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KEY ISSUES

Context. Strong reform progress is helping stabilize the economy and external and fiscal
imbalances are correcting rapidly. But unemployment remains unacceptably high and
the outlook difficult. This calls for urgent action to generate jobs and growth.

Policies. The reform effort needs to be raised to the level of the challenge.

e Despite reforms, labor market rigidities continue to force the adjustment onto
employment. The reform needs to go further: increasing firms’ internal flexibility,
reducing duality, and enhancing employment opportunities for the unemployed. A
social agreement could bring forward the employment gains from structural reforms.

e Private sector deleveraging is weighing on growth. The insolvency regime should be
further improved to provide incentives for accelerating debt workouts and cleaning up
corporate balance sheets.

e The banking system is stronger, but risks remain elevated. This calls for continuing to
reinforce capital, cleaning up loan books (encouraging banks to dispose of assets and
to use the proceeds to lend), and removing credit supply constraints.

e The fiscal deficit is falling but remains too high. Consolidation should continue, but be
as gradual and growth friendly as possible. Nominal, and if necessary, structural,
targets should be flexible in the event growth disappoints.

e The inflation gap with the euro area has not narrowed significantly. Competition
should be improved.

e European policies have helped, but—crucially—monetary policy is not feeding
through. Europe should move faster to full banking union and the ECB implement
further measures to reduce the much higher borrowing costs of Spain’s private sector.
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I CONTEXT: REBALANCING AFTER THE BOOM-BUST

1. The Spanish economy accumulated large imbalances during the long boom that ended
with the global financial crisis. After a brief stabilization in 2010, the economy fell back into
recession in mid-2011 as the euro area crisis spread to Spain and Italy. Unemployment soared, more
than tripling in five years to 27 percent. The fiscal position deteriorated sharply. Funding conditions
tightened for both the public and private sectors, culminating in Spain’s 10-year sovereign yields
hitting 7¥2 percent in summer 2012 and banks borrowing some 40 percent of GDP from the ECB.

2. More recently, however, there have been a number of positive developments. Most
importantly:

Imbalances are correcting

e Sovereign yields have fallen sharply since the OMT announcements and the second Greek
program in H2 2012 (although there is a risk that the increase in recent weeks could herald a
return to higher yield environment). Financial conditions also eased for banks, allowing them to
reduce their reliance on the ECB.

e The current account swung rapidly into surplus as exports recovered strongly (among the fastest
in the euro area) and weak domestic demand restrained imports, stabilizing the IIP. Price
competitiveness indicators are improving, especially unit labor costs (see background note).

° House prlces are fa”mg faSt and are dOWI"I Chart 1. Change in Cyclically Adjusted Primary Balance, 2012

a third from their peak (but are still likely . {percent of GDF)
some 15 percent overvalued). Construction
employment is half of its peak. Private 3

sector debt is declining.

e The fiscal deficit (excluding financial sector
costs) fell sharply from 9 percent of GDP
in 2011 to 7 percent in 2012, despite the
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The cyclically-adjusted primary balance
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Source: Fiscal Monitor, IMF.

contrast to 2011, the deficit of regional
governments fell sharply in 2012, with all regions reducing their deficits, some very substantially.

e Underlying inflation and wage pressures eased. Inflation at constant taxes fell 0.3 percent in May
(though headline inflation remained around 12 percent). Wages in the business sector fell
0.3 percent in QL.
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Figure 1. Spain: Recent Economic Developments

Financial market conditions have improved.
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The reform process has accelerated and deepened
Chart 2. Commitment to Reform, Adjusted for Difficulty
(index)

e The authorities have made substantial progress in
structural reforms in recent years, in line with staff
advice, especially to strengthen the financial 12
sector, improve the functioning of the labor 0s
market, and upgrade the fiscal framework. 0s e ®
Ongoing efforts, especially to establish a fiscal 0s il
council, ensure the sustainability of the pension
system, and enhance competition in domestic e

The index "commitment to reform" is based on whether significant action has been taken relative to past OECD

©
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More commitment

recommendations (in Going for Growth reports), taking a value of 1 if significant action has been taken and zero otherwise.
The index is adjusted according to the difficulty of undertaking the respective reform, measured by the inverse of average

mar ketS, are a | SO i n | i ne w i t h p a St sta ff a d Vi ce. responsiveness to priorities in this area in non-crisis circumstances across the OECD or the BRICS.

e Decisive action has been taken to help clean up banks in the context of a €100 billion (10 percent
of GDP) financial sector program from the ESM, and for which the Fund is providing technical
assistance. Provisions and capital were greatly increased following an independent stress test and
asset quality review in summer 2012, using €41 billion of the ESM facility. Weak banks are being
restructured and much of their real estate assets have been transferred to an asset management
company (SAREB). Regulation and supervision was also enhanced.

e A major labor market reform was instituted in February 2012 to improve firms’ ability to adjust
working conditions (including wages), reduce duality, and promote job matching and training.
Unemployment insurance was reduced by 17 percent after 6 months of benefits, and hiring
subsidies were reformed. In February 2013, the government announced more flexible hiring
arrangements and tax incentives to support youth employment and entrepreneurship.

e Product and service market reforms are underway. The government liberalized the establishment
of small retail stores and retail business hours. Further reforms have been announced, in
particular, to remove regulations that fragment the domestic market, to liberalize professional
services, and to foster entrepreneurship.

e Fiscal frameworks and transparency have been substantially upgraded. An independent council is
being introduced and a commission of experts has issued a proposal to ensure pension system
sustainability. Early and partial retirement rules were further

Chart 3. Structure of Two Recessions

tightened. Monthly reports are now available for all major (cumulative percentage change)
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levels of government. A commission is reviewing public B 21120201301 [l
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But the adjustment process is proving slow and difficult
Gross capital formation _
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Source: INE,
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longer. It is also marked by fiscal consolidation rather than stimulus, but has benefited from
stronger net trade and less sharp investment contraction.

Unemployment increased further to 27% percent in Q1. The increase since 2007 (19 points in

6 years) is unprecedented in Spain’s history and the sensitivity of unemployment to growth

in 2012 was one of the highest in the world. Unemployment is disproportionately affecting
workers with temporary contracts and the young (57 percent unemployed in Q1 2013), reflecting
Spain’s highly dual labor market.

Immigration has reversed, as both foreigners and nationals leave due to poor job prospects.

Despite the fall in sovereign spreads, financing conditions remain tight, especially for smaller
firms. Credit is falling at about 7 percent annually (9 percent for firms), lending rates on small
loans are much higher than in core euro area countries and many banks have either no wholesale
market access or only at high cost. NPLs continue to rise, reaching 10%2 percent in March.

Gains in Unit Iabor COStS reﬂeCt |ab0r Shedding (the Chart 4. ULC Total Economy Growth Relative to EA17, since 2008
marginal worker is typically less productive), but 2”

The distance between the flags represents changes from {

. . . 15 2008 to the latest available data, in general 2012Q4.
wage moderation too is starting to play a greater =
oy 10
role. Although the net IIP has stabilized, the level Q 1)
S
(minus 93 percent of GDP) remains among the . “ ﬁ a=a - O
weakest in the euro area. Reducing unemployment ﬂ . =
-5 Product \v!ty gain
while avoiding external imbalances reopening o i
. . . pe M Labor cost
would require a significantly weaker real exchange = @ Change n L sine 2000
. . +_ Ch: in ULC, 2000-2007
rate. While estimates of current account norms do s
. . DEU  AUT BEL FRA NLD PRT ITA ESP  GRC IRL
not suggest a significant current account gap, Source: Eurostat

model-based REER analysis, as well as the
overriding need to sharply improve the net IIP position, suggest an overvaluation of 8-12 percent
(see background note).

Falling household incomes are preventing progress on reducing high (above US) household
leverage. Median household real income has fallen 10 percent since 2009, forcing households to
cut their savings rate to historical lows to support consumption.

Chart 5. Real Median Household Disposable Income Chart 6. Risk of Poverty and Social Exclusion and its Components 1/
(index, 2008=100) (percentage change between 2008 and 2011)
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Firms are deleveraging by cutting employment and investment in the face of costly financing and
weak demand prospects and are increasingly net lenders to the rest of the economy. Their
debt/GDP ratios, however, remain among the highest in the euro area and twice their 1990-99
levels. While the insolvency law is relatively modern, it is little used to facilitate early rescue of
viable firms and swift liquidation of unviable ones (for example, most insolvency proceedings
eventually end in liquidation rather than restructuring). There is no personal insolvency regime
providing for a fresh start for responsible debtors, unlike most other EU jurisdictions.

Government debt rose to 84 percent of GDP in 2012 and the 7 percent of GDP deficit remains
among the highest in the EU.
Chart 7. Spain: Risks

I OUTLOOK: A LONG AND |
DIFFICULT ADJUSTMENT

3.

Medium

The outlook is difficult and risks are high. = gl

Impact

Recovery from a financial crisis, for both output and

unemployment, is typically weaker than a normal

recovery. This is compounded by the imperative for Low Mediom ign

fiscal consolidation and private sector deleveraging.

Key external risks include a new bout of financial market stress, delayed banking union (both of
which would raise borrowing costs for Spain), and a slowdown in Emerging Markets (which would
significantly undermine exports as non-euro area countries accounted for most of the recent
growth—see the Risk Assessment Matrix). Staff sees

three main scenarios: @ ©

8

Relative likelihood

Chart 8. L Rate Projecti 1/

= VAR unconditional forecast
— VAR forecast conditional on growth projection ‘
-
Staff projection -

Baseline—prolonged weakness. The governmentis < ~_. -
expected to meet its structural consolidation targets, N
implying (inevitably) a drag on growth during the
medium term—staff assume a multiplier of around
0.9 on average, reflecting the recession, the
relatively closed economy, the exogeneity of e S A S S
monetary policy, high private debt, and the reliance on expenditure reduction. (Important note:
staff's baseline, including in the April WEQ, had previously assumed no additional discretionary
fiscal consolidation as measures had not been fully identified. However, given the government’s
strong fiscal effort, staff now consider likely that additional measures will be taken to achieve
structural targets, even if not yet specified. The incorporation of higher fiscal consolidation improves
the projected debt dynamics but also implies a lower growth path, absent this effect, the underlying
growth outlook has improved slightly since the April WEQ.) Private consumption is likely to remain
constrained by modest wage and employment growth, the need to reduce high leverage ratios,
and the historically low savings rate. Strong net exports will remain the key driver of the gradual
recovery, as exports increase market share in the near future (reflecting gains from a growing
export base) and domestic demand restrains imports, resulting in a large current account surplus.
Growth, following recent indicators, is expected to turn positive later this year and to gradually
pick up to around one percent in the medium term. The weak recovery will constrain
employment gains, with unemployment remaining above 25 percent in 2018.

20 20
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Figure 2. Spain: Private Sector

Corporate debt is high.
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e Upside. A possible alternative scenario, where reforms (both by Spain and Europe) accelerate
and gain more traction, would entail a stronger recovery, in line with the government’s
projections. The recovery may also benefit from more growth-friendly fiscal measures and would
result in growth accelerating to 2 percent by 2018 and significantly boosting employment as
labor reforms restrain labor costs over the medium term.

e Downside. Deleveraging pressures and financial distress could intensify, creating a negative
macro-financial feedback loop that leaves both private and public debt at elevated levels for the
foreseeable future. The fiscal measures adopted could also have high multipliers. As a result,
growth would only turn positive in 2017 and unemployment remains above 27 percent.

Chart 9. GDP Growth Chart 10. Unemployment Rate
(percentage change) (percent)
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Downside
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Source: IMF staff projections.
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Source: IMF staff projections.

4. That Spain adjusts smoothly is of critical importance for the euro area, and hence for
the global economy. Spain’s outward spillovers through financial markets have been systemic for
Europe. Strong sovereign-bank linkages and sizable exposures to the rest of the world through asset
and liability cross holdings have made Spain an important hub for receiving and transmitting shocks
(see background note). Some of the key global risks emanate from Europe, in particular, that
problems in the euro area could re-ignite financial stress in global markets, and prospects for world
growth could be hit by protracted stagnation in Europe. A failure by Spain to resolve its imbalances
smoothly and restart growth could be one of the triggers. These externalities have been reflected in
the large support from the euro area since the global financial crisis, including large-scale ECB
borrowing, the ESM-supported financial sector program, the OMT announcements, and more
generally the impetus for a more complete monetary union.

5. The political situation appears stable but social tension could compromise the reform
effort. The government has a large majority, no general elections until late 2015, and has faced only
limited social unrest. But the economic context has reduced the popularity of the two main parties,
which could make public support for new difficult reforms more challenging. There is a risk that
regional-center tensions could also increase and political fragmentation yield inconclusive elections
in the future.

Authorities’ views

6. The authorities considered that the staff's baseline medium-term scenario is overly
pessimistic and stressed that the government’s growth projections are prudent. In particular,

10 INTERNATIONAL MONETARY FUND
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they argued that staff's estimated impact of the ongoing structural reforms on growth is very small
and that staff assumes an excessively high fiscal multiplier in the medium term. The authorities
considered that relatively high fiscal multiplier estimations might be applicable for recessionary
periods in the short term in an environment of financial crisis that impedes the reallocation of
resources, but less so for the medium term. They also pointed out that there are recent encouraging
indicators that the economy is stabilizing. Investment, employment and confidence were gravely
affected by the broader euro area financial crisis and financial fragmentation in 2012. In an improved
environment in which the financial sector channel ceases to be impaired, the authorities argued that
fiscal consolidation will be less of a drag on growth beyond the short term. That said, the authorities
recognized the challenges, including the difficult initial conditions, and reaffirmed their commitment
to advance the reform process, which will help increase competitiveness, employment, and growth.

B THE POLICY IMPERATIVE: JOBS AND GROWTH

7. This outlook calls for raising the reform effort to the level of the challenge. Spain—
supported by euro-area policies—needs to deliver on its announced program, and indeed go further
in key areas. The focus should be on a jobs-friendly strategy that allows the economy to grow and
hire rather than shrink and fire. This means making prices adjust rather than quantities, helping the
private sector delever, making sure banks can extend credit to healthy businesses, and minimizing
the drag from the inevitable fiscal consolidation. It also means avoiding any tendency to take the
prospective economic stabilization as a reason to slow the reform effort.

A. Labor: Reinforcing the Reform to Generate G/ Warking e il
O I Naregs xchual visekly oy B ran job (percent change) 2
J o bs Number of workers affected by working time reductions

8. The recent reform is having some positive effects.
Wage growth has moderated, firms are using the increased
flexibility to reduce working hours instead of reducing jobs, and
opt-outs are increasing. Wages in the public sector and large o
firms have fallen. The share of “objective dismissals” has 5000
increased and dismissal costs have fallen.
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covered less than one percent of industry-region wide - e o o
contracts. There is still some uncertainty about the judicial Sourc: FEDEA

interpretation of the criteria for objective dismissal.
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10. Labor market dynamics do not seem to have improved sufficiently. Increasingly, wage
inflation in the private sector is moderating, but has not fallen commensurately with the large excess
supply of labor. Although this situation may change in the coming months with the expiry of many
agreements, private sector wages have grown 10 percent between 2008 and 2012 (in line with the
euro area) while employment fell 15 percent (much more than in the euro area). Other countries
facing similar shocks but with more flexible labor and product markets have fared better.

Chart 13. Nominal Wage Chart 14. The Wage Phillips Curve since 2008
(Index, 2000Q1=100) ”
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Source: Eurostat. Sources: US Census Bureau, Eurostat, and IMF staff calculations.

11. Thus, labor market dynamics need to improve to reduce unemployment sufficiently.
The burden of adjustment is still falling on employment (especially temporary and youth) rather than
wages. Spain has historically never generated net employment when the economy grew less than
1%2-2 percent. Yet growth is not projected to reach these rates even in the medium-term. Thus
reducing unemployment to its structural level (still likely very high at around 18 percent) by the end
of the decade would require a significant improvement in labor market dynamics. In particular, faster
wage adjustment would likely lead to fewer people losing jobs (or consuming less for fear of this
risk) and more unemployed being hired, both of which would lead to more private consumption.
Businesses would also be more likely to hire and invest and net exports would contribute even more
to demand.

Chart 15. Spain: Nominal Wage Bill Evolution Chart 16. Growth and Unemployment, 1978-2018
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12. This suggests that the recent reform should go further. The government encouragingly
intends to review the reform in the coming months, involving an international expert organization,
such as the OECD. In the context of such a review, consideration should be given to:

e Increasing flexibility. Wages and work arrangements should be more responsive to economic
conditions. If no major improvement is seen as many agreements are re-negotiated this summer,
deeper reform of collective bargaining may be needed, e.g., liberalizing opt-outs further or
moving to a fully decentralized system. Eliminating “ultra-activity” (whereby contracts remain
valid after they expire) and indexation would also support wage flexibility.

e Reducing duality. This should ideally entail greatly reducing the number of contracts, based on
a permanent contract with dismissal costs initially low and progressively increasing with job
tenure. Alternatively, severance payments for permanent contracts should be aligned to EU
average levels, the scope for judicial interpretation in dismissal proceedings reduced, and
eligibility criteria for the recently-introduced permanent contract relaxed.

e Enhancing employment opportunities. To help the unemployed find jobs, they need better
training and placement services. For certain groups, such as the young and the low-skilled, more
ambitious policies to reduce the cost (including tax cost) of employing them may be required.

13. An agreement between unions and employers could bring forward the job gains from
structural reforms. Even under an upside scenario, wages and hiring would only adjust gradually,
implying a protracted period of very high unemployment. Such an agreement could help accelerate
this process and coordinate the economy to a better outcome (see Box on model-based simulations)
and comprise: (1) employers committing to significant employment increases in return for unions
agreeing to wage reductions and (2) some fiscal incentives in the form of immediate cuts in social
security contributions offset by indirect revenue increases in the medium term. A large employment
response and reduction in inflation will be critical so that household purchasing power in the
aggregate does not suffer. Such an agreement should complement, not substitute, for structural
reforms. The challenges for all parties involved are enormous, and it will be crucial to avoid an
agreement that waters down or delays needed structural reforms.

14. This is a complex issue and various interlocutors expressed misgivings. Some argued
that a strong agreement would be difficult to negotiate and enforce, there being currently little
common ground between the different stakeholders. Unions will understandably be reluctant to
accept further wage moderation and employers equally to give employment assurances. Others
argued that if the employment response is not forthcoming, the result could be a significant drop in
demand, a larger household debt overhang, and a higher deficit. There is also the risk that other
structural reforms are delayed. Nevertheless, given the enormous size of the challenge faced and
recognized by all parts, staff sees merit in exploring this option—if not now, in the future were
unemployment not to fall significantly.
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Box. Wage-Employment Dynamics

Model-simulations illustrate the potential benefits from an ambitious social agreement on growth
and employment from a faster process of internal devaluation. The assessment uses the IMF Global
Integrated Monetary and Fiscal Model and is based on: (1) an agreement to reduce nominal wages, for
illustrative purposes, by 10 percent over two years; and (2) a temporary fiscal stimulus to the wage cuts:
social security contributions are reduced (the contribution rate is cut by about 1%4 percent), followed by an
increase in the VAT two years later (e.g. by broadening the base rather than raising the main rate)—the lag
helps households during the period of falling

Real GDP and Exports

Wage5~ The adeStment il’] WageS and prices iS (percentage, difference relative to baseline)
relatively fast, as the social agreement is assumed

credible. 8 JPCLE TN Ii!eal exports
The results, while subject to inherent .
limitations of the model, suggest the wage

. o o o Real GDP
reduction, and associated fall in prices, would 4

have a significant positive impact on economic

growth and support the fiscal adjustment. The
wage/price decline would result in a real 0
2012 2013 2014 2015 2016 2017
depreciation of around 5 percent over 3 years, Source: IMF staff simulatons.
boosting exports and slowing imports. Importantly, Employment and Investment

(percentage, difference relative to baseline)
a credible social agreement would also have a large

positive impact on investment given the lower
production costs and improved outlook. As a result,

GDP would be 5 percent higher than in the baseline. =«
The fiscal deficit increases, but would fall rapidly
afterwards as the fiscal accounts benefit from the

VAT revenue increase and the stronger economy— 0

Investment

in both cases public debt is lower than in the

baseline in the medium term. i 2013 2014 2015 2016 2017

Source: IMF staff simulations.

Employment would be 7 percent above the

baseline scenario. With the fall in nominal wages, employment would grow at a faster pace especially in the
second and third years—reducing the unemployment rate by about 6-7 percentage points by 2016. Private
consumption could fall somewhat in the first year, but the drop would be limited as households benefit from
lower social contributions. Nevertheless, the simulations suggest that the rise in employment and lower CPI
inflation (prices would be lower by 4-5 percent after two years) would prove enough to boost consumption
growth already in the second year. The model also has savings rising by 2-2%2 percent in the first years (to
proxy for household debt effects)—if this does not happen, consumption could be further supported. Over
the medium term, consumers are better off in both scenarios given stronger output and employment.

Authorities’ views

14 INTERNATIONAL MONETARY FUND



SPAIN

15. The authorities argued that the labor market reform is working but will take more time
to see its full impact. They underscored that economic agents are still learning how to use the new
tools. Following the reduction of ‘ultra-activity’, a number of collective agreements will expire,
triggering an opportunity to adjust working conditions, foster labor productivity, and protect jobs.
The government also pointed out that it was unrealistic to expect a quick recovery in hiring during
such an intense recession and with financial fragmentation.

16. There was some recognition that a social mechanism on the lines staff suggested might
have theoretical appeal, but it was viewed as difficult to be achieved and entailing some risks.
The authorities did not see the present social environment as sufficiently receptive for such an
agreement and feared that trying to reach one might stall crucial structural reforms. There was also
concern about a broad range of implementation problems like the difficulty to differentiate across
sectors and individual businesses, as well as the risk of unstable dynamics if the agreement is
incomplete, including through the impact on household spending and the ability to service debt.

B. Helping the Private Sector Delever

Chart 17. Drivers of Employment Loss, 2008-2011 1/
17. The necessary deleveraging of high (Employment growth percent)

15
private sector debt should be made as efficient as
possible. Resources currently tied up in non-viable

firms need to be reallocated to viable firms that can - o - = uj
. . 0 it i =
invest and hire, and debt-overhangs should not I 03 l I
impede profitable operations. Insolvent, but N Due to: 0

0 GDP

responsible, individuals should have the prospect of B Corporate saving / delevaraging
M Dual labor market O
eventual discharge from their debts and the e = e
incentive to participate in the formal economy. While 2 "oy oy swe ma csr wo m AN onk PRT GRS AL
. . . ope Sources: IMF, World Economic Outlook database; Eurostat; and IMF staff estimates.
any change must not compromise financial stability, 1 From forihcoming IMF Werking Paper by Bakker and Zeng.
there is scope to continue to improve the insolvency regime (see background note):
e Corporate. The process could work better by: (1) reforming the legal framework to provide
incentives for early rescue of viable firms and eliminate heavy procedural requirements to
expedite liquidation of unviable firms (2) strengthening the institutional framework (e.g.,

enhancing commercial courts’ capacity) and (3) setting up frameworks to further encourage out-
of-court debt restructurings, particularly for SMEs (e.g., mediation).

e Personal. The authorities have implemented important measures to address residential
mortgage debt distress. To strengthen the toolkit for addressing household debt distress more
generally, priorities include: (1) fine-tuning existing measures to support further out-of-court
restructurings (e.g., centralized guidelines for workouts; mediation) (2) further improving access
to information and advice for highly-indebted individuals and (3) considering in the future
establishing a special personal insolvency regime with a fresh start for financially responsible
debtors.

18. Staff viewed the measures to address residential mortgage distress a step in the right
direction but not enough to help over-indebted—but financially responsible—individuals.
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Hence, going forward, a more comprehensive approach that includes an effective personal
insolvency regime with strict eligibility conditions for clearly insolvent people who dispose of their
assets, including their houses, to pay their outstanding debts and remain financially responsible over
a reasonable period of time (normally 3 to 5 years) to obtain a fresh start. Other countries, including
several in the EU since the crisis, have already introduced such regimes without endangering financial
stability or affecting credit discipline and payment culture.

Authorities’ views

19. The authorities considered recent measures adequate. The measures addressed to more
socially vulnerable households offer a high degree of protection for the debtor (including the
possibility of cancelling the mortgage by transferring the property, and offering opportunities for
public housing), and the mortgage law has been modified to rebalance the position of mortgage
debtors and providing for a system of debt relief. They also consider that they represent an adequate
balance between financial stability and the necessity to address household debt distress. In the
current situation, a personal insolvency regime that includes a different solution for mortgages
would overburden the courts, could lead to strategic defaults, and jeopardize Spain’s strong payment
culture. The authorities are preparing new legislation to address corporate debt overhang and were
open to consider proposals to further improve the corporate insolvency regime.

C. Financial: Supporting Credit While Safeguarding Financial Stability

20. The ESM-supported financial sector program has accelerated the clean-up of the
system. The Memorandum of Understanding signed in July 2012 provided a clear roadmap and the
resources for implementing the necessary overhaul, under tight deadlines. Important progress has
been achieved (as detailed in the Fund's quarterly monitoring reports). Weak but viable banks have
been recapitalized through an independent stress test exercise and an asset quality review, and
restructuring/resolution plans adopted. Additional capital augmentation has been achieved through
burden sharing with subordinated debt and preference shares, the transfer of assets and loans to a
newly incorporated asset management company (SAREB), and private-capital raising efforts. Through
a new draft law, the regime for savings banks is being substantially improved. The Bank of Spain’s
regulatory and supervisory powers and procedures have also been strengthened.

Chart 18. Spanish Banking System: Chart 19. How the Stress Test Capital Shortfalls Were Covered
Profits, Losses and Dividends (billions of euro) 1/ . (billions of euro)
60 M Final public aid needs

Raising of private capital
Loss absorption from hybrid holders

40
M Sareb transfer impact
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Capital needs
20
o] 30 Group 1: Banks owned by the FROB
Group 2: Banks with government support.
Group 3: Banks without government support.
-20
Annual profits / losses 15
-40 — Cumulated profits / losses
Cumulated dividends —
-60 0 — — —
Group 1 Group 2 Group 3 Total
Source: Banco de Espafa.
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Source: Bank of Spain.
1/ Data could include some duplication of losses for banks, shareholders of Cajas.
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Restructuring of the Spanish Banking Sector: Milestones

2009 2010 2011 2012 1H From 2012 2H: Financial Sector assistance program
< June: Creation - May: Change in « February: « February: Increase « July 2012: Memorandum of Understanding signed; €100

of the Fund for provisioning Establishment in provisioning billion contingent facility put in place; banks start work on

the Orderly rules of higher requirements for restructuring and resolution plans

Restructuring - July: Reform of capital real-estate related - August 2012: Improvements of resolution framework,

of the Banking the savings requirements assets including purchase and assumption and bridge bank

Sector (FROB) banks legal for credit = May: Increase in powers and ability to write-off shareholders

framework institutions provisioning = September 2012: Asset quality audit and bottom-up stress

requirements for tests results, revealing detailed bank-by-bank capital
non-problematic needs amounting to €57 billion under adverse scenario
commercial real- - October 2012: Banks present recapitalization plans and
estate loans are classified into Groups O, 1, 2, and 3.

- June: Top-down - October/November2012: Report on internal review of
stress test results, BdE supervisory procedures and proposals for their reform
revealing a €50-60 - November2012: EC approves restructuring plans for
billion capital need Group 1 banks
under an adverse * December 2012: Constitution of Sareb as asset
macro scenario management company for real-estate related banking
2012-14 assets; EC approves restructuring plans for Group 2 banks;

Frob injects capital into viable Group 1 banks; Group 1
banks transfer their real-estate assets to Sareb
February 2013: Group 2 banks transfer their real-estate
assets to Sareb

March 2013: FROB injects capital into Group 2 banks
March-May 2013: execution of subordinated liability
management exercise

Source: IMF staff, Banco de Espafia, Moody’s

21. This clean-up has so far cost about 6 percent of GDP in public money, excluding large
contingent liabilities. Since the first financial support measures launched in 2009, some €63 billion
has been injected by the state into the system, of which €41 billion was drawn from the EFSF/ESM.
On top of this, contingent aid has been provided under the form of either state guarantees on bonds
issued by banks and SAREB (€105 billion outstanding) or asset protection schemes. While there was
considerable burden sharing, the government decided not to take full ownership of the insolvent
institutions recapitalized with public funds and chose to grant holders of subordinated debt and
preference shares substantial equity in the new institutions (around a third on average, totaling
about €4% billion at mid-June market values), reducing future potential returns to the taxpayer.

Restructuring of the Spanish Banking Sector: The Taxpayer's Balance

(cumulative balance until May 2013)
A) Assistance provided B) Resulting benefits
Resulting entity Intervened entity In cash In contingent aid Total A Amounts recovered Public ownership Total B
Via FROB Guarantees on bonds aid Guaranteed  As percent As current
ViaDGF  ViaFROB  Via ESM Via DGF (1) 1 issued by issued by recovered bonds of capital market
banks (2) SAREB matured )] value

BBVA UNIMM 953 4,823 (3) 2,305
Bankinter 4,823
Caixabank Banca Civica; Banco de Valencia 1975 4,500 4,366 (4) 14,650 977 (5)
Kutxabank BBK-Cajasur 392 (6) 830
Sabadell CAM; Banco Gallego 5249 245 16,610 (7) 10,811
Unicaja 1,750
Banco Popular 6,337
Ibercaja Caja3 407
Banco CEISS Caja Espaiia-Duero; CEISS group 525 604 2,988
BMN BMN 915 730 3,673 65% 918
Liberbank Cajastur-CCM; Liberbank 1,682 124 2475(8) 2167
Bankia-BFA BFA 4,465 17,959 34,768 71% 6,195
Cataunya Banc Catalunya Banc 2,968 9,084 10,756 69% 1628
NCG NCG 3,556 5425 7578 68% 1,543
SAREB 2192 50,781
TOTAL 7,884 14,404 41,270 23,908 4,758 103,436 50,781 246,441 977 49,563 10,284 60,824

Source: Banco de Espafia.

(1) Maximun amount of losses covered by Asset Protection Schemes (APS), on certain asset classes; (2) Total outstanding amount at the end of May 2013: 53.873 m €; (3) On UNIMM: up to
80 percent of € 6029 million; (4) On Banco de Valencia: up to 72.5 percent of € 6022 million; (5) Aid for Banca Civica (principal plus interest) repaid to Frob (April 2013); (6) On BBK-Cajasur:
up to €392 million; (7) On CAM: up to 80 percent of € 20.762 million; (8) On CCM: up to € 2.475 million; (9) Ownership percentages are estimates, after completion of SLE.

22, The banking system is now stronger, safer, and leaner. The system’s capital has been
boosted, with all banks covered by the stress test over the minimum regulatory requirement

(9 percent core tier I) at end-March, once the estimated effects of pending capital augmentation
measures (e.g., completion of burden-sharing exercises and sales/mergers under the program) are
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included (though core tier I ratios are still on the low side compared to peers under fully-loaded
Basel III). Credit provisions have also increased and the intervened banks are implementing EC-
approved restructuring/resolution plans. The number of banks fell from 50 in 2009 to 15 currently,
with employees and branches reduced by about 13 percent over this period.

23. But risks remain elevated. While the ESM-supported program is helping tackle legacy

problems, risks, especially macro-financial, continue to loom large, in line with the difficult

macroeconom iC OUtIOOk' Chart 20. Improvements in Capital and Provisioning, 2008-12
. (percent)
9.5 45

Specific credit reserve coverage ratio

e Loan books will likely continue to deteriorate.
As long as economic growth remains weak and
unemployment stays high, nonperforming loans S
will continue to increase, and with them the need
for banks to provision.

8.0 Core tier 1 ratio 1/ 30

7.5 25
e Earnings will likely remain under pressure. They _
will be impacted by low business volumes, low " e 2010 2011 2012 %
margins, and high credit provisions. Some banks Ve —
may struggle to generate enough profit to maintain current capital levels without further
deleveraging.

e Access to markets will likely remain limited, and expensive. Unless sovereign and bank
spreads decline significantly, wholesale markets will remain too expensive to be a major funding
source for many banks. Indeed, bond yields and market volatility have risen since May and, if
sustained, could force weaker banks to rely on the ECB for funding and/or to delever faster.

e Banking and macro interactions could generate a negative feedback loop. If the
macroeconomy weakens and the outlook remains uncertain, banks could delever faster, which in
turn could lead to less growth and weaker confidence.

24, There are also operational risks. SAREB has a large number of assets that are complex and
costly to manage and whose price is intimately linked with economic prospects. Restructuring /
resolution plans of intervened banks are complex and challenging, and the franchise value of the
weaker ones might fall faster. The burden sharing exercise involves many thousands of retail
investors and entails litigation risk from potential widespread allegations of mis-selling.

25. These risks call for proactive vigilance to protect the hard-won solvency of the system
and to support credit and growth, in particular, continuing to:

e Keep banks’ loan books clean and reinforce the quantity and quality of capital. The recent
guidelines tightening classification of refinanced loans (some 15 percent of total loans) should be
used for this end and the market for distressed assets should be fostered (for example, by
moving the tax on real estate transactions to real estate values and tightening time limits on full
write-offs). This may require more provisioning and/or capital, which in turn calls for extremely
prudent capital management. To avoid exacerbating credit constraints, the focus should be on
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increasing the nominal amount of capital, for example, via restrictions on cash dividends or
issuing more equity. Raising fresh capital would be challenging in a downside environment.

e Remove possible credit supply constraints, while preserving loan quality. There are no
straight-forward solutions, but consideration could be given to credit risk sharing via targeted
guarantee and securitization schemes, further fostering non-bank financing, and clearing public
sector arrears. Maintaining bank access to ample and cheap Eurosystem liquidity would also help.

e Provide incentives. The above actions (e.g., issuing equity, forgoing dividends, stepping-up
provisioning, disposing of distressed assets, easing the pace of credit contraction) could be
further incentivized by the government offering to swap banks’ deferred tax assets (some
€51 billion, a third of core tier I capital) for tax claims (as recently implemented in Italy),
conditional on the degree to which banks take the above actions. This would improve the loss
absorbency and liquidity of banks' capital at potentially little cost to the government.

26. Supervisory practices should build on achievements under the financial sector
assistance program. In particular, rigorous and regular forward-looking scenario exercises on bank
resilience and capital needs should occur regularly to guide supervisory action.

27. By contrast, banks argued that falling SME credit reflects falling demand from healthy
firms. They argued they have liquidity and the incentive to lend given high SME lending rates, and
that the problem is one of inherent risk of lending to SMEs in the current macroeconomic context.
More generally, it was desirable and inevitable that credit should fall after the boom and reflects the
necessary restructuring of the system—more lending now could just mean more losses later. Staff
countered that distinction between demand and supply is not clear cut—lower lending rates would
increase the amount of demand—and there are also signs that there could be credit supply
constraints. Survey data indicate banks have tightened lending standards for a given
creditworthiness and more firms indicate “access to credit” as their most pressing problem in Spain
and the periphery than the core. Rising lending rates also seem inconsistent with a pure demand
shock. There could also be disruption to credit relationships as many state-aided banks downscale
operations as part of their restructuring plans.

Authorities’ views

28. The authorities largely agreed with the analysis and policy implications. While
considering legacy problems from real estate largely addressed, they agreed that the risk now is that
the hard-won bank recapitalization could be affected if macro weakness were to continue for longer
than expected. They are developing an internal methodology to conduct, on a regular basis, different
scenario exercises to assess bank resilience. They stressed that while earnings retention should have
priority over dividends, this has to be targeted bank by bank, given the widespread differences in the
system. On loan loss recognition, they underscored that the newly tightened supervisory rules will
indeed improve the transparency of banks’ balance sheets and enforce appropriate provisioning. The
authorities shared the preoccupation on credit, but stressed the difficulty in disentangling demand
and supply factors and emphasized the need to improve the monetary transmission mechanism and
financial fragmentation. They are working on measures to address the financing of the real sector.
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D. Fiscal Consolidation: Minimizing the Inevitable Drag

29. Even after considerable effort, Spain is only half way along its needed consolidation
path. Under staff's baseline scenario (which combines the government’s underlying fiscal effort with

staff's more conservative macroeconomic Chart 21. Fiscal Deficit and Debt
i . . . (percent of GDP)
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Sources: Ministry of Finance; and IMF staff calculations.

growth in the future. This requires a very large
structural fiscal effort given the implied need to improve the primary deficit (4 percent of GDP

in 2012) to a considerable surplus (of around some 3-4 percent of GDP) in the medium term, and the
weak growth outlook. Such an adjustment would be very large by international comparison.

30. To minimize the economic and social cost, the consolidation should be gradual. The
government’s new medium-term structural deficit reduction targets strike a reasonable balance
between reducing the deficit and supporting growth (with the cyclically-adjusted primary balance
improving by about 0.8 percent of potential GDP from 2014). Given the need to stabilize the
economy and assuming the structural consolidation in train for 2013 is delivered, significant
additional measures for 2013 are undesirable. Going forward, it will be important to be flexible on
the nominal (and, if necessary, structural) targets if growth disappoints.

Stability Program Update, 2013 1/
(percent of GDP)

2012 2013 2014 2015 2016
Overall balance -7.0 -6.3 -5.5 -4.1 -2.7
Primary balance -4.0 -3.0 -2.0 -0.5 0.9
Cyclical primary balance -3.7 -4.1 -3.7 -3.2 -2.5
Cyclically adjusted primary balance -0.3 11 1.7 2.7 3.4
One offs 1.0 0.0 0.0 0.0 0.0
Change in cyclically adjusted primary balance 1.4 0.6 1.0 0.7
Structural primary balance -1.3 1.0 1.8 2.7 3.5
Change in structural primary balance 2.3 0.8 0.9 0.8

1/ The fiscal deficit targets were revised after the publication of the Stability Program under the EDP
as follows: 2013 -6.5; 2014 -5.8; 2015 -4.2; 2016 -2.8.

31. The adjustment path should be made more concrete and growth-friendly. The lack of
sufficient specific measures in the government’s medium-term fiscal plan and, to a lesser extent, the
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lack of buffers in the macro framework (compared to staff's baseline) undermines credibility, fosters
ad hoc measures, and raises uncertainty.

32.

In the near term, measures could focus Chart 22. EU 15: Indirect Tax Revenue, 2012
. . . . (percent of GDP)
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Source: Eurostat.

as health and education. The tax system
would also benefit from being reviewed to mobilize more revenue in a more efficient and
fairer way. A deepening of the 2011 pension reform is needed given the significantly worse
dependency ratio projections and recent labor market trends (see background note). The
impact on the poor of the consolidation measures should also be explicitly considered and
counter measures implemented.

The fiscal framework is being substantially upgraded and should be followed through

with ambitious legislation and rigorous implementation. In particular:

Developing a more predictable and transparent approach to applying the enforcement
provisions of the recent Organic Budget Stability Law. The strong performance by the regions
in 2012 owed less to these enforcement provisions than to conditions (especially the reliance
on financing from the center) which may not apply in the future. Thus continuing to develop
the enforcement of the Organic Law would address the risk of future slippage and cement
recent gains (see background note).

Strengthening the independence, both real and perceived, of the planned fiscal council is
paramount. This would be helped by a non-renewable presidential term of at least five years.

Securing the sustainability of the pension system. The expert committee’s proposal on the
“sustainability factor” provides a strong framework for sustainability and for evaluating
alternative reform options.

Following through on the creation of a panel of experts to advise on tax and regional
financing reform. Expenditure reviews, looking across several levels of public administration,
would help find synergies, more efficient delivery of public services, and identify growth-
enhancing measures.

Further improving budgeting and transparency, especially by combining the dispersed
budgets and regional multi-year consolidation plans into one medium-term budget based
on a detailed general government macro-fiscal projection, a baseline under unchanged
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policies, and with the impact of specific measures identified. Short of medium-term
budgeting, future measures legislated now could ensure that targets are met. Risk reporting
could improve by including stochastic and alternative medium-term scenarios and improving
coverage of contingent risks (e.g. financial sector, road concessions, PPPs).

Authorities’ views

33. The authorities underscored the remarkable reduction in the fiscal deficit in 2012 in the
middle of a recession and agreed with many of the above proposals. They also highlighted that
all regional governments made significant progress in reducing their deficits and that fiscal reporting
at the sub-national level was substantially upgraded. They also argued that the recently revised fiscal
targets are more adequate, considering the state of the economy, and they are confident of meeting
them. They agreed with the need to conduct tax and expenditure reviews and they pointed to the
recent proposal on the pension sustainability factor by a panel of experts. The authorities viewed the
new system of fiscal control as working well, even though modalities for its implementation are still
being developed. They also highlighted that extraordinary liquidity facilities are complementing the
enforcement provisions in the new Organic Budget Stability Law.

E. Structural: Building a World-Class Business Environment

34. Spain needs to do more to improve its business environment and boost competition.
Spain ranks only modestly in international comparisons, benefiting from strong infrastructure, but
suffering from the high burden of starting a business, administrative regulations in product markets
that limit trade, and professional services that are not fully liberalized. Spain’s production structure is
dominated by SMEs, which tends to slow productivity growth. These factors result in a lack of
competition, highlighted by the lack of progress since the crisis in reducing the inflation differential
built up during the boom years. Greater competition would also complement the labor reform by
reducing profit margins and prices, and increasing the demand for labor.

Chart 23. Consumer Prices Chart 24. Business Environment:
(cumulative change in the period, percent) Selected Rankings within OECD, 2013
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35. The government plans a range of reforms in its National Reform Program (NRP) on
which it needs to deliver fully and quickly. This will help Spain gain credibility in the short term
and reap the growth benefits (estimated by the

government at around 8 percent of GDP) in the chart 2?;;;‘:;“;,";3;;‘:{;“5?!Ff;‘““’"‘s
medium term. The program for Market Unity, Youth and entepreneuraip stategy P o

which will facilitate trade across regions in Spain,
is potentially important and is underway. The
much-delayed law to liberalize professional
services needs to be delivered quickly and without

05

being undermined by vested interests. With the Labior
aim of containing second round effects in e

inflation, the government has announced

legislation to reduce indexation of prices in

government operations. Consideration should also

be given to reforms that encourage firms to grow Source: National Reform Program.

(e.g., thresholds on firm size in the tax code). An independent “growth commission” (e.g., Australia’s
Productivity Commission) could help set priorities, identify key measures and overcome political
obstacles.

Authorities views

36. The authorities agreed that Spain needs to boost competition, which their policies are
targeting. The authorities are committed to fully implement their National Reform Plan. In addition
to the flagship reforms, which will be approved according to the announced schedule, they are also
continuously reviewing regulations to improve the business environment.

F. Pan-European Support

37. Much more should be done at the European level to ease Spain’s adjustment. Spain is
systemic to the euro area and has been a key source of outward financial spillovers. While recent
euro-area actions have reduced tail risks and alleviated financial market stress, they have not been
sufficient to reverse fragmentation, improve monetary transmission, and deliver higher growth and
employment, neither for the euro-area nor for Spain. Faster progress to full banking union,
(including, if necessary, a flexibly used ESM bank recap mechanism), could break the sovereign/bank
loop, allowing Spanish firms to compete for funds on their own merits rather than their country of
residence. Further measures (including by the ECB) to reduce financial market fragmentation and
ease credit conditions would help Spain’s adjustment. Spain would also benefit from flexible
application of financial sector state-aid rules (i.e., deleveraging requirements attached to public
capital injections), other European countries not ring-fencing their banks, and more support
channeled through common resources (e.g., the EIB). Spain and the euro-area should also keep the
option of an OMT-eligible program open as it could help cement market confidence and lower
yields.
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Authorities’ views

38. The authorities strongly agreed that more decisive action by Europe is needed,
especially with banking union and the repair of the monetary transmission mechanism. While
the sovereign has benefited from recent European actions, Spanish private institutions have not, and
progress at the European level has fallen short of the challenges. The authorities noted that Spanish
banks and firms are facing much tighter funding conditions than their peers in core Europe,
independently of the financial strength of the individual firm. The problems are particularly
exacerbated for SMEs. The authorities stressed the critical issue now is to create the conditions for
credit to flow and promote economic growth in the Euro area. In particular, the ECB could do more
to repair the monetary transmission mechanism and faster progress should be made in
implementing the banking union to create a level playing field, solve the lingering problem of ring-
fencing of financial assets within the euro area, and ensure financial stability.

B STAFF APPRAISAL

39. Progress on critical reforms has been strong and the needed adjustment is well
underway, but the economy remains in recession amid unacceptable levels of unemployment.
Decisive reforms in the labor, financial, and fiscal sectors, in line with past staff recommendations, is
helping stabilize the economy. External and fiscal imbalances are correcting rapidly. Sovereign
borrowing costs have improved substantially. But, hampered by private sector deleveraging, fiscal
consolidation, and labor market rigidities, output has contracted for seven quarters and
unemployment has reached 27 percent.

40. The outlook remains difficult and risks are high. Growth should start to turn positive later
this year, but will likely only gradually pick up in the medium term, with limited gains in employment.
A more favorable scenario is within reach, especially in the medium term if the envisaged reforms are
fully implemented by Spain and Europe. But there are also significant downside risks which could
result in a more protracted recession.

41. This calls for urgent action to generate growth and jobs, both by Spain and Europe.
Spain needs to deliver on its announced program, and indeed go further in some areas, while euro
area policies need to be more supportive. It also means avoiding any tendency to take the
prospective economic stabilization as a reason to slow the reform effort.

42, Labor reform needs to go further to generate jobs. Last year's reform made substantial
improvements and is gaining traction. But labor market dynamics need to improve to reduce
unemployment sufficiently, including by further enhancing internal flexibility, reducing duality and
improving active labor market policies. Policies reducing the cost (including tax cost) of employing
certain groups, such as the young and low-skilled, should be considered. The labor reform should be
complemented by faster progress in boosting competition and the business environment.
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43. A social agreement should be explored to bring forward the employment gains from

structural reforms. This could comprise: employers committing to significant employment increases
(and price cuts) in return for unions agreeing to significant further wage moderation, and some fiscal
incentives. The risks, however, are significant and any agreement should not stall the reform process.

44, Private sector deleveraging should be facilitated. The insolvency regime should continue
to be improved, in particular, to promote early rescue of viable firms through out of court work-outs.
In the future, consideration should be given to introducing a personal insolvency regime that
protects payment culture and financial stability.

45, Banks also need to play their part. Losses need to be promptly recognized and distressed
assets sold to avoid tying up resources. Other priorities include: continuing to reinforce the quality
and quantity of capital; removing supply constraints; and implementing rigorous and regular
forward-looking scenario exercises on bank resilience to guide supervisory action.

46. The required fiscal consolidation should be as gradual and growth-friendly as possible.
The government’s new medium-term structural targets strike a reasonable balance between reducing
the deficit and supporting growth. It will be important to detail how these targets will be achieved
and to ensure the measures are as growth-friendly as possible. Progress on structural fiscal reforms,
such as the fiscal council and pension reform, needs to be followed through with ambitious
legislation and rigorous implementation

47. It is proposed to hold the next Article IV consultation on the regular 12-month cycle.
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Output stgrted to fall again .m 2011Q4 and The output gap increased further...
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Figure 3. Spain: Economic Activity

Sources: Bank of Spain; Eurostatt WEQO; and IMF staff calculations.
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Figure 4. Spain: Competitiveness

Real effective exchange rates show a sustained appreciation since euro adoption and correction with the

recession.
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Figure 5. Spain: Imbalances and Adjustment

The current account has swung into surplus.
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Liquidity pressure remains limited ...

Figure 6. Spain: Financial Market Indicators
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Figure 7. Spain: Labor Markets

Unemployment has reached 27 percent, driven by job

destruction in the construction sector.
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Figure 8. Spain: Credit Conditions

Credit to private sector contracted further. The reversal of the credit cycle has accelerated.
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Figure 9. Spain: Households' Financial Positions
Despite contraction of nominal debt, Spain's household Lo .
o ) ...due to falling income, with progress on
debt-to-GDP ratio is falling very slowly.... . .
deleveraging lagging peers.
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Figure 10. Spain: Nonfinancial Corporates’ Financial Positions

Corporate profitability increased, as firms cut
employment, investment and operating costs.
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3/ A slight decline in NPL ratios of corporate sector at end-2012 resulted from a transfer of assets to SAREB.
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Figure 11. Spain: Balance of Payments
(Percent of GDP)

The current account has narrowed as all sectors except
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Table 1. Spain: Main Economic Indicators

(Percent change unless otherwise indicated)

Projections

2009 2010 2011 2012 2013 2014 2015 2016 2017 2018
Demand and supply in constant prices

Gross domestic product -3.7 -0.3 0.4 -14 -16 0.0 0.3 0.6 0.9 1.2
Private consumption -3.8 0.7 -1.0 -2.2 -2.7 -0.9 -0.1 0.1 03 0.7
Public consumption 37 15 -0.5 -3.7 -3.8 -2.9 -3.8 -3.6 -24 -2.3
Gross fixed investment -18.0 -6.2 -5.3 -9.1 -7.0 -2.5 -0.7 0.5 13 2.0

Construction investment -16.6 -9.8 -9.0 -115 -8.7 -3.8 -2.5 -1.0 0.2 1.0

Machinery and equipment -24.5 3.0 24 -6.7 -4.9 -0.3 24 33 34 4.0
Total domestic demand -6.3 -0.6 -1.9 -39 -3.8 -1.6 -0.9 -0.5 0.0 04
Net exports (contribution to growth) 29 03 23 25 21 15 11 11 0.9 0.9
Exports of goods and services -10.0 113 7.6 31 37 5.2 5.2 5.1 5.2 5.3
Imports of goods and services -17.2 9.2 -0.9 -5.0 -3.2 0.6 23 25 35 4.0
Savings-Investment Balance (percent of GDP)

Gross domestic investment 236 223 211 19.1 17.6 17.0 16.8 16.7 16.7 16.8
Private 19.1 183 18.2 174 16.3 15.7 15.5 154 154 15.5
Public 45 4.0 29 17 13 13 13 13 13 13

National savings 18.8 17.8 173 18.0 19.0 19.9 20.8 214 223 231
Private 25.5 235 23.9 269 244 245 246 24.4 243 24.0
Public -6.7 -5.7 -6.6 -89 -5.4 -4.6 -3.8 -29 -2.0 -1.0

Foreign savings 4.8 45 37 11 -13 -2.9 -4.0 -4.7 -5.6 -6.2

Household saving rate (percent of gross disposable income) 17.8 131 11.0 81 7.8 77 7.6 7.6 7.8 81
Private sector debt (percent of GDP) 289 294 277 264 254 247 244 241 239 236
Corporate debt 198 202 189 178 172 168 167 165 163 161
Household debt 91 92 88 86 82 78 77 76 76 75
Potential output growth 0.6 0.0 -0.2 -0.3 -0.6 -0.4 0.0 0.1 0.4 0.5
Output gap (percent of potential) -2.2 -2.5 -1.9 -3.0 -39 -3.4 -31 -2.6 -21 -14
Prices

GDP deflator 0.1 0.4 1.0 0.1 0.6 0.8 1.0 11 11 12

HICP (average) -0.2 2.0 31 24 14 1.2 1.2 1.2 1.2 1.2

HICP (end of period) 0.9 29 24 3.0 0.7 1.0 1.2 1.2 1.2 1.2

Employment and wages

Unemployment rate (percent) 18.0 20.1 21.7 25.0 27.2 27.0 26.9 26.6 26.0 253

Labor productivity 1/ 3.0 2.2 2.0 29 17 0.8 03 0.2 0.1 0.1

Labor costs, private sector 5.0 0.8 2.7 11 0.7 0.4 0.4 0.5 0.6 0.6

Employment growth -6.8 -2.3 -1.9 -4.5 -4.0 -0.8 0.0 04 0.8 12

Labor force growth 0.8 0.2 0.1 -0.2 -1.2 -1.0 -0.2 0.0 0.0 0.1

Balance of payments (percent of GDP)

Trade balance (goods) 2/ -4.0 -4.6 -4.0 -24 -0.7 0.5 13 21 26 31

Current account balance 2/ -4.8 -4.5 -3.7 -1.1 13 29 4.0 47 5.6 6.2

Net international investment position -94 -89 -91 -93 -92 -88 -82 -75 -67 -59

Public finance (percent of GDP)

General government balance 3/ -11.2 -9.7 -9.0 -7.0 -6.7 -5.9 -5.1 -4.2 -3.3 -2.3

Primary balance -9.4 <77 -7.0 <17 -3.3 -2.3 -14 -0.4 0.6 17

Structural balance -9.5 -8.3 -83 -6.5 -5.3 -4.7 -3.8 -3.1 -2.4 -1.7

General government debt 54 61 69 84 92 98 102 104 106 106

Sources: IMF, World Economic Outlook; data provided by the authorites; and IMF staff estimates.

1/ Output per worker (FTE).

2/ Data from the BdE compiled in accordance with the IMF Balance of Payments Manual.
3/ The headline deficit for Spain excludes financial sector support measures equal to 0.5 percent of GDP for 2011 and 3% percent of GDP for 2012.
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Table 2. Spain: Selected Financial Soundness Indicators, 2006-2013

(Percent or otherwise indicated)

2006 2007 2008 2009 2010 2011 2012 2013
(Latest
available)
Solvency

Regulatory capital to risk-weighted assets 1/ 11.9 114 113 12.2 119 12.2 115

Tier 1 capital to risk-weighted assets 1/ 7.5 7.9 8.2 9.4 9.7 10.3 9.9

Capital to total assets 6.0 6.3 5.5 6.1 5.8 5.7 5.5

Profitability

Returns on average assets 1.0 11 0.7 0.5 0.5 0.0 -14

Returns on average equity 19.5 19.5 12.0 8.8 7.2 -0.5 -215

Interest margin to gross income 50.3 494 53.0 63.7 54.2 51.8 54.1 51.9

Operating expenses to gross income 475 431 44.5 435 46.5 49.8 454 50.1

Asset quality 2/

Non performing loans (billions of euro) 10.9 16.3 63.1 93.3 107.2 139.8 167.5 167.1

Non-performing to total loans 0.7 0.9 34 5.1 5.8 7.8 104 10.9

Specific provisions to non-performing loans 43.6 39.2 29.9 37.7 39.6 371 426 434

Exposure to construction sector (billions of euro) 3/ 3784 457.0 469.9 4534 430.3 396.9 3004 273.1
of which : Non-performing 0.3 0.6 5.7 9.6 135 20.6 28.2 28.0

Households - House purchase (billions of euro) 523.6 595.9 626.6 624.8 6324 626.6 605.3 598.4
of which : Non-performing 0.4 0.7 24 49 24 29 4.0 4.1

Households - Other spending (billions of euro) 203.4 221.2 226.3 2209 226.3 2119 199.1 198.6
of which : Non-performing 17 23 4.8 6.1 54 5.5 7.5 8.3

Liquidity
Use of ECB refinancing (billions of euro) 4/ 21.2 52.3 92.8 814 69.7 132.8 357.3 265.1
in percent of total ECB refin. operations 49 11.6 11.6 125 135 21.0 320 30.2
in percent of total assets of Spanish MFIs 0.8 17 27 24 20 37 10.0 7.6
Loan-to-deposit ratio 5/ 165.0 168.2 158.0 1515 149.2 150.0 137.3 130.9
Market indicators (end-period)

Stock market (percent changes) (ytd)
IBEX 35 31.8 7.3 -394 29.8 -17.4 -134 -64 -2.6
Santander 26.8 4.6 -51.0 73.0 -30.5 -26.3 2.2 -14.6
BBVA 21.0 -8.1 -48.3 494 -38.2 -121 24 -4.7
Popular 333 -14.8 -48.0 -13.9 -24.1 -9.1 -69.9 13

CDS (spread in basis points) 6/

Spain 2.7 12.7 90.8 103.8 284.3 466.3 294.8 246.4
Santander 8.7 454 103.5 81.7 252.8 3931 270.0 256.6
BBVA 8.8 40.8 98.3 83.8 267.9 407.1 285.0 265.1

Sources: Bank of Spain; ECB; WEO; Bloomberg; and IMF staff estimates.

1/ Starting 2008, solvency ratios are calculated according to CBE 3/2008 transposing EU Directives 2006/48/EC and 2006/49/EC (based on Basel II). In particular, the Tier 1
ratio takes into account the deductions from Tier 1 and the part of the new general deductions from total own funds which are attributable to Tier 1.

2/ Refers to domestic operations.
3/ Including real estate developers.

4/ Sum of main and long-term refinancing operations and marginal facility.
5/ Ratio between loans to and deposits from other resident sectors.

6/ Senior 5 years in euro.
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Table 3. General Government Operations

2009 2010 2011 2012 2013 2014 2015 2016 2017 2018
Projections
Revenue 368 384 380 382 385 387 387 390 396 404
Taxes 198 214 210 217 224 227 225 227 231 236
Indirect taxes 92 110 105 107 114 114 115 116 118 120
Direct taxes 101 100 102 106 106 109 106 106 109 112
Capital tax 4 4 4 4 4 4 4 4 4 4
Social contributions 140 140 140 135 131 131 131 133 134 137
Other revenue 30 30 29 30 29 30 30 30 31 32
Expenditure 485 485 480 494 454 459 466 474 482 491
Expense 455 462 471 495 461 466 473 481 489 498
Compensation of employees 126 126 124 116 117 116 116 117 119 121
Use of goods and services 62 62 62 59 58 58 59 59 60 61
Consumption of fixed capital 19 20 21 21 21 21 21 21 22 22
Interest 19 20 26 31 36 38 40 42 43 45
Social benefits 185 193 194 197 198 201 204 208 212 215
Other expense 45 41 44 71 32 32 33 33 34 35
o.w. financial sector support 5 38
Net acquisition of nonfinancial assets 30 23 9 -2 -7 -7 -7 -7 -7 -7
Gross fixed capital investment 47 42 31 18 14 14 14 14 14 15
Consumption of fixed capital 19 20 21 21 21 21 21 21 22 22
Other non financial assets 1 1 -1 1 0 0 0 0 0 0
Unidentified measures (cumulative) 0 10 25 38 49 61
Net lending / borrowing -117 -101 -100 -112 -70 -62 -55 -46 -37 -26
Net lending / borrowing (excluding financial sector support) -117 -101 -95 -73 -70 -62 -55 -46 -37 -26
Revenue 35.1 36.6 35.7 36.4 37.0 36.9 36.4 36.1 36.0 35.8
Taxes 189 204 198 20.7 215 216 21.2 21.0 209 209
Indirect taxes 8.8 105 9.9 10.2 109 10.8 10.8 10.8 10.7 107
Direct taxes 9.6 9.5 9.6 101 10.2 104 10.0 9.9 9.9 9.9
Capital tax 0.4 04 0.4 0.4 04 04 04 04 04 04
Social contributions 134 134 13.2 129 12.6 125 124 123 122 121
Other revenue 238 29 27 238 28 2.8 2.8 2.8 28 28
Expenditure 46.3 46.3 45.1 47.0 43.7 43.8 439 439 43.7 43.5
Expense 43.4 44.1 44.3 47.2 44.4 44.5 44.6 44.5 44.4 44.2
Compensation of employees 120 120 11.6 111 113 11.0 11.0 109 10.8 10.7
Use of goods and services 5.9 59 5.9 5.7 5.5 5.5 5.5 5.5 54 54
Consumption of fixed capital 1.8 19 2.0 2.0 2.0 2.0 2.0 2.0 20 20
Interest 18 19 25 3.0 34 36 38 39 39 4.0
Social benefits 17.7 184 18.2 18.8 19.1 19.2 19.2 19.3 19.2 19.0
Other expense 43 39 42 6.7 31 31 31 31 31 31
o.w. financial sector support 0.5 37
Net acquisition of nonfinancial assets 28 22 0.8 -0.2 -0.7 -0.7 -0.7 -0.7 -0.7 -0.7
Gross fixed capital investment 4.5 4.0 29 1.7 13 13 13 13 13 13
Consumption of fixed capital 18 19 20 20 20 20 20 20 20 20
Other non financial assets 0.1 0.1 -0.1 0.1 0.0 0.0 0.0 0.0 0.0 0.0
Unidentified measures (cumulative) 0.9 23 35 4.5 54
Net lending / borrowing -11.2 -9.7 -9.4 -10.6 -6.7 -5.9 -5.1 -4.2 -3.3 -2.3
Net lending / borrowing (excluding financial sector support) -11.2 -9.7 -9.0 -7.0 -6.7 -5.9 -5.1 -4.2 -3.3 -2.3
Memorandum items:
Net lending/ borrowing (EDP targets) -6.5 -5.8 -4.2 -2.8
Primary balance -94 <17 -7.0 <17 -33 -2.3 -14 -04 0.6 17
Primary balance (excluding financial sector support) -94 -7.7 -6.5 -4.0 -33 -23 -14 -04 0.6 17
Cyclically adjusted primary balance (% of potential GDP) -83 -6.5 -6.0 -6.2 -15 -0.7 0.0 0.8 1.5 23
Cyclically adjusted primary balance (excluding financial sector support) -84 -6.6 -5.7 -2.7 -16 -0.8 0.0 0.8 16 23
Primary structural balance -7.7 -6.3 -5.9 -35 -19 -11 0.0 0.8 1.6 23
Structural balance -9.5 -83 -83 -6.5 -5.3 -4.7 -3.8 -3.1 -2.4 -1.7
Change in structural balance -43 13 0.0 1.8 1.2 0.6 0.9 0.7 0.7 0.7
General government gross debt (Maastricht) 53.9 61.5 69.3 84.2 923 98.0 101.9 104.4 105.6 105.5

Sources: Ministry of Finance; Eurostat; and IMF staff estimates and projections.
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Table 4. General Government Balance Sheet 1/
2007 2008 2009 2010 2011 2012
(billions of euro)

Financial assets 317 342 383 391 416 537
Currency and Deposits 101 102 120 95 78 85
Securities other than shares 49 72 78 83 78 74
Loans 38 41 48 54 65 176
Other assets 128 128 137 159 196 202

Liabilities 504 589 740 811 944 1,178
Currency and deposits 3 3 3 4 4 3
Securities other than shares 350 416 548 587 672 743
Loans 83 95 107 125 140 328
Other liabilities 68 74 82 96 128 103

(percent of GDP)

Financial assets 30.1 315 36.5 373 391 51.1
Currency and Deposits 9.6 94 114 9.1 73 8.1
Securities other than shares 47 6.6 74 7.9 7.3 7.1
Loans 3.7 37 46 5.1 6.1 16.7
Other assets 12.1 11.8 13.1 15.2 18.5 19.3

Liabilities 479 54.1 70.6 77.4 88.8 112.1
Currency and deposits 0.3 0.3 03 0.3 03 03
Securities other than shares 33.2 38.2 52.3 56.0 63.2 70.7
Loans 79 8.8 10.2 119 13.2 31.2
Other liabilities 6.5 6.8 7.8 9.1 121 9.8

Memorandum items: (billions of euro)

Public debt (EDP) (consolidated) 382 437 565 645 736 884

Net lending/borrowing (consolidated) 20 -49 -117 -101 -100 -112

Change in public debt (consolidated) 55 128 80 92 147

Change in net financial assets (consolidated) 22 35 7 21 114

Unexplained change in net financial assets 16 24 29 30 78
Sources: Bank of Spain.

1/ Non consolidated data
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Table 5. Spain: Balance of Payments

Projections

2009 2010 2011 2012 2013 2014 2015 2016 2017 2018
(Billions of euro)

Current account -50.5 -47.0 -39.8 -11.5 13.8 30.3 423 512 615 70.3
Trade balance of goods and services -166 -201  -7.7 113 357 530 665 796 91.0 1022
Exports of goods and services 252.8 2881 3247 3382 3534 3756 399.5 4241 4514 480.9

Exports of goods 1641 1940 2216 2310 2440 2601 277.8 2956 3152 3363
Exports of services 888 941 103.1 107.2 109.5 1154 1217 1285 1362 1446
Imports of goods and services -269.4 -308.3 -3324 -3269 -317.7 -322.5 -333.0 -344.5 -360.4 -378.7
Imports of goods -205.7 -242.2 -264.0 -256.7 -251.5 -254.9 -263.9 -273.3 -286.2 -300.9
Imports of services -63.7 -66.1 -684 -70.2 -66.2 -67.7 -69.1 -712 -741 -77.7
Balance of factor income -259 -199 -257 -187 -179 -186 -201 -242 -252 -275
Balance of current transfers 80 69 -64 41 41 41  -42 42 43 44

Capital account 4.2 6.3 5.5 6.6 6.5 6.6 6.7 6.8 6.9 7.1

Financial account 46.3 40.7 343 49 -20.3 -369 -48.9 -58.0 -68.5 -77.4
Direct investment -1.9 15 -70 242 209 230 206 229 252 287
Portfolio investment, net 51.2 354 -323 422 634 718 479 428 412 39.0
Financial derivatives -6.1 86 -20 84 0.0 0.0 0.0 0.0 0.0 0.0
Other investment, net 104 -14  80.0 11.0 -104.6 -131.7 -117.4 -123.7 -1349 -145.2
Reserve assets -16 -08 -10.0 -2.2 0.0 0.0 0.0 0.0 0.0 0.0

Errors and omissions -5.7  -27 5.6 5.8 0.0 0.0 0.0 0.0 0.0 0.0

(Percent of GDP)

Current account -4.8  -45 -3.7 -11 13 29 4.0 4.7 5.6 6.2
Trade balance of goods and services -6 -19  -07 11 34 5.1 6.3 74 8.3 9.1
Exports of goods and services 241 275 305 322 340 358 376 393 410 426

Exports of goods 157 185 208 220 235 248 262 274 286 2938
Exports of services 8.5 9.0 97 102 105 110 115 119 124 128
Imports of goods and services -257 -294 -313 -311 -306 -308 -314 -319 -32.7 -336
Imports of goods -19.6  -231 -248 -245 -242 -243 -249 -253 -260 -26.7
Imports of services 61 -63 -64 67 64 65 -65 -66 -67 -69
Balance of factor income -25  -19 24 -18  -17 -18 -19 -22 -23 -24
Balance of current transfers -08 -07 -06 -04 -04 -04 -04 -04 -04 -04

Capital account 0.4 0.6 0.5 0.6 0.6 0.6 0.6 0.6 0.6 0.6

Financial account 44 39 32 05 -20 -35 -46 -54 62 -69
Direct investment -0.2 01 -07 2.3 2.0 2.2 1.9 21 2.3 2.5
Portfolio investment, net 4.9 34 30 -4.0 6.1 6.8 4.5 4.0 37 35
Financial derivatives -0.6 0.8 -0.2 0.8 0.0 0.0 0.0 0.0 0.0 0.0
Other investment, net 1.0 -0.1 7.5 1.0 -101 -126 -111 -115 -122 -129
Reserve assets 01 -01 -09 -0.2 0.0 0.0 0.0 0.0 0.0 0.0

Errors and omissions -0.5  -03 0.5 0.5 0.0 0.0 0.0 0.0 0.0 0.0

Net international investment position -937 -888 906 -914 -903 -8.0 -803 -736 -659 -57.5

Sources: Bank of Spain; and IMF staff projections.
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Table 6. Spain: International Investment Position, 2006-2012
2006 2007 2008 2009 2010 2011 2012
(Billions of euro)
Net IIP -648.2 -822.8 -863.1 -982.2 -931.5 -963.1 -959.0
FDI -19.3 -2.6 13 -4.5 18.6 13.7 -11.5
Assets 3311 3954 4244 4344 488.9 495.8 4704
Liabilities 3504 398.0 423.2 438.9 470.2 4821 481.9
Portfolio investments -458.4 -584.2 -537.6 -633.1 -582.4 -5334 -473.0
Assets 506.2 502.7 4204 4349 363.9 3104 318.8
Liabilities 964.6 1086.9 958.0 1068.1 946.2 843.8 791.8
Other investments -175.6 -230.1 -335.6 -363.1 -394.3 -485.6 -515.1
Assets 355.6 384.7 3914 375.1 376.1 400.8 427.2
Liabilities 531.2 614.8 727.0 738.2 7704 886.4 9423
of which BdE 03 36 35.2 414 51.3 1754 337.5
Financial derivatives -9.6 -18.8 -5.7 -1.0 2.7 5.8 2.2
Reserves 14.7 129 145 19.6 23.9 364 383
(Percent of GDP)

Net IIP -65.8 -78.1 -79.3 -93.7 -88.8 -90.6 -914
FDI -2.0 -0.2 0.1 -04 1.8 13 -11
Assets 33.6 37.5 39.0 414 46.6 46.6 44.8
Liabilities 35.6 37.8 389 419 44.8 453 459
Portfolio investments -46.5 -55.5 -49.4 -60.4 -55.5 -50.2 -45.1
Assets 514 47.7 38.6 41.5 347 29.2 304
Liabilities 97.9 103.2 88.1 101.9 90.2 79.4 75.4
Other investments -17.8 -21.8 -30.8 -34.6 -37.6 -45.7 -49.1
Assets 36.1 36.5 36.0 35.8 35.9 377 40.7
Liabilities 53.9 58.4 66.8 704 734 834 89.8
of which BdE 0.0 0.3 3.2 4.0 49 16.5 32.2
Financial derivatives -1.0 -1.8 -0.5 -0.1 0.3 0.5 0.2
Reserves 15 12 13 19 2.3 34 3.7

Source: Bank of Spain.
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Figure Al. Spain : Public Debt Sustainability: Bound Tests 1/

Baseline and historical scenarios
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Sources: International Monetary Fund; country desk data; and IMF staff estimates.
1/ Shaded areas represent actual data. Individual shocks are permanent one standard deviation shocks except for the interest rate shock
(two standard deviations). Figures in the boxes represent average projections for the respective variables in the baseline and scenario

being presented. Ten-year historical average for the variable is also shown.
2/ Permanent 1/2 standard deviation shocks applied to real interest rate, growth rate, and primary balance.
3/ One-time 10 percent of GDP shock to contingent liabilities occur in 2013.
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Table Al. Spain : Public Sector Debt Sustainability Framework, 2006-2018
(Percent of GDP, unless otherwise indicated)
Projections
2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018
Baseline: Public sector debt 1/ 397 363 402 539 615 69.3 842 923 980 1019 1044 1056 1055
o/w foreign-currency denominated 04 03 0.5 0.6 0.8 0.8 0.8 0.8 0.8 0.8 0.7 0.7 0.7
Change in public sector debt -3.5 -34 39 137 7.5 7.8 15.0 8.0 5.7 39 25 1.2 -0.1
Identified debt-creating flows (4+7+12) -5.3 -4.4 30 127 9.9 112 146 7.5 5.2 39 25 12 -02
Primary deficit -3.7  -35 26 9.4 77 7.0 74 33 23 14 04 -06 -17
Revenue and grants 404 411 371 351 366 357 366 37.0 374 376 379 382 385
Primary (noninterest) expenditure 36.7 376 39.7 445 443 427 441 40.3 39.7 389 38.2 376 36.8
Automatic debt dynamics 2/ -1.7 -0.9 0.5 33 19 16 39 42 29 26 21 18 15
Contribution from interest rate/growth differential 3/ -17 -0.9 0.4 33 19 16 3.9 4.2 29 2.6 21 18 15
Of which contribution from real interest rate -0.1 0.4 0.7 17 17 19 29 29 29 2.8 28 27 28
Of which contribution from real GDP growth -6 -13 -03 16 0.2 -0.3 1.0 13 00 -03 -06 -09 -12
Contribution from exchange rate depreciation 4/ 0.0 0.0 0.0 0.0 0.0
Other identified debt-creating flows 0.0 0.0 0.0 0.0 0.3 26 33 0.0 0.0 0.0 0.0 0.0 0.0
Privatization receipts (negative) 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Recogpnition of implicit or contingent liabilities 0.0 0.0 0.0 0.0 0.0 13 33 0.0 0.0 0.0 0.0 0.0 0.0
Other (specify, e.g. bank recapitalization) 0.0 0.0 0.0 0.0 0.3 13 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Residual, including asset changes (2-3) 5/ 19 10 0.8 10 -24 -3.4 03 0.6 0.6 0.0 0.0 0.0 0.1
Public sector debt-to-revenue ratio 1/ 983 883 1081 1537 1679 1940 2298 2494 2619 2712 2756 276.6 2740
Gross financing need 6/ 120 110 168 203 176 187 213 195 201 202 200 194 186
(billions of U.S. dollars) 1483 1588 2682 2965 2444 2809 3161 2833 2930 2963 2948 293.0 287.2
Scenario with key variables at their historical averages 7/ 887 917 942 9.8 993 1019
Scenario with no policy change (constant primary balance) in 2013-2018 928 1001 1065 1125 1183 1195
Key Macroeconomic and Fiscal Assumptions Underlying Baseline
Real GDP growth (in percent) 41 35 09 -37 -03 04 -14 -16 0.0 0.3 0.6 0.9 12
Average nominal interest rate on public debt (percent) 8/ 4.1 43 4.5 4.2 3.6 4.0 43 4.0 4.0 39 39 3.8 39
Average real interest rate (nominal rate minus change in GDP deflator, percent) 0.0 11 21 42 32 31 41 34 32 29 28 27 27
Nominal appreciation (increase in US dollar value of local currency, percent) -1.9 -8.5 -7.0 0.4 0.2
Inflation rate (GDP deflator, percent) 4.1 33 2.4 0.1 0.4 1.0 0.1 0.6 0.8 1.0 11 11 12
Growth of real primary spending (deflated by GDP deflator, percent) 42 6.0 6.6 78 -0.6 -33 17 -100 -14 -16 -1.2 -0.9 -0.8
Primary deficit -3.7  -35 26 9.4 77 7.0 74 33 23 14 04 -06 -17
Overall balance 2.0 19 42 -111 -92 94 -106 -67 -59 51 -42 -33 -2.3
Revenue to GDP ratio 404 411 371 351 366 357 366 37.0 374 376 379 382 385
B. Bound Tests
Bl. Real interest rate is at historical average plus two standard deviations 938 1015 1079 1131 1173 1203
B2. Real GDP growth is at historical average minus one standard deviation 90.2 952 988 1016 1037 1053
B3. Primary balance is at historical average minus one standard deviation 937 1019 1093 1163 123.0 1296
B4. Combination of B1-B3 using 1/2 standard deviation shocks 916 982 103.6 1080 1116 1143
B5. 10 percent of GDP increase in other debt-creating flows in 2012 103.3 1093 1136 1163 1177 117.8
1/ Indicate coverage of public sector, e.g., general government or nonfinancial public sector. Also whether net or gross debt is used.
2/ Derived as [(r - p(1+9) - g + ae(1+1)]/(1+g+p+gp)) times previous period debt ratio, with r = interest rate; p = growth rate of GDP deflator; g = real GDP growth rate;
a = share of foreign-currency denominated debt; and e = nominal exchange rate depreciation (measured by increase in local currency value of U.S. dollar).
3/ The real interest rate contribution is derived from the denominator in footnote 2/ as r - w (1+g) and the real growth contribution as -g.
4/ The exchange rate contribution is derived from the numerator in footnote 2/ as ae(1+r).
5/ For projections, this line includes exchange rate changes.
6/ Defined as public sector deficit, plus amortization of medium and long-term public sector debt, plus short-term debt at end of previous period.
7/ The key variables include real GDP growth; real interest rate; and primary balance in percent of GDP.
8/ Derived as nominal interest expenditure divided by previous period debt stock.
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Figure A2. Spain: External Debt Sustainability: Bound Tests 1/ 2/
(External debt in percent of GDP)
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Sources: International Monetary Fund; National authorities data; and IMF staff estimates.

1/ Shaded areas represent actual data. Individual shocks are permanent one-half standard deviation shocks. Figures in the boxes
represent average projections for the respective variables in the baseline and scenario being presented. Ten-year historical average for

the variable is also shown.
2/ For historical scenarios, the historical averages are calculated over the ten-year period, and the information is used to project debt
dynamics five years ahead.
3/ Permanent 1/4 standard deviation shocks applied to real interest rate, growth rate, and current account balance.
4/ One-time real depreciation of 30 percent occurs in 2013.
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Baseline: External debt

Change in external debt
Identified external debt-creating flows (4+8+9)
Current account deficit, excluding interest payments
Deficit in balance of goods and services
Exports
Imports
Net non-debt creating capital inflows (negative)
Capital account
Net foreign direct investment, equity
Net portfolio investment,equity
Automatic debt dynamics 1/
Contribution from nominal interest rate
Contribution from real GDP growth
Contribution from price and exchange rate changes 2/
Residual, incl. change in gross foreign assets (2-3) 3/

External debt-to-exports ratio (in percent)

Gross external financing need (in billions of US dollars) 4/
in percent of GDP

Scenario with key variables at their historical averages 5/

Key Macr p Underlying Baseline
Real GDP growth (in percent)

GDP deflator in US dollars (change in percent)

Nominal external interest rate (in percent)

Growth of exports (US dollar terms, in percent)

Growth of imports (US dollar terms, in percent)

Current account balance, excluding interest payments

Net non-debt creating capital inflows 6/

Table A2. Spain: External Debt Sustainability Framework, 2008-2018

2008

1537

5753

1023.0
63.9

2009

167.7

140
111
0.4
16
241
25.7
-0.8
04
-0.2
0.6

695.1

11340
717

Actual

2010

163.5

595.3

11155
80.2

2011

164.0

0.5
0.6
-0.5
0.7
30.5
313
-0.1
0.5
-0.7
0.3
13

5371

11043
74.6

2012

164.6

510.7

11429
84.7

(percent of GDP, unless otherwise indicated)

10-Year

Historical
Average

479.6

1057.3
10-Year 775

166.3
Standard
Deviation

26 -1.6
100 27
09 21
123 6.6
161 -0.8
24 4.7
31 33

2014

163.1

455.4

10323
746

170.7

Projections

2015

154.8

-83
<77
-8.0
-6.3
376
314
-3.2
0.6
19
0.7
36
4.0
-0.5
-17
1.0

4114

10327
73.0

169.4

2016

153.7

3914

987.7
68.0

175.2

2017

1525

-12
-10.5
-10.8

-83

410
327
-36
0.6
23
0.7
39
53
-13
-18
111

3725

993.9
66.5

181.2

355.8

1003.7
65.1

0.0

1/ Derived as [r - g - r(1+g) + ea(1+n)]/(1+g+r+gr) times previous period debt stock, with r = nominal effective interest rate on external debt; r = change in domestic GDP deflator in US dollar terms, g = real GDP growth rate, e = nominal appreciation
(increase in dollar value of domestic currency), and a = share of domestic-currency denominated debt in total external debt.

2/ The contribution from price and exchange rate changes is defined as [-r(1+g) + ea(1+r)]/(1+g+r+gr) times previous period debt stock. r increases with an appreciating domestic currency (e > 0) and rising inflation (based on GDP deflator).
3/ For projection, line includes the impact of price and exchange rate changes.
4/ Defined as current account deficit, plus amortization on medium- and long-term debt, plus short-term debt at end of previous period.
5/ The key variables include real GDP growth; nominal interest rate; dollar deflator growth; and both non-interest current account and non-debt inflows in percent of GDP.

6/ Net non-debt creating capital flows include capital account, net FDI (equity) and net portfolio investment (equity).
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Spain: Risk Assessment Matrix

Source of Risks

Relative Likelihood

Impact if Realized

Policy response

1. Protracted recession High High
e Fiscal adjustment could be a drag on ® Protracted recession would worsen Response at the European level to ensure
growth debt outlook both for private and accommodative financial conditions and
e High private sector debt could give rise public sectors minimize financial fragmentation
to a prolonged deleveraging cycle e Alonger recession could require Accelerate bank clean-up and private debt
e Continued high unemployment could be more capital needs for the banking work-out to help restart credit. Make sure
self-reinforcing system that the pace of fiscal consolidation is
e Social support for reform could appropriate.
weaken Bold structural reforms to restart growth
and increase employment
2. Financial stress in the Medium High
euro area re-emerges e Market stress could be triggered by e Direct effects through financial Protect market access by applying for OMT
stalled or incomplete delivery of euro market spillovers as well as trade European policy responses would be
area policies with bank-sovereign links links. Higher borrowing costs would crucial (e.g. banking union)
re-intensifying. complicate fiscal consolidation and
e It could also be triggered by distortions private sector deleveraging
from unconventional monetary policy e Potential market tension is mitigated
(e.g., side effects from exit modalities)— by the availability of the OMT
which is itself a global risk with “high”
relative likelihood
3. Fiscal policy uncertainty Medium Medium
e Large consolidation during the recession | ® Lack of credibility could fuel market Make credible commitments to a fiscal
could have strong impact on growth in tension path with well-specified measures and
the short run e Worse growth and emp|oyment realistic targets
e Unrealistic targets could undermine could make fiscal consolidation more
fiscal efforts and credibility difficult
e Potential market tension is mitigated
by the availability of OMT
4. Structural reform Medium High
slippage ® The government may become e Slow structural adjustment especially Make public commitments to key reforms
complacent post OMT announcement in the labor market would be a drag with well-specified dates
e Social impact of austerity could be high, on growth Pressure from Europe could also spur
with fading support for reforms reform
5. Deeper than expected Medium Medium

slowdown in EMs

This could reflect lower than anticipated
potential growth in Emerging Markets or
capital flow reversal from a change in
global risk sentiment that in turn affects
Emerging Market growth

e Spanish exports would be hurt
(although the share of total exports
to non-European countries is around
a third, it accounts for the bulk of the
growth in exports)

Assist exporters to diversify their exports,
especially SMEs
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SPAIN

I FUND RELATIONS

(As of May 31, 2013)

Membership Status: Joined September 15, 1958.

General Resources Account: SDR Million Percent of Quota

Quota 4,023.40 100.00
Fund holdings of currency 2,742.06 68.15
Reserve position in Fund 1,281.35 31.85
Lending to the Fund

New Arrangements to Borrow 765.30

SDR Department: SDR Million Percent of Allocation
Net cumulative allocation 2,827.56 100.00
Holdings 2,666.85 94.32
Outstanding Purchases and Loans: None

Latest Financial Arrangements: None

Projected Payments to Fund

(SDR Million; based on existing use of resources and present holdings of SDRs):
Forthcoming

2013 2014 2015 2016

Principal
Charges/Interest 0.24 0.24 0.24 0.24
Total 0.24 0.24 0.24 0.24

2013 Article IV Consultation: A staff team comprising J. Daniel (Head), K. Fletcher, P. Lopez-
Murphy, P. Medas, P. Sodsriwiboon (all EUR), A. Buffa di Perrero, M. Chivakul (SPR),

K. Christopherson (LEG), R. Espinoza (RES), R. Romeu (FAD) visited Madrid on June 6-19, 2013 to
conduct the 2013 Article IV Consultation discussions. The mission also visited Barcelona, Sevilla, and
Valencia. R. Teja (EUR) and A. Gaviria (COM) joined for the concluding meetings. F. Varela and Ms.
Navarro from the Spanish Executive Director’s office, joined the discussions. C. Cheptea and

S. Chinta supported the mission from Headquarters. The mission met with Economy and
Competitiveness Minister De Guindos, Finance and Public Administrations Minister Montoro, Bank
of Spain Governor Linde, other senior officials, and financial, industry, academic, parliament, and
trade union representatives. The concluding statement was published and the staff report is
expected to be published as well. Spain is on a standard 12-month cycle. The last Article IV
consultation discussions were concluded on July 22, 2011 (EBM/11/81-1). A Financial Sector

2 INTERNATIONAL MONETARY FUND



SPAIN

Assessment Program (FSAP) Update was conducted in two missions (February 1-21 and April 12-25,
2012). On June 8, 2012, the FSAP discussions were concluded and the documents published.

Exchange Rate Arrangements and Restrictions: Spain’s currency is the euro, which floats freely
and independently against other currencies. Spain has accepted the obligations of Article VIII,
Sections 2, 3, and 4, and maintains an exchange rate system free of restrictions on payments and
transfers for current international transactions, other than restrictions notified to the Fund under
Decision No. 144 (52/51).

INTERNATIONAL MONETARY FUND 3



SPAIN

I STATISTICAL ISSUES

(As of June 27, 2013)

I. Assessment of Data Adequacy for Surveillance

General: Data provision is adequate for surveillance.

II. Data Standards and Quality

Subscriber to the Fund's Special Data
Dissemination Standard (SDDS) since
September 1996.

No data ROSC available.

4
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Table 1. Common Indicators Required for Surveillance

(As of June 27, 2013)

SPAIN

Date of Date Freclg.l:tr;sy of Freq(t:fency Freq:fency Memo ltems:
latest received - -
observation Reporting’ | Publication’ Data Quality — Data Quality —
Methodological Accuracy and
soundness® reliability®
Exchange Rates June 2013 June 2013 D D D
International Reserve Assets and May 2013 May 2013
Reserve Liabilities of the ay ay M M M
Monetary Authorities'
Reserve/Base Money May 2013 May 2013 M M M 0,0,LO,LO 0,0,0,0,LO
Broad Money May 2013 May 2013 M M M
Central Bank Balance Sheet May 2013 May 2013 M M M
Consolidated Balance Sheet of May 2013 Mav 2013
the Banking System ay ay M M M
Interest Rates? June 2013 June 2013 D D D
Consumer Price Index May 2013 May 2013 M M M 0,0,0,0 LO,0,L0,0,0
Revenue, Expenditure, Balance Q12013 May 2013
and Composition of Financing® — Q Q Q LO,0,L0,0 L0,0,0,0,LO
General Government*
Revenue, Expenditure, Balance April 2013 June 2013
and Composition of Financing3— M M M
Central Government
Stocks of Central Government May 2013 June 2013
and Central Government- M M M
Guaranteed Debt®
External Current Account Balance | April 2013 June 2013 M M M O,LO,LO,0 LO,0,LO,0
Exports and Imports of Goods Q12013 Ma
y 2013
and Services Q Q Q
GDP/GNP Q12013 May 2013 Q Q Q 0,0,0,0 LO,LO,0,0,0
Gross External Debt Q12013 June 2013 Q Q Q
International Investment position® | Q12013 June 2013 Q Q Q

1Any reserve assets that are pledged or otherwise encumbered should be specified separately. Also, data should comprise short-term liabilities linked to a
foreign currency but settled by other means as well as the notional values of financial derivatives to pay and to receive foreign currency, including those

linked to a foreign currency but settled by other means.

2Both market-based and officially-determined, including discount rates, money market rates, rates on treasury bills, notes and bonds.
3 Foreign, domestic bank, and domestic nonbank financing.

“The general government consists of the central government (budgetary funds, extra budgetary funds, and social security funds) and state and local

governments.

® Including currency and maturity composition.
®Includes external gross financial asset and liability positions vis a vis nonresidents.
7Daily (D); weekly (W); monthly (M); quarterly (Q); annually (A); irregular (1); and not available (NA).
8 Reflects the assessment provided in the data ROSC or the Substantive Update for the dataset corresponding to the variable in each row. The assessment
indicates whether international standards concerning concepts and definitions, scope, classification/sectorization, and basis for recording are fully observed
(O); largely observed (LO); largely not observed (LNO); not observed (NO); and not available (NA).
° Same as footnote 7, except referring to international standards concerning source data, statistical techniques, assessment and validation of source data,

assessment, and revisions.
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Press Release No. 13/292 International Monetary Fund

FOR IMMEDIATE RELEASE Washington, D.C. 20431 USA

August 2, 2013
IMF Executive Board Concludes 2013 Article 1V Consultation with Spain

On July 26, 2013, the Executive Board of the International Monetary Fund (IMF) concluded
the Article IV consultation with Spain.*

The Spanish economy accumulated large imbalances during the long boom that ended with
the global financial crisis. Unemployment soared, the fiscal position deteriorated sharply, and
funding conditions tightened for both the public and private sectors.

Key imbalances are correcting rapidly. Sovereign yields fell sharply since the European
Central Bank’s announcements about Outright Monetary Transactions (OMT), the current
account swung into surplus, the fiscal deficit fell sharply in 2012 despite the recession,
private sector debt declined, and the banking system is stronger. But the adjustment process
is proving slow and difficult. Growth has been negative in the last seven quarters,
unemployment has reached unacceptably high levels, and financing conditions remain tight
for small firms.

The reform process has accelerated and deepened. Decisive reforms in the labor, financial,
and fiscal sectors, in line with past staff recommendations, is helping stabilize the economy.
Determined action has been taken to help clean up banks in the context of a financial sector
program from the European Stability Mechanism, for which the IMF is providing technical
assistance. Provisions and capital were greatly increased following an independent stress test
and asset quality review in summer 2012. Weak banks are being restructured and much of
their real estate assets have been transferred to an asset management company (SAREB).
Regulation and supervision was also enhanced.

! Under Article IV of the IMF's Articles of Agreement, the IMF holds bilateral discussions with members,
usually every year. A staff team visits the country, collects economic and financial information, and discusses
with officials the country's economic developments and policies. On return to headquarters, the staff prepares a
report, which forms the basis for discussion by the Executive Board. At the conclusion of the discussion, the
Managing Director, as Chairman of the Board, summarizes the views of Executive Directors, and this summary
is transmitted to the country's authorities. An explanation of any qualifiers used in summing up can be found
here: http://www.imf.org/external/np/sec/misc/qualifiers.htm.
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Fiscal frameworks and transparency have been substantially upgraded. An independent
council is being introduced and a commission of experts has issued a proposal to ensure
pension system sustainability. Early and partial retirement rules were further tightened.

Monthly reports are now available for all major levels of government.

On labor market policy, a major reform was instituted in July 2012 to improve firms’ ability
to adjust working conditions (including wages), reduce duality, and promote job matching
and training. Unemployment insurance was reduced by 17 percent after 6 months of benefits,
and hiring subsidies were reformed. In February 2013, the government announced more
flexible hiring arrangements for youth and tax incentives to support youth employment and
entrepreneurship.

Product and service market reforms are underway. The government liberalized the
establishment of small retail stores and retail business hours. Further reforms have been
announced to remove regulations that fragment the domestic market, to liberalize
professional services, and to foster entrepreneurship.

Executive Board Assessment

Executive Directors commended the authorities for strong progress on critical reforms amid
challenging conditions, which is helping to stabilize the economy. External and fiscal
imbalances are correcting rapidly. However the economy remains in recession, with
unacceptably high unemployment, and the outlook remains difficult. Directors stressed the
need for decisive further action to generate growth and jobs, both by Spain and Europe, and
continued strong commitment to the reform effort.

Directors welcomed the 2012 labor market reform, which appears to be gradually delivering
results. However, they underscored that labor market dynamics need to improve further in
order to reduce unemployment sufficiently, including by enhancing internal flexibility,
reducing duality, and improving active labor market policies. Many Directors generally saw
merit in exploring a social agreement between unions and employers to bring forward the
employment gains from structural reforms, while they noted that it would be difficult to
achieve. However, such an agreement should not delay the needed structural reforms.
Directors also underscored the need to improve the business environment and boost
competition, including through product and service markets reform. They looked forward to
timely implementation of the plans envisaged under the National Reform Program.

Directors welcomed the authorities’ commitment to fiscal consolidation and agreed that the
new medium-term structural targets strike a reasonable balance between reducing the deficit
and supporting growth in the short term. They encouraged the authorities to specify how the
targets will be achieved and to ensure that the measures are as growth-friendly as possible. In
this context, they looked forward to the tax and expenditure reviews. A number of Directors
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also recommended flexibility in meeting the targets should growth disappoint. Directors
welcomed progress on structural fiscal reforms, such as the fiscal council, and highlighted
the need to follow through with ambitious legislation and rigorous implementation. Many
Directors also looked forward to further progress on developing the enforcement of the
Organic Budget Stability Law, and securing the sustainability of the pension system.

Directors stressed the importance of facilitating private sector deleveraging. The insolvency
regime should continue to be improved. A number of Directors encouraged the authorities to
consider in the future introducing a personal insolvency regime. Directors highlighted that
banks also need to play their part by promptly recognizing losses and selling distressed
assets. They welcomed the progress made in the clean-up of the financial system but stressed
the need to remain vigilant to risks to financial stability and to protect the hard-won solvency.
Priority should be given to removing supply constraints, supporting access to credit to small
and medium enterprises , implementing scenario exercises on bank resilience to guide
supervisory action, and determining, in the context of the forthcoming European balance
sheet review, any needs for further capital reinforcement. Directors stressed that actions at
the European level, including initiatives aimed at improving monetary transmission,
reversing financial fragmentation, and making progress toward a banking union are essential
to support Spain’s adjustment effort.
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Spain: Main Economic Indicators
(Percent change unless otherwise indicated)

Projections

2009 2010 2011 2012 2013 2014 2015 2016 2017 2018
Demand and supply in constant prices
Gross domestic product -3.7 -03 04 -14 -1.6 0.0 0.3 0.6 0.9 1.2
Private consumption -3.8 07 -10 -22 -2.7 -0.9 -0.1 0.1 0.3 0.7
Public consumption 3.7 15 -05 -37 -3.8 -2.9 -3.8 -3.6 -2.4 -2.3
Gross fixed investment -18.0 -6.2 53  -91 -7.0 -2.5 -0.7 0.5 1.3 2.0
Construction investment -16.6 -9.8 -9.0 -115 -8.7 -3.8 -25 -1.0 0.2 1.0
Machinery and equipment -24.5 3.0 24 -6.7 -4.9 -0.3 2.4 3.3 3.4 4.0
Total domestic demand -63 -06 -19 -39 -3.8 -1.6 -0.9 -0.5 0.0 0.4
Net exports (contribution to growth) 2.9 0.3 2.3 25 2.1 15 11 1.1 0.9 0.9
Exports of goods and services -10.0 113 7.6 3.1 3.7 5.2 5.2 5.1 5.2 5.3
Imports of goods and services -17.2 92 -09 -50 -3.2 0.6 2.3 25 35 4.0
Savings-Investment Balance (percent of
GDP)

Gross domestic investment 236 223 211 191 17.6 17.0 16.8 16.7 16.7 16.8
Private 191 183 182 174 163 157 155 154 154 155
Public 45 4.0 2.9 17 1.3 13 1.3 1.3 1.3 1.3

National savings 188 178 173 180 19.0 199 208 214 223 231
Private 255 235 239 269 244 245 246 244 243 240
Public -6.7 57 -66 -89 -5.4 -4.6 -3.8 -2.9 -2.0 -1.0

Foreign savings 4.8 4.5 3.7 11 -1.3 -2.9 -4.0 -4.7 -5.6 -6.2

Household saving rate (percent of gross 17.8 13.1 11.0 8.1 7.8 7.7 7.6 7.6 7.8 8.1
disposable income)

Private sector debt (percent of GDP) 289 294 277 264 254 247 244 241 239 236
Corporate debt 198 202 189 178 172 168 167 165 163 161
Household debt 91 92 88 86 82 78 77 76 76 75
Potential output growth 0.6 00 -02 -03 -0.6 -0.4 0.0 0.1 0.4 0.5
Output gap (percent of potential) 22 25 -19 30 -3.9 -3.4 -3.1 -2.6 -2.1 -1.4
Prices

GDP deflator 0.1 0.4 1.0 0.1 0.6 0.8 1.0 11 1.1 1.2
HICP (average) -0.2 2.0 3.1 24 14 1.2 1.2 1.2 1.2 1.2
HICP (end of period) 0.9 2.9 2.4 3.0 0.7 1.0 1.2 1.2 1.2 1.2
Employment and wages

Unemployment rate (percent) 180 20.1 217 25.0 27.2 27.0 26.9 26.6 26.0 253
Labor productivity 1/ 3.0 2.2 2.0 29 1.7 0.8 0.3 0.2 0.1 0.1
Labor costs, private sector 5.0 0.8 2.7 1.1 0.7 0.4 0.4 0.5 0.6 0.6
Employment growth -6.8 -23 -19 -45 -4.0 -0.8 0.0 0.4 0.8 1.2
Labor force growth 0.8 0.2 0.1 -0.2 -1.2 -1.0 -0.2 0.0 0.0 0.1
Balance of payments (percent of GDP)

Trade balance (goods) 2/ -40 -46 -40 -24 -0.7 0.5 1.3 2.1 2.6 3.1
Current account balance 2/ -48 45 37 -11 1.3 2.9 4.0 4.7 5.6 6.2
Net international investment position -94 -89 -91 -93 -92 -88 -82 -75 -67 -59
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Table 1. Spain: Main Economic Indicators (continued)
(Percent change unless otherwise indicated)

Projections
2009 2010 2011 2012 2013 2014 2015 2016 2017 2018
Public finance (percent of GDP)
General government balance 3/ -11.2 97 9.0 -7.0 -6.7 -5.9 -5.1 -4.2 -3.3 -2.3
Primary balance 94 77 70 7.7 -3.3 -2.3 -1.4 -0.4 0.6 1.7
Structural balance -95 -8.3 -8.3 -6.5 -5.3 -4.7 -3.8 -3.1 -2.4 -1.7
General government debt 54 61 69 84 92 98 102 104 106 106

Sources: IMF, World Economic Outlook; data provided by the authorites; and IMF staff estimates.
1/ Output per worker (FTE).

2/ Data from the BAE compiled in accordance with the IMF Balance of Payments Manual.

3/ The headline deficit for Spain excludes financial sector support measures equal to 0.5 percent of GDP for 2011 and 3%

percent of GDP for 2012.
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Statement by Mr. Fernando Varela, Alternative Executive Director for Spain
July 26, 2013

At the outset, [ would like to thank staff for their candid exchange of views with the
authorities, their comprehensive mission and the useful staff Report and Selected Issues

paper.

Since last year’s consultations, and thanks to the implementation of decisive policy actions
both by the Spanish government and at the European level, the Spanish economic situation
has markedly improved. However, important challenges remain ahead, particularly the high
unemployment rate, which is the first and foremost concern of the government. The economy
will continue in recession in 2013, but recent positive developments are clearly signaling that
Spain is in a turning point in the economic cycle. By the end of this year, the growth rate will
be positive and it will gradually increase throughout next year. The main task ahead to ensure
that these encouraging signs of stabilization are followed by a prompt, strong and durable
recovery, capable of reducing in a sustainable manner the significant imbalances
accumulated during the boom years and since the beginning of the crisis. The government is
fully committed with its policy agenda and is sparing no effort to that end.

In line with IMF’s advice, the government’s economic strategy aims at fostering growth and
creating jobs and it is based on three main pillars: a fiscal consolidation effort in order to
ensure a sustainable public debt level; a profound financial sector reform directed at
restructuring and reinforcing financial institutions; and a comprehensive set of structural
reforms to increase flexibility and competitiveness in the economy and lay the foundations
for higher and more balanced future growth .

The forceful implementation of this strategy is starting to bear fruit. The main underlying
imbalances are correcting rapidly. The fiscal deficit is being reduced and the current account
deficit has turned into a surplus, while the net IIP has started a diminishing trend and
productivity and competiveness have strongly improved. The banking system is now much
stronger and resilient. However, further efforts are needed to continue correcting the
remaining imbalances, especially private sector delivering and unemployment.

Economic Outlook

Growth in 2013 will still be negative, with a government forecasted rate of -1.3.
Nevertheless, there are positive signs indicating that the economy will stabilize in the second
part of the year. The main leading indicators point in that direction. The June PMI results for
the industrial sector and for services have been 50.0 (up 1.9 points) and 47.8 (up 0.5),
respectively, a level not seen since 2010. The OECD Composite Leading Indicator was 101.6
in May (up 0.3), an increase not seen since 2008. Retail sale indicators and business values



indexes also support this view. According to Bank of Spain’s provisional data, g-o-q GDP
growth in 2Q 2013 has been -0.1 percent, which also confirms this trend.

Consistently with this information, the government believes the projected growth rate for
2013 is prudent and within reach, and it is forecasting a positive 0.5 percent in 2014. The
2014 projection is based on a less negative contribution of domestic demand and a significant
positive contribution from the external sector, taking also into account that the fiscal drag
will be smaller than anticipated. The consensus forecast for 2014, among independent
domestic analysts, is 0.7 and 0.3 percent if foreign analysts are included.

Going forward, stronger growth in the world economy, and particularly in the EU, coupled
with persistent stability in the financial markets, will go a long way for ensuring a swifter and
more solid recovery in Spain.

It is also worth highlighting the improvement in competitiveness and good performance of
the external sector. In this sense, the current account adjustment has been very remarkable,
with the deficit falling to 0.8 percent of GDP in 2012, from a peak of 10 percent in 2007and
it t is expected to turn into a surplus of around 2 percent in 2013. Most of this correction is
due to structural factors and cyclically adjusted analysis shows that it is going to continue in
the future. The outstanding performance of exports has been the main driver of this
improvement. Spanish export-market shares have been very resilient, despite a very difficult
international context and strong competition from emerging market countries. Export
competitiveness has been strongly driven by non-price competitiveness and geographic and
product diversification, together with improving price competitiveness. Spain has now a
trade surplus with the EU and some of its more important EU trading partners, while exports
have also been diversified towards other dynamic markets.

Unit Labor Costs (ULC) have been falling significantly in past years, with their improvement
intensifying in 2012 thanks to productivity gains and wage moderation. In terms of ULC, the
loss of competitiveness accumulated since 2004 was already corrected in 2012.

On prices, the inflation rate has been affected by fiscal adjustment, but it is expected to
decrease substantially as the effects of the VAT and certain regulated prices increase fades
away. Headline inflation stood at 1.7 percent in Q2, but it will decelerate during the second
half of the year to end up around 1 percent below EU average.

Confidence has also improved, as reflected in the significant reduction in Treasury yields and
the fact that more that 70 percent of funding needs for this year have been already covered.



Fiscal policy

The Government is strongly committed to fiscal consolidation in order to make fiscal
finances sustainable in the medium term. As a sign of this commitment, a major coordinated
effort within all Public Administrations was made in 2012 to reduce the public deficit. In a
year in which activity contracted by 1.4 percent, the deficit (net of one-offs related to the
support of financial institutions) was cut 2 percentage points of GDP (from 9 to 7 percent).
The intensity of the fiscal effort was among the highest in advanced economies, as
highlighted in April 2013 Fiscal Monitor.

A wide number of tax and expenditure measures have been adopted to support fiscal
consolidation in 2012 and 2013 amounting to 4.2 percent of GDP in 2012 and 3.5 percent in
2013. Its distribution between the expenditure and revenue sides has been well-balanced,
with around 55 percent in expenditure reductions. All public expenditures have declined,
except interest payments and social benefits, which have been driven by debt and labor
market trends. Public employment has also been reduced by around 375,000 persons between
3Q2011 and 1Q2013. Steps have also been taken to increase indirect tax collection, with
measures to increase VAT rates and broaden its base—Spain was the EU country with the
highest increase in the average VAT rate in the EU in 2010—13—but also affecting excise
duties and environmental taxes. This has led to some shift of the relative tax burden towards
indirect taxes. The Government is committed to continue consolidation in the most growth-
friendly manner possible.

For the period 2013-16, following the recommendations made by the Council of the
European Union and in line with staff’s advice, the targets both for fiscal deficit and public
debt have been modified to better adapt the adjustment pace to the current circumstances of
the Spanish economy and to mitigate the downdraft of the consolidation measures on growth.
The deadline to bring the deficit below 3 percent of GDP has been extended by two years.
The deficit target for 2013 has been set at 6.5 percent of GDP (instead of the previous 6.3
percent). Despite the easing of the adjustment path, the fiscal effort will continue to be very
significant, requiring a cumulative structural effort of 3.9 percent of GDP in the years 2013—
16.

Consolidation efforts continue to yield results. The latest budget execution data published on
15 July 2013 points out that the deficit target will be met, evidenced by significant
improvements recorded in all subsectors. In May 2013, the cumulative deficit and primary
deficit of the Central Government were 6.5 and 14 percent, respectively, lower than the
previous year. In the same period, the Autonomous Regions recorded an aggregated deficit of
0.43 percent of GDP, in line with their annual target of 1.3 percent of GDP.

Different financial mechanisms were established in 2012 to provide liquidity and financial
support for the Regions and Local Entities. The Regional Liquidity Fund was created to



provide affordable financing to regions under stress, linked to strict conditionality and
monitoring. For 2013, this fund has been extended and broadened. A Fund for the Financing
of Payments to Suppliers was also set up in 2012 to regularize arrears, influencing similar
schemes in other European countries. This fund, which has been extended and is now in
phase 3, is being complemented with different measures to combat late payments—over 30
days—in commercial transactions and control commercial debt, with different draft bills in
preparation. These financing mechanisms, together with financial operations related to the
restructuring and recapitalization of the financial sector, have contributed to the rise in public
debt, which reached 84.2 percent in 2012.

Major progress has also been achieved in strengthening the Spanish budgetary institutional
framework:

A new Budgetary Stability Organic Law was adopted in April 2012 to develop the
constitutional fiscal rule (introduced in September 2011) and further reinforce fiscal
discipline, control and transparency. This law has been instrumental in last year’s substantial
deficit reduction and marks a fundamental change in the budget culture that should continue
to yield fruits in the future.

On fiscal transparency, great improvements have been achieved regarding the content and
frequency of budgetary reporting in all layers of government. In particular, monthly data are
now published in national accounts terms for the Central Government, the Social Security
and the Regions with only one and a half months delay—few other countries with similar
degree of decentralization could be found with this timely publication.

An Independent Fiscal Authority is in the process of being created to monitor fiscal rules
and provide analysis and advice on fiscal policy issues, including regular assessments of
macroeconomic forecasts underlying the budgets and budgetary plans. The bill is currently in
parliamentary approval and the authority is expected to be in place before the end of the year.

A thorough revision of the Spanish tax system is already underway to achieve a simpler
and more neutral tax system that ensures sufficient revenue. An expert commission was
created in early July to make reform proposals and its report should be presented by February
2014. A revision of public expenditures is also planned and is expected to follow the same
approach.

In addition to these efforts, a major review of the Spanish Public Administration is
ongoing to increase efficiency and avoid overlaps. A Commission on the Reform of the
Public Administration presented its report in June 2013 with specific proposals and a clear
timetable, and a process has been set up for their timely implementation. A reform of local
entities is also in the pipeline. A draft bill has been prepared and will be adopted shortly,
after the mandatory opinion of the State Council.



Further to the 2011 pension reform, a second stage of reforms is underway to ensure the
long-term sustainability of the pension system. A reform of early and partial retirement was
adopted in March 2013, introducing new incentives to extend working life. A revision of the
basic parameters of the Social Security system is also taking place to ensure alignment to life
expectancy and other demographic and economic factors. To this aim, an independent expert
committee was appointed to make proposals on the design of the sustainability factor
envisaged in the 2011 pension reform. Its report was issued in June and is currently being
analyzed by the Toledo Pact Parliamentary Commission—the tool to reach consensus on
pension matters. Based on its conclusion, a legislative proposal will follow.

Financial sector

The Spanish financial system has undergone an unprecedented and profound reform that
accelerated with the financial program for bank recapitalization undertaken since July 2012
with the support of the EFSF/ESM. The aim of this reform has been to better capitalize
Spain’s banking system, clean up banks’ balance sheets and reinforce the regulation,
supervision and resolution framework.

The implementation of the measures contemplated in the reform has been exemplary and the
ample majority of them have already been executed. According to the Third Progress Report
issued by the IMF—that is providing technical assistance to the Spanish authorities and the
European Commission to monitor the implementation of the reform—*"the vast majority of
measures specified in the program have now been implemented, as envisaged under its
frontloaded timetable.” The few remaining measures will be promptly implemented by year
end.

The outcome of this reform, that included the identification of capital needs through a
rigorous stress test with international participation conducted last year, has been threefold: (i)
regulation, supervision and resolution of the financial system has been substantially
reinforced; (ii) the number of Spanish banks has been significantly reduced (from 58 to 16,
excluding small and rural institutions); and, (iii) banks’ balance sheets have been cleaned up
and the remaining institutions are now well capitalized and well prepared to provide credit
and to withstand severe shocks.

The authorities fully agree with staff’s view that it is crucial to remain vigilant in order to
preserve the hard-won solvency of the system and to preserve the gains of the financial sector
reform. Like in other countries, once the main issues regarding the legacy assets have been
placed under control, the financial system is exposed to macroeconomic risks. In this regard,
buffers have been built in order to endure even very harsh scenarios and additional steps have
recently been taken on cash dividends and stricter classification of refinanced loans.



Furthermore, the Bank of Spain is developing, in line with staff’s recommendations, a new
supervisory tool to undergo rigorous and regular forward-looking exercises on banks’
resilience to be implemented before the Single Supervisory Mechanism comes into force.
This tool will allow to closely monitor individual institutions and it will provide a high-
quality basis for deciding whether further corrective actions are needed and what measures
would be more appropriate, if deemed necessary.

Within the reform, a broad number of measures have been taken to improve the resilience of
the financial sector: the provisioning requirements have been substantially strengthened and
the minimum capital requirement has been increased to 9 percent of core tier 1 for all banks;
a legislative reform introduced a state-of-the-art recovery and resolution system for banks
that includes some features of the future European Directive; a new legal framework for
savings banks will soon be in force (the law is currently before Parliament) and the
supervisory powers of the Bank of Spain have been strengthened. The creation of a new
macroprudential authority is underway and customer protection has been reinforced in all key
areas.

In the area of transparency, Spain has been the first country in the EU to require banks to
report their exposure to real estate and loan refinancing, and, according to IMF’s Third
Progress Report, transparency in Spain is “higher than almost anywhere else in Europe.”

Going forward, the authorities believe that a proper flow of credit to the private sector is of
paramount importance to ensure growth. In this regard, despite the strict implementation of
the financial sector reform, banks’ balance sheet repair and the reinforcement of banks’
capital ratios, domestic lending rates remain too high and access to credit is still constrained
for many companies. Undoubtedly, this situation is affected by the financial fragmentation
and the impairment of the monetary policy transmission channel in the euro area.
Maintaining progress in improving the European financial architecture, including a timely
completion of the Banking Union, and continuing the introduction of targeted measures by
ECB and other EU financial institutions will undoubtedly help improve this outcome.

Private sector deleveraging

Private sector deleveraging is progressing, although it needs to be reinforced as much as
possible, particularly for households. Corporate debt has fallen by 11.1 percentage points
(pp) since the beginning of 2012 to 108.6 percent of GDP. Household debt has been reduced
only by 2.5 pp during that period, but its level, at 78.6 percent of GDP, is in line with the EU
average.

To a great extent, the financial sector reform has allowed a smooth deleveraging of the real
estate and construction sectors and the ensuing pressure on banks’ balance sheets, avoiding a



negative loop from the private sector to the banks. The transfer of legacy assets to the
SAREB has been a key component of that process.

Regarding the insolvency regime, different measures have been adopted to support the
deleveraging of the private sector, with several of them along the lines recommended by
staff.

Concerning the mortgage market, a Code of Best Practices was adopted, establishing a set
of financial instruments to deal with impaired mortgage debt. Although voluntary, almost all
financial entities have subscribed to the code. Compliance with the code is subject to a strict
monitoring. Also, a social housing fund has been created for evicted families and a 2-year
suspension of evictions granted for families under risk of social exclusion. Other measures
include a reduction in default interests and litigation costs in bankruptcy procedures, a
mechanism to improve the prices in home auctions and a debt relief mechanism after
foreclosure when part of the debt is paid. Further steps affecting bankruptcy proceedings
are also underway. Mechanisms have been established to facilitate out-of-court settlements
for companies, outside an eviction process, including the creation of a loan mediator. Also,
debt relief mechanisms are envisaged for natural persons subject to bankruptcy proceedings.

Additional measures, and in particular the establishment of a special personal insolvency
regime to provide a fresh start for debtors, have to be carefully balanced against their impact
on the objectives of the policy strategy; i.e. preserving and reinforcing financial stability, and
keeping the strong payment culture currently existing in Spain. It is also important to analyze
the overall efficiency of those measures from a macroeconomic point of view.

Labor market

The reform introduced by the government in February 2012 is promoting a deep
transformation of the Spanish labor market, bringing significant progress in its two main
objectives. On the one hand, the reform has increased the internal flexibility of the labor
market, promoting an adjustment based on a negotiation around wages and labor conditions
(functional and geographical mobility, working hours, work load, etc.) within the companies,
and therefore keeping more jobs instead of firings. On the other, the reform is helping to
reduce the job-creating GDP growth threshold, which, according to the authorities’
calculations, is being brought down to 1-1.2 percent. Although the positive impact of the
reform will be fully visible when economic activity recovers strength, recent years’
insensitivity of wage inflation to cyclical unemployment has started to be addressed. This is
confirmed when comparing growth in compensation per employee prior and after the reform
(it stood at -0.01 percent in Q2 2012-Q1 2013, while its average growth during 2011 was 1.5
percent).



Other measures of labor reform aimed at reducing duality are also having a positive effect,
although more time is needed to see clearer results. The emphasis now is on enhancing active
policies and promoting more job opportunities for the youth.

To address the problem of youth unemployment, the Strategy for Youth Entrepreneurship
and Employment 2013—16 was adopted in February 2013. It comprises a wide-range of
measures to stimulate the hiring of young people and promoting entrepreneurship and self-
employment for this group, including incentives for companies, a reduced social security
contribution for young entrepreneurs, and allowing compatibility of unemployment benefit
with self-employment for a maximum period of 6 months, among others.

The government is now conducting a thorough evaluation of the reform and will issue a
report, expected by the end of July, which will be audited by the OECD. Another significant
development is that many bargaining agreements are going to be reviewed this summer, as a
result of the deadline set up for them in the reform. This will be an important opportunity to
see whether the current perception that the legal changes introduced by the reform are
generally sufficient.

The government is ready to continue introducing further changes in the labor market, if
warranted. However, any further step should to be considered in the light of these
aforementioned factors. It would be in any case premature to decide on them without
carefully analyzing the outcome of the report and the result of the ongoing negotiations.

Finally, on the agreement proposed in the staff report between unions and employers, the
government believes it has difficult practical implications to the extent that it seems barely
feasible. It could also be an obstacle for the introduction of future structural reforms, which is
a top priority in the policy agenda. In addition, if not completely executed, it could negatively
impact households’ consumption and their capacity to repay their debt.

Product and services structural reforms

The authorities are implementing an ambitious structural reform agenda to improve Spain’s
medium and long-term growth potential and—as staff highlights—substantial progress has
already been made on this area. Apart from structural reforms already mentioned in the
financial, fiscal and labor fronts, multiple far-reaching reforms in key areas are underway to
improve the business environment, reduce administrative burdens and licensing
requirements, enhance competition and promote company growth, as staff advises. These
include, but are not limited to, the following measures:

The Law on Market Unity aims at addressing market fragmentation, reducing
administrative burdens and streamlining or reducing business licensing requirements. The
bill is currently before Parliament. A process was set up to early assess existing laws and
regulations to facilitate the adaptation of the regulatory framework to the new law.



The Law on Entrepreneurial Support aims at favoring the creation of companies,
promoting their growth, innovation and internationalization via various instruments,
including tax measures and funding mechanisms. After public consultation, the law is
currently before Parliament under urgent approval process.

The Law on the Liberalization of Professional Services seeks to remove obstacles for the
access and provision of these services, including in highly regulated professions, well beyond
the requirements imposed by the Service Directive in Europe. Different initiatives have also
been implemented to simplify or eliminate activity licensing requirements. Business opening
hours had also been further liberalized.

The Law on De-Indexing the Spanish Economy aims at reducing second-round effects in
the price formation process of public sector-related activities, replacing the CPI with a more
stringent reference index for regular updates of public income, revenue and prices. A draft
bill is being drawn and is expected to be in force before January 2014, when major
indexation rules apply.

On the energy sector, efforts have been directed to address the electricity tariff deficit (the
gap between the regulated cost of the electric system and the revenue stemming from tariffs
paid by consumers). Various measures have been adopted since 2012, bringing a substantial
reduction of this deficit. Building on those efforts, a comprehensive energy reform was
presented in July 2013, with immediate measures to cover the current remaining deficit and a
new Draft Bill on the electricity system, establishing a legal framework that prevents tariffs
deficits from arising in the future.

The supervisory competition framework has been enhanced with the creation of the National
Commission for Markets and Competition in June 2013. The new authority merges the
powers of previous sectoral competition bodies, to ensure a consistent application of
competition principles across the various economic sectors.

Reforms are also being implemented in other key areas, such as education, innovation,
health- care system, transports, social inclusion. A clear road-map has been set up in Spain’s
National Reform Plan with a clear schedule for the implementation of pending actions.
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