Table 2
Net international investment position as percentage of GDP

) 2L e 200\6?283?Qpp) ZOO\é?gggigrzpp)
Euro area -7.3 -14.1 -13.3 -6.8 0.8
Belgium 28.9 46.6 17.6
Bulgaria -33.5 -81.1 -75.5 -47.6 5.6
Czech Republic -8.6 -40.4 -49.1 -31.8 -8.7
Denmark -14.3 -5.8 39.8 8.5 45.5
Germany 8.8 26.5 46.1 23.2 19.6
Estonia -48.2 -72.0 -50.6 -23.9 215
Ireland -7.9 -19.5 -106.5 -11.5 -87.1
Greece -39.6 -96.1 -117.0 -56.5 -20.9
Spain -32.0 -78.1 -98.0 -46.1 -19.9
France -7.6 -1.5 -21.1 6.1 -19.7
Italy -7.2 -24.5 -27.8 -17.3 -3.3
Cyprus 1.7 -96.0 -107.7
Latvia -29.3 -75.1 -65.6 -45.8 9.5
Lithuania -34.7 -55.8 -46.7 -21.1 9.1
Luxembourg 95.5 132.5 37.0
Hungary -71.2 -104.1 -96.1 -32.8 8.0
Malta 5.4 17.7 24.8 12.3 7.0
Netherlands -15.2 -6.0 50.6 9.2 56.6
Austria -24.5 -18.2 23 6.3 20.5
Poland -32.0 -52.8 -67.2 -20.8 -14.4
Portugal -41.2 -87.9 -1171 -46.7 -29.2
Romania -22.2 -43.5 -62.8 -21.3 -19.3
Slovenia -11.8 -21.8 -37.9 -10.0 -16.1
Slovakia -23.1 -51.8 -64.1 -28.7 -12.3
Finland -147.8 -27.9 14.5 119.9 42.4
Sweden -33.4 -1.4 -4.5 31.9 -3.1
United Kingdom -9.5 -21.1 6.2 -11.6 27.3

Note: Data for Italy from June 2013 and data for Malta and France from December 2012.
Source: Eurostat.

As Exhibit 6 shows, net external debt is a clear  on the most recent data available, the correlation
determinant of the level of the interest rates the = between the international investment position
country has to pay on its borrowings. Thus, based  (as a percentage of GDP) and the interest rate
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Exhibit 5

Net international investment position as percentage of GDP
Third Quarter 2013
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Note: Data for Italy from June 2013 and data for Malta and France from December 2012.
Source: Eurostat.

on a ten-year bond is 77%. Moreover, given the  (given the current fragmentation of the European
close correlation between the sovereign debt financial market), distressed countries’ high levels
risk premium and interest rates on bank loans  of external debt ultimately penalize them by raising

Exhibit 6

Net international investment position (% GDP) and public debt interest rate in the EU countries

September 2013
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Note: Data for Italy from June 2013 and data for Malta and France from December 2012.
Source: Eurostat.



their cost of accessing international finance. It
is therefore essential that these countries raise
savings domestically to finance their investments
(i.e., generate a surplus on their current account
balances), a process to which the public sector
has to contribute by reducing the public deficit.

Growth, net external debt, and fiscal
adjustment: A difficult balancing act

Achieving the desired objective of situating the
public debt-to-GDP ratio below 60% requires
the implementation of permanent long-term
fiscal consolidation measures, given that the
poor outlook for GDP growth, at rates below
the interest rate on debt in the coming years,
demands primary surpluses that will be hard to
achieve in the medium term.

Not only does the public sector need to undertake
reforms to achieve these primary surpluses,
but the private sector also has to play its part
by providing the financing capacity to reduce
the economy’s high level of external debt.
Indeed, the latest European Commission report
on macroeconomic imbalances in European
countries acknowledges the progress Spain has
made towards correcting these imbalances, but
warns that risks persist, which may affect growth
and consequently financial stability, apart from the

If Spain improves its currently high
international investment deficit position
by progressively consolidating the current
account surplus first achieved in 2013 after
decades of deficits, international investors’
confidence could be further improved, making

borrowing available at lower rates.
1

alarming levels of unemployment, and high levels
of domestic and external public and private debt.

Public debt sustainability: Spain in the European context

If Spain improves its currently high international
investment deficit position by progressively
consolidating the current account surplus first
achieved in 2013 after decades of deficits,
international investors’ confidence could be
further improved, making borrowing available at
lower rates. Bringing down the cost of borrowing
is essential not only to help keep the public debt
sustainable (this being one of its determinants, as
noted above), but also to reactivate the investment
that is the key to generating jobs.

In short, budgetary discipline is necessary
both to ensure debt sustainability and enable
the economy’s return to growth. This difficult
balancing act of achieving growth in a context of
budgetary constraints would be aided by faster
progress towards banking union, as the market
is currently fragmented and the cost of borrowing
in the distressed countries is excessive relative to
the euro area as a whole. Fortunately, this gap
has narrowed in recent months as the sovereign
debt risk premium has dropped, and this has also
helped reduce the burden of public debt (and
therefore the deficit) and the cost of borrowing for
households and businesses.
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The impact of the slowdown in emerging
markets on the Spanish economy

Sara Baliia, Cristina Colomo and Matias Lamas'

Recent instability in some emerging markets threatens to undermine the
recovery in major developed economies, in particular in Spain and other euro
area countries, as strong external demand remains a key factor for economic
growth.

In this article, we examine the main channels of contagion from the slowdown in emerging
market for the Spanish economy. The most obvious channel is through trade exposure to
the emerging block, a growing destination for Spanish exports in recent years. We also
examine another important link between Spain and the emerging markets - the value
of Spanish companies” investments in emerging economies, as well as the revenue flows of
internationalized companies abroad. The main conclusion is that growth prospects for Spain
will remain intact even if the crisis in the emerging economies escalates further, primarily a
consequence of the specific markets to which Spain is exposed. However, a major slowdown
will significantly hurt growth. Domestic demand is not yet ready to substitute external demand,
and is not expected to do so in the near-term, as the Spanish economy is still correcting the
multiple disequilibria inherited from the boom years.

the major developed economies. The World Bank
states that 60% of capital inflows to emerging
markets were the result of the Federal Reserve’s
quantitative easing.

Introduction

The year has begun with outbreaks of instability
in some major emerging countries. Emerging
markets have been the main victim of the Federal
Reserve’s (Fed’s) decision to reduce asset

purchases. Between 2010 and 2012, coinciding
with a two-trillion dollar expansion of the Fed
balance sheet, emerging economies received
private capital flows amounting to 6% of their
GDP. Half of these flows took the form of foreign
direct investment with a long-term view, but the
other half (portfolio investment and bank lending)
sought yields in a contex