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Ladies and gentlemen,

| appear once more before this Committee for the parliamentary presentation and discussion
of the State and Social Security Budget (hereafter, the Budget) for 2022.

Let me first briefly clarify a point concerning the content of my address. As a member of the
Governing Council of the European Central Bank (ECB), | am today bound by the so-called
“quiet period” prior to the meetings at which monetary policy decisions are taken.
Accordingly, my thoughts should not be interpreted as indications of the monetary policy
outlook.

On this occasion, the circumstances of my appearance are, fortunately, notably different
from those we were facing in autumn 2020. Still fresh in our thoughts then was the memory
of the harshest phase of the pandemic in Spain. Precisely a year ago, moreover, the second
wave of the virus was hitting us hard and the use of the first vaccines against COVID-19 had
still not been approved.

One year later, the vaccination roll-out allows us to look ahead with greater optimism and
less uncertainty. This Budget, therefore, should be an instrument that provides for a shift in
objective from mitigating the consequences of the pandemic for our households and firms
to that of accompanying the recovery and paving the way for a structural transformation of
the Spanish economy that raises collective well-being.

| shall begin with a description of recent economic developments and the attendant outlook.
That will allow me to set in context the role economic policies must play in this phase of the
recovery. | will then offer the view of the Banco de Espafa of the key features of the Draft
Budget. | shall conclude with some thoughts on the medium-term fiscal policy challenges
facing our country.

1 Recent developments and the outlook for the Spanish economy

1.1 The global context

Global economic activity has recently acquired greater momentum after a long and complex
period of crisis. The two major levers of this economic recovery are vaccination against
COVID-19 and the extraordinary support of economic policies in many countries.




THE GLOBAL CONTEXT: IN 2021 THE GLOBAL RECOVERY HAS GRADUALLY TAKEN HOLD,

PROVING STRONGER IN ADVANCED ECONOMIES THAN IN EMERGING ECONOMIES

GDP GROWTH PROJECTIONS
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The health crisis is still not over. But the vaccination roll-out has meant that the restrictions
on activity in many countries have been substantially eased. This has resulted in a stimulus
to private consumption and, especially, to spending on services, which had been weighed
down by the pandemic-containment measures.

Forecasts by the various international organisations coincide on robust global economic
growth this year and next. In particular, the recently published IMF forecasts indicate that
global GDP growth will be 5.9% in 2021 and 4.9% in 2022, easing to 3.6% in 2023.

The recovery is advancing at different speeds from region to region, which largely reflects
the differences in vaccine access and in the scale of the stimulus provided by economic
policies. Generally, the recovery is proving sounder in the advanced economies which,
according to the IMF forecasts, will attain pre-pandemic GDP levels next year. Conversely,
it is weaker in the emerging economies, where the vaccination process is generally proving
slower.

In the euro area, real annual GDP growth is expected to be 5% in 2021, enabling the pre-
pandemic level to be attained in Q4 this year, and, on these same forecasts, 4.3% in 2022.1
Among the main economies in the area, significant GDP increases are expected in France
and ltaly (respectively, 6.3% and 5.8% in 2021 and 3.9% and 4.2% in 2022). Like Spain, the
contraction in these countries was sharper in 2020. In Germany, by contrast, growth will be
lower in 2021 (3.1%), having been revised downwards owing to the impact the global
shortage of supplies is exerting on some industrial sectors.

This global economic scenario is, in any case, subject to high uncertainty and to certain
risks related mainly to three factors: how the pandemic unfolds; mismatches in goods
supply and demand globally; and how persistent inflationary pressures prove. The more
unfavourable course of the latter two factors, which have a cross-cutting effect on all the
main economies, is already perceptible in some of the latest economic indicators. | shall

" The ECB’s September forecasts point to growth of 5% in 2021, 4.6% in 2022 and 2.1% in 2023.




analyse these aspects in greater detail when | review developments in the Spanish
economy.

THE GLOBAL CONTEXT: HOW THE PANDEMIC UNFOLDS, THE MISMATCHES IN GOODS DEMAND AND
SUPPLY AND THE RISE IN INFLATION ARE ALL FACTORS CONDITIONING THE RECOVERY
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1.2 Recent developments in the Spanish economy

The initial impact of the pandemic on economic activity was particularly marked in Spain
compared with its peers. After the strong rebound in 2020 Q3, developments up to Q1 this
year were marked by the subsequent successive waves of the pandemic and by the

SPAIN: GDP MOVED BACK ONTO A PATH OF RECOVERY IN THE SPRING, UNDERPINNED BY THE

VACCINATION PROCESS
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extension of several containment measures.

As from spring this year, headway in vaccination ran in parallel with a return to the growth
path interrupted in the final stretch of 2020. GDP grew by 1.1% quarter-on-quarter in Q2,
underpinned by the strength of private consumption. In particular, there was a rise in
spending on those services whose provision has most benefited from the easing of the
lockdown measures.




But the pick-up in activity is as yet clearly incomplete. There was still a gap of 8.4 pp
between the level of output in Q2 and that observed at end-2019. This gap was 2.5 pp in
the euro area.

SPAIN: IN Q2, THE LEVEL OF GDP WAS STILL 8.4 PP DOWN COMPARED WITH THAT OBSERVED AT

END-2019 (2.5 PP IN THE EURO AREA)
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The impact on the labour market was also very severe in the initial phase of the pandemic.
In April 2020, almost one in four people registered with the Social Security System before
COVID-19 struck had either lost their job or been furloughed. However, employment is
recovering more quickly than GDP. In September this year, Social Security-registered
numbers were slightly above the February 2020 level (0.1% in terms of the seasonally
adjusted series). The gap remained negative (-1.2%) in terms of “effective registrations”, a
variable constructed by subtracting furloughed workers from the figure for registered
individuals. The information for the first fortnight of October suggests this positive trend is
continuing at the start of Q4.

EMPLOYMENT IS RECOVERING MORE QUICKLY THAN GDP. IN SEPTEMBER, SOCIAL SECURITY

REGISTRATIONS REACHED PRE-PANDEMIC LEVELS (-1.2% IN TERMS OF EFFECTIVE REGISTRATIONS)
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The unemployment rate stood in Q2 this year at 15.3%, 1 pp down on last year, but still 1.5
pp above its pre-crisis level.

Turning to the general government accounts, the deficit stood at 11% of GDP in 2020, the
result above all of the increase in public spending. Approximately two-thirds of the increase
of almost €63 billion in public spending in 2020 (around 3.7 pp of GDP) related to
disbursements to finance health spending and that relating to furloughed workers and the
suspension of activity of the self-employed. The decline in revenue was tempered by the
taxation to which a substantial portion of household and business spending is subject.
Hence, personal income tax and social security contributions revenue actually increased
slightly compared with the significant cuts in receipts from other taxes, such as corporation
tax, VAT and excise duties. Overall, government receipts as a proportion of GDP increased
in 2020 as a whole.

GOVERNMENT DEFICIT ROSE TO 11% OF GDP IN 2020 LARGELY AS A RESULT OF THE INCREASE IN

SPENDING. IN JUNE 2021 IT WAS STILL 8.4% (IN 12-MONTH CUMULATIVE TERMS)

GENERAL GOVERNMENT REVENUE AND BUDGET DEFICIT
EXPENDITURE (a) (b)

(12-MONTH CUMULATIVE DATA) % of GOP
(Year-on-year rate of change)

A 9 I :
i o= 14 o
12 12
2%
10 10
-2.9%

-4.3%

p 8% -7.6%
-10% |
Jan-20 May-20 Sep-20 Jan-21 May-20 Sep-21

-11.0%
-12%

w—EXPENDITURE ~—=RECEIPTS 2019 2020 2021 2022

Sources: IGAE and INE.
(a) The National Audit Office (IGAE) only provides quarterly data for general government as a whole. Monthly data are estimated drawing on information on the aggregate excluding local govemment.
(b Data adjusted by distributing over the entire year each month's extraordinary receipts and spending.

In 2021, the easing of the health situation and the improvement in economic activity are
allowing a slight correction of the budget deficit. However, in July this year the deficit was
still 8.4% of GDP in 12-month cumulated terms. Compared with the same period in 2020,
the improvement is due to the rise in receipts. Indeed, receipts have now exceeded their
level in the same period of 2019. Expenditure, meantime, despite the decline in crisis-related
disbursements, has scarcely stabilised in nominal terms.

While the gradual easing of restrictions has enabled the most affected sectors and regions
to begin recovering, the effect of the pandemic remains very uneven. Sector by sector,
economy-wide effective Social Security registrations were, at the end of Q2, only 2.6%
below their pre-crisis level. However, this gap ranged from 22.6% to 16.2% in the hospitality
and leisure sectors. In terms of value added, whereas some sectors such as finance,
agriculture, education and healthcare have already attained or exceeded pre-crisis levels,
others such as wholesale and retail trade, transport, hospitality and leisure are still at least
20% down.




THE EFFECTS OF THE PANDEMIC REMAIN VERY UNEVEN BY SECTOR, REGION AND POPULATION
SEGMENT

1. By sector: finance, agriculture, education and healthcare have already attained or exceeded pre-crisis
levels, but other sectors such as wholesale and retail trade, transport, hospitality and leisure are still at
least 20% below.

2. By region: the employment rate for Spain was, in 2021 Q2, 2.2 pp down on 2019 Q2 (in terms of effective
employment). In the Canary Islands and the Balearic Islands the difference was -8.4 and -5.6 pp,

respectively, whereas Murcia and Asturias posted increases of 1.2 and 0.9 pp, respectively.

3. By age group: the employment rate for those aged 16-29 and those in the 30-44 age bracket was, in Q2,
2.8 pp and 1.3 pp, respectively, less than at the start of the crisis (and somewhat higher (0.3 pp) among

older workers).

Cross-regional differences are also substantial. The employment rate for Spain as a whole
was, in Q2 this year, 0.9 pp down on 2019 Q2 (-2.2 pp in terms of effective employment),
but was 4.7 pp and 3 pp down in the Canary Islands and the Balearic Islands, respectively
(8.4 pp and 5.6 pp in effective terms). Conversely, Murcia and Asturias posted respective
increases of 1.2 pp and 0.9 pp.

The crisis continues to affect certain groups of workers disproportionately; in particular,
younger and lower-income workers, given their sizeable weight in the sectors most affected
by the pandemic. Moreover, these effects have only been corrected to a limited extent
following the onset of the recovery.

Specifically, the employment rate for those aged 16-29 was, in Q2, 2.8 pp less than at the
start of the crisis. This figure is 1.3 pp down in the 30-44 age bracket, and shows a positive
sign among older workers (0.3 pp).?2 The bigger impact on more vulnerable workers with
more limited resources to sustain their expenditure might, therefore, have prompted an
increase in inequality.

1.3 The macroeconomic outlook

The Banco de Espafia published its latest macroeconomic projections in September. They
forecast a continuation of the recovery, under the assumption of further ongoing
improvement in the epidemiological situation both in Spain and the rest of the world, the
prolongation of the expansionary stance of demand-side (both monetary and fiscal) policies,
and intensive use of the Next Generation EU (NGEU) funds. Specifically, the projection was
for GDP growth of 6.3% in 2021, declining slightly to 5.9% in 2022.

2 The related figures in effective terms are, respectively, -3.7, -3.3 and -0.7 pp.




THE MACROECONOMIC OUTLOOK: FOLLOWING PUBLICATION OF THE BDE’S PROJECTIONS IN
SEPTEMBER, THE LATEST INFORMATION HAS, ON THE WHOLE, BEEN LESS FAVOURABLE

1. The most recent series of the Quarterly National Accounts published by INE show a lower level of GDP
than in Q2.

2. Recent worsening of certain aspects of the external environment: global bottlenecks and rising

commodity prices and other intermediate costs.

3. However, the most recent information on economic developments in the summer months continues to be
favourable, in keeping with the BdE’s September assessment, thus confirming the return to a path of

recovery in Q2.

However, following these projections, there have been some significant developments.

Firstly, INE revised quarter-on-quarter GDP growth significantly downwards in 2021 Q2,
from 2.8% to the aforementioned figure of 1.1% (along with smaller revisions in the
preceding quarters).

Such a high downgrade mechanistically entails (i.e. if the growth rates projected for the
coming quarters were to hold unchanged) a substantial reduction in the average GDP
growth rate for 2021 and, to a lesser extent, in that for 2022 also.

SIGNIFICANT DOWNWARD REVISION OF GDP DATA FOR 2021 Q2

QNA DATA REVISION

GDP PRIVATE CONSUMPTION
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Source: INE

Secondly, some changes have been afoot in the global economic environment in past
months, and have acquired greater significance in recent weeks. | refer to the disruptions in
global supply chains and to the higher costs of some inputs used in productive processes
and, in particular, of energy (which, moreover, is a very important component of the
household consumption basket). Overall, these changes tend to point to a worsening global
economic picture.

In fact, the swift recovery in global demand, added to the strong consumption of
manufactures prompted by the pandemic in substitution of spending on restricted services




and in view of accelerating digitalisation, has given rise to tensions in global supply chains.
International maritime transport has been disrupted, prompting a significant increase in
costs and delays in the supply of products. Supply shortages have led to bottlenecks in
industry that have more sharply affected the advanced economies. Against this background,
it is illustrative that, on provisional estimates, the composite euro area PMI output index fell
by almost 2 points to 54.3, a six-month low. While the biggest fall-off was in manufactures
(with a 2.5-point decline in October to a 16-month low of 53.2), the services sector also lost
momentum (falling 1.7 points to 54.7, a six-month low).

In Spain, the effect of global supply chain shortcomings has already led to a significant
increase in delivery delays for industrial orders and, in some cases, to the need to slow
production, as a result of the shortages in commodities and inputs. A case in point is the
automobile industry, one of those most affected by global semiconductor shortages.

Further, inadequate supplies of some goods and services in meeting demand has given rise
to price increases. Such increases have been particularly marked in the case of various
industrial and transport-related metals, and in that of energy sources, whether primary (such
as oil, gas and coal) or secondary (such as electricity, produced in part through some of the
main primary sources mentioned). This increase has fed through to the final prices paid by
households and firms, which squeezes their real incomes and, therefore, adversely affects
the pace of the recovery.

LESS FAVOURABLE EXTERNAL ENVIRONMENT, OWING TO BOTTLENECKS AND HIGHER COMMODITY

AND ENERGY PRODUCT PRICES
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Finally, the other economic indicators released after the publication of our projections tend
to confirm the initial assessment, namely that output in the economy has been notably
dynamic in the summer months. In particular, although foreign tourism continues to hold at
levels far removed from those observed pre-pandemic, the latest information suggests an
improvement in this demand component.




THE RECOVERY IN ACTIVITY CONTINUED THROUGHOUT THE SUMMER, WITH SOME SIGNS OF
STABILISATION IN RECENT MONTHS

PURCHASING MANAGERS' INDICES
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The labour market also continued to perform favourably over the previous quarter,
according to the effective Social Security registrations figures. That said, a characteristic of
the recovery period is that employment is faring notably better than economic activity, as
was especially highlighted following the QNA revision.3

The Banco de Espania, in coordination with the rest of the Eurosystem, will not be publishing
new macroeconomic projections until December. However, the developments | have
described foreshadow a significant downward revision of growth for the current year in
Spain. Indeed, some analysts have already incorporated these latest developments into
their projections. Taking Consensus Forecasts, we can see how in the latest monthly edition,
published in mid-October, the panellists have revised their GDP growth forecast for this year
downwards by 0.5 pp to 5.6%. Conversely, the average of the projections for 2022 has held
stable, standing slightly above 6% (6.1%).*

3 Like GDP growth, employment growth, measured in hours, has been lowered in the revised estimate. But the scale of
the revision of employment was, expressed as a quarter-on-quarter rate, much less (0.4 pp, to 4%) than that of GDP.
That illustrates the difficulties, in the current recovery phase, of appropriately assessing the relationship between activity
and employment and, therefore, of translating the robustness of this latter variable in the summer months into the growth
rate of GDP in Q3.

4 The revision of 2021 growth is even somewhat greater (down 0.7 pp to 5.4%) if consideration is given solely to the
panellists who have changed their forecasts in the last month, whether upwards or downwards. It should be borne in
mind that, although Consensus Forecasts is published monthly, not all the panellists update their forecasts so frequently.
In 2022, the revision is 0.1 pp upwards, irrespective of whether the set of panellists or only those who have altered their
forecast is considered.




OVERALL: GDP GROWTH REVISED DOWNWARDS TO AROUND 5.6% BY CONSENSUS FORECAST.

SLIGHT IMPROVEMENT, TO 6.1%, FOR 2022.
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1.4 The main sources of uncertainty

Discrete growth estimates aside, the level of uncertainty remains high and there is a series

of risks that will influence activity over the coming years. | shall now review the main sources
of risk.

MAJOR SOURCES OF UNCERTAINTY REMAIN

¥ Epidemiological factors:

Stepping up the vaccination roll-out globally is crucial to avoid new variants of the virus which could lead to the
containment measures being reintroduced.

v’ Factors relating to agents’ behaviour:

Pace and scope of spending of savings International movements of individuals and speed
accumulated by households during the pandemic at which tourism picks up

Pace of implementation of NGEU and its multiplier
effect on activity

v" Scarring of the crisis:

Persistent effects on potential growth (hysteresis in the labour market, business deaths) and effectiveness of

economic policies to mitigate them

v Recent changes in uncertainties stemming from the external environment:
The persistence and intensity of disruptions in the The persistence of higl_'ler costs and their pass-
global supply chains through to prices and wages

First, recovery prospects are subject to the assumption that the reduction in the incidence
of the pandemic will continue. In particular, our macroeconomic projections rest on the

hypothesis that new vaccine-resistant and more infectious variants of the virus will not
emerge.




DURING THE CRISIS
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Nonetheless, we cannot rule out more unfavourable epidemiological developments. The
extensive circulation of the virus in global regions where the immunisation of the population
is less advanced might, for example, be conducive to the emergence of strains that are
more infectious or that have built up some resistance to the vaccines. That might entail the
reintroduction of recovery-hampering containment measures.

Second, there is uncertainty over the pace and extent to which households will spend the
notable volume of saving built up during the pandemic. On our estimates, this reservoir of
saving might account for around 6 pp of GDP. In principle, there are several reasons to
believe households will partly use this saving in the medium term. On one hand, it has
tended to be concentrated in higher-income households, which typically show a lower
propensity to consume. On the other, the possibilities of consuming in a deferred fashion a
significant portion of the spending forgone during the pandemic are limited, since it
corresponded above all to leisure and hospitality-related services. Our projections assume
that households will only resort in part to this accumulated saving. That said, the level of
uncertainty surrounding this assumption is high.

Third, there is also very high uncertainty over tourist flows, which are so important to
economic activity in our country. It was assumed in the September projections that the pre-
pandemic volume of non-resident tourism would not fully recover until 2023. Specifically, in
connection with the third quarter of each year, coinciding with the high season, it was
assumed at the time that the level of tourism exports would, in 2021 and 2022, be
approximately 45% and 90%, respectively, of the 2019 level (the last pre-COVID year). The
assumption was that it would be necessary to wait until summer 2023 for a virtually full
recovery. However, foretelling the patterns of behaviour of post-pandemic international
tourism is no easy task.

1



UNCERTAINTY ABOUT FUTURE DEVELOPMENTS IN TOURISM FLOWS, THE USE OF THE EUROPEAN
NGEU FUNDS AND SCARRING OF THE CRISIS

FOREIGN TOURIST ARRIVALS
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Fourth, how the Spanish economy performs will hinge crucially on the mobilisation and
allocation of the NGEU funds. In December 2020, the Banco de Espana explicitly included
the impact of NGEU for the first time in its projections, once the Draft Budget for 2021 had
provided the first details about the volume of funds earmarked for this year. We noted at the
time that there was high uncertainty over the outturn calendar. In practice, the rate of uptake
has been lower than that included in the various projections exercises conducted since then,
which has given rise to successive temporary shifts in spending volumes. The September
projections envisage projects for an amount of slightly over €11 billion in 2021 and €31
billion in 2022, which would translate into impacts on the GDP growth rate for those two
years of 0.6 pp and 1.8 pp, respectively. In any event, notable uncertainty prevails as to
when the projects will be executed and to their multiplier effect on activity and employment.
And that will decisively influence economic developments in the coming years.

In this respect, any delay in the execution of projects may not necessarily be a disadvantage,
provided that this contributes to project selection prioritising those with a higher multiplier
effect. This latter aspect would be enhanced if the projects were accompanied by structural
reforms geared to raising the economy’s potential growth. But, set against these more
medium-term advantages, any delay in spending projected for 2022 would give rise to lower
GDP growth next year.

Fifth, there is still high uncertainty over the ultimate impact of the crisis on the productive
system. Our projections have been devised under the assumption that this impact is low.
Yet it cannot be ruled out that these effects may ultimately be more marked and that they
may, therefore, be an obstacle to the recovery.

To date, we have already detected some signs of impaired solvency at firms, concentrated
essentially in the sectors most affected by the pandemic. Thus, for instance, we have seen
some impairment in creditworthiness in some banks’ loan portfolios and a rise in the number
of firms immersed in insolvency proceedings, despite the moratorium on these proceedings
in force until the end of this year. The phasing out of the public measures of support to firms
might mean there is further impairment of business solvency in the future if the activity of
the companies affected recovers too slowly to offset the effects of the withdrawal of these
stimuli and the extraordinary measures adopted during the pandemic.

Sixth, the greater intensity and persistence of bottlenecks in the supply of certain energy
and non-energy inputs may jeopardise the momentum of the recovery. Indeed, according

12



to the latest indicators (PMI) to which | referred earlier in the euro area context, there is
already partial evidence of this factor. And, on some estimates, the existence of bottlenecks
is expected to have reduced exports in the first half of 2021 by 7% for the euro area as a
whole.’

Seventh, and lastly, a factor capable of adversely affecting the outlook for the Spanish
economy is the recent rise in inflation. While this increase was essentially due to transitory
factors, it is still too early to see how persistent this phenomenon will be. But conceivably
in the coming months, in any event, we will continue to observe relatively high rates of
inflation.

When assessing the possible incidence of the inflationary rise in the medium term, it is
important to consider as a starting point the disinflationary trend observed over much of the
past decade, which was the basis for very low rates of price growth. In particular, one of the
characteristics of the disinflationary process of the pre-pandemic years was the apparent
weakening of the connection between the degree of cyclical slack and price and wage
growth. Various arguments have been brandished to explain this globally observed
phenomenon. These include developments such as globalisation, the automation of
productive processes and the expansion of e-commerce, which will have contributed to
easing workers’ wage demands and firms’ capacity to expand their margins. Further,
demographic developments — the inertia of which is very high given their nature — will have
contributed in recent years to keeping demand pressures relatively moderate.

UNCERTAINTY ABOUT THE INTENSITY AND PERSISTENCE OF HIGHER PRICES AND OF THE
BOTTLENECKS IN THE SUPPLY OF CERTAIN GOODS

CONTRIBUTIONS (pp) TO YEAR-ON-YEAR HICP RATE (%) HICP: FORECASTS

% y-o-y and pp % y-o-y

2018 2019 2020 2021

2020 2021 2022 2023
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Sources: INE and Banco de Espafia.

In my view, it is very premature to consider that the future incidence of the foregoing factors
may have declined after the pandemic and, therefore, that the recent rise in inflation may
entail a break in the low inflation trend that prevailed for approximately a decade.

The causes behind the current rise reflect a series of determinants different from the
previous ones, in many cases transitory. This is the case with the closure of specific
productive activities as a means of containing the pandemic, which prompted — especially

5 E. Frohm, V. Gunnella, M. Mancini and T. Schuler (2021), “The impact of supply bottlenecks on trade”, Economic
Bulletin, Issue 6, ECB.
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in the first half of 2020 - significant declines in the price levels for certain goods and services.
The subsequent recovery of pre-crisis price levels, in step with the reopening of the
economy, has led to a step-effect on the inflation rate. That has been the case for oil prices
and also for services in which personal contact plays a more prominent role. Once again,
the price rises should, in principle, be purely transitory, not continuing any further than the
time when the base effects are stripped out of the calculation of the year-on-year rate.

As | have explained, the gamut of energy goods is undergoing additional price rises, which
infuses recent developments with greater persistence. In principle, this rise in prices is
expected to be transitory, as anticipated by the market-listed futures prices of these
commodities, which point to a reduction over the course of 2022. But it cannot be ruled out
that the increase in prices may persist over the coming months, given the rise in energy
consumption during the winter, in a setting in which the volume of oil and gas stocks is
relatively low. Moreover, a complex set of more structural factors — on both the supply and
demand sides — are at play in these energy price rises. Such factors include the policies of
the main oil and gas-producing countries and the curbing of fossil fuel investments
stemming from their uncertain future, given the policies to combat climate change.

Moreover, in the case of various non-energy industrial goods, the disruption to global
production chains and the higher cost of many inputs and commaodities, and of transport,
has added to the pick-up in demand. This increase in costs is expected already to be
feeding through in part to the sale prices of final products.

Taken together, these factors add notable uncertainty to the duration of the current episode
of rising production costs. And, evidently, the longer the episode lasts, the greater the
probability that the increase in inflation gains in persistence, both because the cost
increases filter through with greater intensity to final prices and because the increase in
these prices gives rise to greater wage demands. Such a scenario is not, however,
inevitable. On the contrary; the actions of national economic agents — in the public and
private realm alike — can contribute to reducing their potential incidence, as | shall point out
later.

This line of argument infers that the potential impact on activity of the current inflationary
episode is very uncertain, since it depends on many factors. These include the very
persistence of the episode or reaction by different economic agents to it. In any event, as
regards the specific case of the rise in the price of electricity, in-house estimates at the
Banco de Espafia using various methodologies can act as a guide. They would suggest an
impact of 0.2-0.3 pp of GDP after three years for a permanent increase of 10% in the
electricity price paid by consumers.

1.5 The role of economic policies in the current situation

The swift and forceful economic policy response since the onset of the crisis has been
crucial in limiting the effects and scarring of the crisis. Monetary and fiscal policies enabled
households and firms to retain a high proportion of their income and helped mitigate the
adverse impact of the pandemic on their financial position. These policy actions are also
expected to have prevented major harm to the productive system; however, we are still far
from being able to affirm this with certainty.
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THE ROLE OF ECONOMIC POLICY IN THE CURRENT SITUATION

1. In the current and foreseeable context, monetary and fiscal policy should prevent the premature withdrawal of stimuli.

2. In the case of monetary policy, the latest ECB Governing Council decisions ensure that highly favourable financing

conditions will be maintained during the economic recovery.

3. As for fiscal policy, support will continue to be necessary in 2022, albeit more selectively, focusing on firms and
population groups in which the effects of the crisis are still being felt. It is important that measures are temporary so

as not to further increase the structural deficit.

4. In parallel, a consolidation programme should be designed to enable the high budget deficit and public debt levels to

be gradually reduced, with the programme being launched once the recovery has taken hold.

5. Economic policy should also help firms and workers adapt to the new economic reality arising from the pandemic.
This will require allowing the use of the adjustment mechanisms provided for by legislation, and that these should
adapt to firms’ specific conditions, improve debt restructuring procedures and strengthen training policies and job-

search assistance for workers.

6. Medium-term challenges should be addressed with a resolute agenda of structural reforms, also supported by the use

of the European funds.

The current and forecast setting is characterised by a progressive recovery in activity. But
this recovery is still subject to several significant risk factors and is highly conditional upon
the support of economic policies. Monetary and fiscal policies should thus avoid a
premature withdrawal of the stimuli.

In the case of monetary policy, the latest decisions of the ECB Governing Council, including
the new monetary policy strategy, ensure highly favourable financing conditions will remain
in place during the economic recovery.®

In particular, the new ECB strategy, announced on 8 July, sets an inflation objective of 2%
in the medium term. This objective is symmetric, in that positive and negative deviations
from target are considered equally undesirable. To maintain this symmetry, the new strategy
acknowledges the importance of taking into account the consequences of the lower bound
on interest rates. The new strategic framework establishes the need for particularly forceful
or persistent monetary policy measures when the economy is close to this lower bound.
This may also entail a temporary period in which inflation is moderately above target.

There was an initial application of this new strategic framework to the ECB’s monetary policy
toolbox on 22 July, amending the institution’s forward guidance. Under the new
arrangements, the Governing Council expects key ECB interest rates to remain at their
present or lower levels until it sees inflation reaching 2% well ahead of the end of its
projection horizon and durably for the rest of the projection horizon, and it judges that
realised progress in underlying inflation is sufficiently advanced to be consistent with
inflation stabilising at 2% over the medium term.

Thus, the new forward guidance arrangements, along with the widespread perception that
the current inflationary episode is predominantly transitory, translate into expectations that
the current expansionary monetary policy stance will remain in place for a lengthy period.

In the case of fiscal policy, support will continue to be necessary in 2022, albeit more
selectively; the focus will be on firms and population groups in which the consequences of

6 See P. Hernandez de Cos (2021),
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the crisis are still being felt. This selectiveness of fiscal policy support is warranted by a dual
need: first, to minimise the impact on budgetary imbalances in a setting in which these have
increased most significantly during the crisis; and further, to ensure that economic policies
do not hamper the necessary reallocation of resources.

It is then important that the measures should be temporary so as not to further increase the
structural deficit. In parallel, a consolidation programme should be designed to enable the
high budget deficit and public debt levels to be gradually reduced, with the programme
being launched once the recovery firms. | shall offer further details later.

In the case of the business sector, for instance, it remains important to focus assistance on
reversing the crisis-induced damage to solvency at firms deemed viable. In this respect,
there seem to have been some problems in implementing the assistance programme
approved last spring. These need resolving promptly. In any event, by its nature this type of
programme is aimed at a high number of firms, which are very small in most cases. That
hampers implementation and calls for regular assessment warranting adjustments if the
results show signs that the objectives envisaged are not being met.

The effects of the crisis in the medium and long term will also depend on how firms adapt
to the new economic reality. Economic policy should smooth this adaptation, which will on
the one hand require allowing the use of the adjustment mechanisms provided for by
legislation (labour law in particular), and that these should adapt to firms’ specific conditions.
On the other hand, legal and out-of-court debt restructuring procedures, the workings of
which are currently prone to shortcomings’, need to improve. The efficient functioning of
these procedures plays an important economic role by providing for the survival of viable
firms with solvency problems, and for the orderly exit from the market of those others with
viability problems. In this connection, the Council of Ministers approved on 3 August the
draft Insolvency Reform Law bill, which introduces far-reaching changes into the pre-
insolvency and insolvency arrangements regulating the insolvency of firms, the self-
employed and consumers.

From the standpoint of employment, training policies and job-search assistance should be
reinforced to lessen the potentially structural damages of the crisis. The aim would be to
provide for the reassignment of workers who have lost their job to more vibrant sectors in
the wake of the pandemic.

Beyond the short-term challenges, | would stress that the structural challenges the Spanish
economy faces are very important. Some were already there before the crisis: low
productivity, the inadequate functioning of our labour market, the fight against climate
change, population ageing and high inequality. Others have arisen or intensified as a result
of the pandemic, such as those stemming from digitalisation. All these challenges can only

" See M. Garcia-Posada Gémez (2020), “Analysis of insolvency proceedings in Spain against the backdrop of the COVID-
19 crisis: insolvency proceedings, pre-insolvency arrangements and the insolvency moratorium”, Occasional Paper No
2029, Banco de Espana.
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be tackled with a resolute structural reform agenda, supported too by the use of the
European funds.®

THE ROLE OF ECONOMIC POLICY IN THE CURRENT SITUATION (lI)

7. Lastly, economic policy should be properly managed in the current context of rising inflation:

- This is one more argument justifying the selective approach of fiscal policy, avoiding the widespread use of

indexation in expenditure items.

- Support for vulnerable households to withstand inflation must be accompanied by a profound reflection on

the potential structural shortcomings of our energy market.

- Firms and workers must internalise the essentially transitory nature of the rise in prices and seek a fair
distribution of the diminished income in the national economy compared with the rest of the world that the recent cost

increases entail, in many cases concentrated in goods and services that our economy needs, but does not produce.

Finally, allow me to mention, as one of the main changes from my previous appearances,
the challenge that properly managing economic policy entails against the background of the
inflationary rise we are witnessing. Recent developments have shaped a complex setting
for the pursuit of economic policies. It is one we economic authorities had not faced since
before the previous financial crisis. Indeed, the ECB has been struggling to achieve its
inflation objective for a lengthy period. Against this backdrop, and given the information
currently available, our resolve at the ECB is to continue providing the monetary stimuli
needed so that, in the medium term, inflation may durably attain its objective of 2%, without
reacting prematurely in the face of transitory shocks.

Fiscal policy must adopt a medium-term perspective in which budgetary consolidation,
once the recovery is entrenched, takes front stage. That does not mean it should cease to
pay attention, as | have just emphasised, to supporting those segments of society most
impacted by the consequences of the pandemic. But it is one more argument for justifying
support being selective and avoiding a generalised fiscal impulse. Were such an impulse
implemented, it might translate into an increase in the already existing bottlenecks, in the
most stressed sectors, which would ultimately feed through to prices. It is also especially
important to avoid the widespread use of automatic indexation clauses in the expenditure
items that might further fuel the current inflationary process. The necessary support for
vulnerable households in the face of inflation should be accompanied by a profound
reflection on the potential structural shortcomings shown by our energy market during the
current episode.

Finally, firms and employees must internalise the essentially transitory nature of some of the
main factors behind the current rise in prices. They must seek a fairer distribution of the
diminished income in the national economy vis-a-vis the rest of the world that the recent
cost increases entail, concentrated in many cases in goods and services that our economy
requires but does not produce. Otherwise, we might fuel a price-cost feedback loop with
adverse effects for competitiveness, economic activity and citizens’ well-being.

8 P. Hernandez de Cos (2021), “The main post-pandemic challenges for the Spanish economy”, Appearance before the
Parliamentary Committee for the Economic and Social
Reconstruction of Spain after COVID-19 — Congress of Deputies.
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2 The Draft State and Social Security Budget

In this second part of my appearance | shall offer an assessment of the macroeconomic
forecast incorporated into the draft State Budget, its attendant government receipts and
spending, the resulting fiscal policy stance and public debt dynamics.

Before | begin, | would like to highlight two key aspects underpinning this assessment. First,
the draft State Budget comes about in a setting in which the general escape clause allowing
the temporary suspension of the fiscal rules for 2022 remains active, as it did in 2021. This
mechanism eases the demands over the correction of the budget deficit so that fiscal policy
support may be had to alleviate the economic consequences of the pandemic.

Having seen the Budgetary Plan published by the Government on 15 October, | can offer
an assessment of the fiscal outlook for the overall general government sector, not only for
the State and the Social Security system. | would likewise clarify that, unless otherwise
indicated, | shall be referring at all times to the figures of the consolidated budget of the
State, Social Security and Government Agencies. They do not include the NGEU funds, to
which | will dedicate a special mention.

2.1 Macroeconomic forecast

The Draft Budget for next year is set against a macroeconomic forecast that has GDP
growth standing this year at 6.5%, before quickening to 7% in 2022.

Let us compare this macroeconomic scenario with analysts’ (including those of the Banco
de Espania) projections, taking into account considerations about the necessary adaptation
of these projections to the information that came to light after their publication. It so happens
that, as regards the current year, the average growth rate of GDP envisaged in the Draft
Budget is, at 6.5%, almost 1 pp higher than the consensus among analysts (5.6%; 5.4% if
the average posted by analysts who have revised their forecasts in the past month is taken).
Along the same lines, for 2022 the Draft Budget expects GDP to grow by 7%, a rate which
also exceeds analysts’ projections® by around 1 pp.

MACROECONOMIC FORECAST: GDP GROWTH PROJECTIONS IN THE DRAFT STATE BUDGET EXCEED

ANALYSTS’ CONSENSUS BOTH IN 2021 AND 2022

GDP

5.6%
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® QUARTERLY REPORT - SEPTEMBER = 2022 STATE BUDGET CONSENSUS FORECAST (11/10/2021)

Sources: Ministerio de Hacienda y Funcién Publica, INE and Banco de Espafia.
a) Projections cut-off date: 14 September 2021

° The IMF forecasts growth of 6.4% for 2022, 0.6 pp below those included in the Budget.
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If we focus on 2022 (with all due caution given the limitations of the information available),
it does not seem that the difference between the output growth rates for the Spanish
economy in next year’s Draft Budget and in the Bank’s September projections can be due
to the different assumptions made about the use of the NGEU funds.

As to the composition of growth, the scenario incorporated into the Budget reflects, set
against the Bank’s projections, significantly higher growth in the national demand
components and, by contrast, a lower contribution of the external sector. Conversely, the
outlook for employment growth is somewhat less favourable in the Budget.

Lastly, the Budget forecasts growth in the private consumption deflator of 1.3%, 0.2 pp less
than our September projections. But here, | think it is very important to highlight how the
outlook for consumer prices has changed since our September projections. Specifically,
were we to carry out a relatively mechanistic update of these projections with the latest
information, the average growth rates of the harmonised index of consumer prices (HICP)
in 2021 and 2022 would be revised upwards by slightly more than 0.5 pp and 1 pp,
respectively, to 2.8%.

2.2 Projected government receipts

The Draft Budget forecasts an 8% increase in receipts in 2022 compared with the 2021
outturn projection. This increase rests essentially on the expected path of tax bases, the
delayed impact of the 2021 measures (estimated by the Government at €2 billion) and the
elimination of Social Security contributions exemptions linked to COVID-19, since the new
tax measures will, on Government estimates, not have a revenue-raising impact in 2022.

My comments on these projected receipts will turn on three factors: the 2021 outturn
projection; the new measures for 2022; and the risks to the projected receipts.

GOVERNMENT RECEIPTS: ACCORDING TO THE BUDGET OUTTURN PROJECTION, REVENUE

RAISED FROM TAX MEASURES IN 2021 WILL BE LOWER THAN INITIALLY PROJECTED

QUANTIFICATION OF THE REVENUE-RAISING IMPACT OF THE MAIN TAX MEASURES PROPOSED
IN DRAFT STATE BUDGET FOR 2022

Budget
outturn
Initial budget projection
€m 2021 2021 Variation

TAXES INCLUDED IN STATE BUDGET FOR 2021 1412 1012 400
VAT Sugary beverages 340 240 100
PERSONAL INCOME TAX Rates for high-income eamers 144 144 0
CORPORATE INCOME TAX Exemption for overseas income 473 173 300
OTHER INDIRECT TAXES: Higher rate on insurance premiums 455 455 0
OTHER TAXES NOT INCLUDED IN STATE BUDGET FOR 2021 3170 495 2675
ENVIRONMENTAL TAXES! Plastic containers 491 491
Landfil waste 861 861
OTHER INDIRECT TAXES: Digital services 968 155 813
Financial transactions 850 340 510
TOTAL 4582 1607 3076
as % of GDP 0.38 0.12 0.25

Sources: 2022 Draft Budgetary Plan and Banco de Esparia.
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Firstly, the 2021 outturn projection points to receipts around €3.1 billion below the initial
budgeted figure. This deviation would be the outcome of the expected better behaviour of
contributions revenue (+€3.6 billion) not sufficing to offset tax receipts that would be below
the initially budgeted figure (-€6.7 billion).

Approximately half the slippage in tax receipts (€3.0 billion) would be due to the lower
revenue-raising capacity of the new tax measures introduced in 2021 or whose envisaged
introduction did not finally take place. Ranked by the scale of the projected deviation as of
today, we have most notably the taxes on financial transactions and on specific digital
services, the limit on double-taxation exemptions for large corporations and the rise in VAT
on sugary drinks. To be added here is the non-entry into force of the tax on non-reusable
plastic containers and on landfill waste.’® These results show the need to estimate the
effects of the discretionary revenue-related measures prudently, in particular when the
introduction of new taxes is involved, on whose behaviour in the past there is no evidence.

Secondly, the Draft Budget includes two new features on the revenue side. Under corporate
income tax is the setting of a minimum rate of 15% on the tax base of consolidated groups
or companies whose turnover is equal to or higher than €20 million." Under personal income
tax we have the introduction of a lowering of the general tax-deductible amount applicable
to the tax base for contributions to individual pension schemes from €2,000 to €1,500, and
an increase in the tax-deductible amount for contributions to occupational pension schemes
from €8,000 to €8,500. According to the estimates in the Draft Budget, these measures
would have a very limited revenue-raising impact in 2022.

GOVERNMENT RECEIPTS: THE NEW TAX MEASURES WILL HAVE LITTLE IMPACT ON

REVENUE IN 2022

QUANTIFICATION OF THE REVENUE-RAISING IMPACT OF THE MAIN TAX MEASURES PROPOSED
IN DRAFT STATE BUDGET FOR 2022

€m Incremental effect
2022 2023
MEASURES INCLUDED IN STATE BUDGET FOR 2022 0 498

PERSONAL INCOME TAX:

Additional reduction on pension plan deductions 77

CORPORATE INCOME TAX: Minimum rate of 15% and reduction of tax relief on

residential rental income 421
TOTAL 0 408
as % of GDP 0% 4%

Thirdly, concerning risks, two main factors influencing projected receipts can be identified.

On one hand, the plausibility of the scale of the projected tax receipts in the Draft Budget,
given the implicit tax bases. In this respect, taking as a basis the macroeconomic scenario
accompanying the Draft Budget and also the Banco de Espafia models, the government

'© The rest of the deviation would be attributable to factors such as the latest measures to cut VAT on electricity and the
excise duty on electricity (-€0.5 billion and -€0.3 billion, respectively), and to a less favourable than projected path of
private consumption in the 2021 Budget (the Government's current forecast for nominal consumption in 2021 is growth
of 9.9%, compared with the figure of 11.5% projected in the 2021 Budget).

" For newly created companies, this minimum rate will be 10%, and for credit institutions and hydrocarbons exploitation
the minimum tax will be 18%.
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receipts projection would be slightly optimistic as far as social contributions revenue is
concerned, although it might be partly offset by a prudent forecast for tax receipts.

T OF THE MACROECONOMIC FORECAST OF THE DRAFT
HISTORICAL ELASTICITIES, BUT SUBJECT TO DOWNSIDE
NOMIC GROWTH

RECEIPTS (a) EFFECTIVE SOCIAL SECURITY CONTRIBUTIONS
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Sources: 2022 Draft State Budget and Banco de Espafia.
a. Sum of shared taxes (personal Income tax, corporate income tax, VAT and excise duties) plus effective social security contributions.
b. Historical elasticities estimated by the European Commission and 2022 Draft State Budget measures.

On the other hand, how the macroeconomic setting envisaged in the Draft Budget will
evolve is, as | mentioned earlier, subject to downside risks, the materialisation of which
might result in less momentum in tax bases themselves.

2.3 Expenditure

The Draft Budget forecasts a 2.3% increase in expenditure in 2022 compared with the 2021
outturn projection. This higher spending is due to pensions and capital expenditure, which
more than offset the containment in headings with a marked cyclical component, such as
unemployment benefits and other transfers to the rest of the general government sector
related to the management of the health emergency. My comments shall turn on two
elements: the composition of the forecast increase in expenditure, and the path of this
aggregate since the start of the pandemic.

Firstly, regarding the projected course of the different expenditure items, earmarked on one
hand for unemployment-related spending, a further reduction is forecast in 2022. This is as
a consequence of the economic recovery, and would place the amount of this item at 37%
below its 2020 figure, though still 18% above 2019 spending. As to the 2021 outturn
projection, a reduction of 13.8% (€9.7 billion) is forecast in current transfers to the rest of
general government, as a result of lower spending in relation to pandemic management,
especially by the regional governments. Further, there are expected increases in spending
on pensions and on staff (€7 billion and €1 billion, respectively), and on gross fixed capital
formation and capital transfers (€6.5 billion). Lastly, | should mention a series of spending
measures such as the rental voucher and the new cultural voucher for young people, the
amount of which is relatively insignificant according to Government estimates.
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GOVERNMENT EXPENDITURE: INCREASE IN SPENDING ON PENSIONS AND CAPITAL TRANSFERS,

PARTLY OFFSET BY LOWER TRANSFERS TO OTHER GENERAL GOVERNMENT SECTORS

EXPENDITURE BREAKDOWN PRIMARY EXPENDITURE WITHOUT UNEMPLOYMENT
€m .
180,000 125 2010710
160,000
120
140,000
120,000 15
100,000
10
80,000
60,000 105
40,000
20,000 100
0 ' .
Staff Current  Pensions Transf. To  Capital = 2019 2020 2021 2022
expenses expenses Gen. GMt. transfers
m2021(A) w2022 () m— State Budget (right-hand scale) ==Draft Budgetary Plan

Sources: European Commission, 2022 Draft Budgetary Plan and Banco de Espafia.

In the case of capital spending, the attendant discretionary boost is in response to the
pandemic-induced need to provide support to the economic recovery under way. However,
it should be borne in mind that this boost is on top of that from the NGEU funds. The amount
budgeted to the Recovery and Resilience Facility (RRF) under the capital spending heading
is €22.4 billion in 2022 (compared with €20.5 billion in 2021). Overall, they account for an
unprecedented volume of investment spending, which might come up against significant
implementation difficulties. By way of illustration, in the past the outturn percentage for
investment stood at around 90% on average.

GOVERNMENT SPENDING PROJECTIONS: MAIN RISKS

1. The increase in budgeted capital transfers (+€6.5 billion) added to the use of the Recovery and Resilience
Facility (RRF) funds (€22.4 billion) is unprecedented and could give rise to significant under-

implementation risks.

2. Upside risks in pensions, if the rise in inflation in the closing months of this year is higher than forecast in

the Draft State Budget.

3. Interest charges are forecast to increase somewhat above the amount estimated using Banco de Espana

models.

With regard to spending on pensions, the forecast in the Draft Budget evidences some risks
of upward deviation. These risks arise from a possible increase in inflation in the final months
of this year that may outpace the Draft Budget projection. Specifically, according to the
analysis by the Banco de Espafia, pension spending might be around €1.5 billion above the
figure envisaged in the Draft Budget for 2022.'> Compounding this possible slippage would
be the cost of compensation relating to 2021 pensions, which might mean an additional
amount of around €2 billion.

12 Specifically, if the average year-on-year growth rate of the CPI from December 2020 to November 2021 were, as is
conceivable, to stand above 2%, the cumulative revaluation of pensions in 2021 and 2022 would be higher than 4%,
while the Draft Budget assumptions have this figure at 3.7%.
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By contrast, projected spending on unemployment benefits is generally in line with the
estimates from the Banco de Espafia models, given the macro forecast accompanying the
Draft Budget.

Lastly, interest charges are forecast to increase by €3.3 billion relative to the 2021 projection
outturn, above the amount estimated by the Banco de Espafia models.

All told, the composition of spending in the Draft Budget entails something of a shift in
expenditure associated with the management of the health emergency and economic crisis
towards spending linked not only to investment projects, but also to other current
expenditure items such as pensions. This might be partly due to the different projected
course of State and Social Security spending in the Draft Budget and that of overall general
government spending in the Budgetary Plan.” In particular, the Draft Budget foresees a
2.3% increase in State and Social Security spending, compared with the 2.1% reduction for
overall general government foreseen in the Budgetary Plan. This divergence points implicitly
to a reduction in regional government spending, which is consistent with the significant
decline in pandemic-related health spending, which has mainly been carried out by general
government.

Finally, | would like to address expenditure developments from a longer time perspective.
The Draft Budget envisages a 2.3% increase in total spending, which is lower than forecast
both for government receipts (8%) and for nominal GDP (8.6%). Yet we should remember
that spending is expected to have increased most significantly in 2020 and 2021, unlike
GDP and government receipts. Moreover, as | have previously discussed, a significant
portion of this increase might be considered to be not directly related to the exceptional
circumstances arising with the health emergency. And it might, therefore, evidence a non-
negligible measure of persistence. Thus, excluding the items related to unemployment
benefits and public investment, and for the purpose of defining an approximate structural
spending metric, primary State and Social Security spending is expected to increase by
18.9% over 2019, compared with increases of 8.3% and 5.6% in the case of receipts and
nominal GDP, respectively. For overall general government, the 2019-2022 increase in
spending is 11.7%, according to the Budgetary Plan, compared with the 7% increase in the
case of total receipts. These figures illustrate the scale of the challenge fiscal consolidation
— a necessary process once the recovery firms after the pandemic — poses, insofar as this
increase in expenditure has a significant structural component, i.e. items not linked to
cyclical or pandemic-related expenses.

'8 Note that the comparison between the Draft Budget and the Budgetary Plan poses added difficulty in that different
accounting frameworks are used: whereas the former uses the cash basis principle, the latter is prepared on the basis
of the National Accounts accrual convention.
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GOVERNMENT EXPENDITURE WILL REMAIN SUBSTANTIALLY ABOVE ITS PRE-CRISIS LEVEL

CHANGES SINGE 2019 ACCORDING TO DRAET STATE CHANGES SINCE 2019 ACCORDING TO DRAFT BUDGETARY

BUDGET (WITHOUT RRF) (a) PLAN (WITHOUT RRF) (b)
120 . 2019=100 115 . 2019=100
115 110
e 105
105
100
100
95
95
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920
85 85
80 - 80
2019 (L) 2020 (L) 2021 (4) 2022 ) 2019 ) 2020 ) 2021 (A) 2022 )
=—Receipts

= Receipts
= Primary expenditure without unemployment and investment
——Nominal GDP (State Budget 2022)

= Primary expenditure without unemployment and investment
=——Nominal GDP (State Budget 2022)

Sources: 2022 Draft Budgetary Plan and Banco de Espafia.
(a) Values in cash terms.
(b) Values in National Account terms,

2.4 The budget deficit target and the fiscal policy stance.

Turning to the budget deficit, the Draft Budget estimates that the overall general government
deficit will be 8.4% of GDP this year, falling by 3.4 pp to 5% in 2022. | shall analyse the
uncertainty surrounding these targets.

GOVERNMENT DEFICIT: FALL OF 3.4 PP IN GDP TO 5%. THE UPSIDE RISKS OF THIS PROJECTION, IN THE EVENT OF
LOWER-THAN-PROJECTED ECONOMIC GROWTH, COULD BE OFFSET BY POTENTIALLY LOWER-THAN-EXPECTED

CAPITAL TRANSFERS AND DEFICIT AT END-2021.

GENERAL GOVERNMENT BALANCE

% of GDP

g% L -8.4%
2021 2022

= QUARTERLY REPORT - SEPTEMBER m 2022 STATE BUDGET

Sources: Ministerio de Haclenda y Funcién Fﬂn\lﬂﬂ, INE and Banco de ESpBT'\E
a) Projection cut-off date: 14 September 2021.

Based on the analysis of expenditure and revenue items | have set out, two sources of risk
may be identified that would operate in opposite directions as far as fulfilment of the budget
deficit target is concerned. First, as earlier stated, the macroeconomic forecast
accompanying the Draft Budget is subject to downside risks. The materialisation of these
risks would entail less momentum on the part of tax bases and, therefore, a poorer
government receipts performance. Specifically, the estimated elasticities usually show that
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real GDP growth 1 pp below the related projection may generate an increase in the budget
deficit of around 0.5 pp of GDP. Further, historical evidence indicates that spending related
to public investment, one of the items that most increases in the Draft Budget, is usually
significantly below the initially budgeted spending. Accordingly, the projection for overall
general government spending would be subject to downside risks. Along these same lines,
the latest Banco de Espanfa projections point to a budget deficit for 2021 of 7.6% of GDP,
below the Government figure of 8.4%.'* These two factors might offset the upside risks to
the deficit arising from lower than projected GDP growth.

In relation to the cyclical fiscal policy stance, | should stress the difficulties of correctly
identifying what point of the cycle we are at. Assessing the economy’s cyclical position —
with commonly used instruments such as the output gap - is already difficult in normal
circumstances since non-observable measures are involved. But these disadvantages are
heightened in a cycle as unusual as the present one, given, in particular, the symmetric
nature of the recovery.

Aside from these difficulties, on considering the fiscal policy stance by taking the change in
the structural budget balance, we should also include the effect of the European funds
channelled through the RRF. These funds do not affect the level of the deficit in accounting
terms, but they do bear on the fiscal policy stance in that they entail a significant increase
in spending but are not the outcome of revenue raised from resident agents, given the
financing arrangements involved.'®

The fiscal policy stance, measured by the change in the structural balance, would thus
change from being expansionary in 2021 (-0.9 pp.) to being practically neutral in 2022, once
the impact of the European funds is included. However, considering the timing of the
spending of the European funds envisaged in the Banco de Espafa projections, the fiscal
policy stance is expected to be significantly expansionary in 2022. This is because, in
relation to the Budgetary Plan forecast, the Banco de Espafia scenario envisages a lower
outturn of RRF-related spending in 2021 and a similar one in 2022, which would entail a
non-negligible increase in public spending next year and result in a significant fiscal
stimulus.

4 Note that this forecast is based on the information available as at the cut-off date for the Banco de Espafia projections
last September.

'S Therefore, to correctly measure the fiscal policy stance, the change in the structural balance should be adjusted for
this effect, subtracting the change in the balance net of funds from the European Union.
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Aside from the fiscal policy stance inferred by the changes in the structural balance, given
the negative level this variable will post in 2022, fiscal policy will undoubtedly continue to
generate a significant stimulus.'®

2.5 Public debt

Based on the figures published in the Budgetary Plan, the public debt-to-GDP ratio is
estimated to have peaked in 2020, initiating thereafter a very gradual declining path. This
reduction is expected to be of the order of 4.5 pp in 2022, leaving the ratio at close to 115%.
This decline in the public debt ratio would be due exclusively to the growth of nominal
output, which would more than offset the increases in debt prompted by the budget deficit
and interest payments.’” In any event, the path of this variable is highly conditional upon
macroeconomic developments, meaning that a slower-than-expected economic recovery
would bear negatively on the projected path of the public debt ratio. Higher-than-expected
growth in the GDP deflator would have the opposite effect.

6 Inits report, the European Fiscal Board advocates defining the fiscal policy stance by using the level of the primary structural balance.
This institution thus recommends referring to the change in the structural balance as "fiscal impulse" and to the level as "fiscal position"
or "budgetary orientation".

7 Stock-flow adjustments, which according to the Budgetary Plan would not contribute to the change in the public debt ratio in 2022,
reflect the set of transactions and flows that do not affect the deficit, but do have a bearing on debt (and vice versa). Thus, for instance,
transfers received under NGEU do not have an impact on the budget deficit, but may indeed affect public debt insofar as the volume of
these transfers does not match, in a specific year, the expenditure outturn.
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PUBLIC DEBT: GDP EXPECTED TO FALL BY 4.5 PP IN 2022, AS A RESULT OF NOMINAL

ECONOMIC GROWTH
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3 Fiscal policy challenges

In the third part of my testimony | will raise what | think are the main challenges for Spanish
fiscal policy in the medium and long term. Broadly speaking, these challenges can be
grouped into two closely related major areas.

First, once the pandemic is over, bolstering fiscal sustainability will be necessary to reduce
the macro-financial vulnerability posed by the current levels of indebtedness.

Second, it is essential to make headway in improving the quality of the public finances, such
that the components of government receipts and expenditure foster the structural
transformation that the Spanish economy must undergo over the coming years (e.g. in the
digital and environmental realms) and our capacity for potential growth increases.

I will now develop the key aspects of those challenges, and also highlight some of the levers
available to tackle them, before ending with some reflections on the reform of the Stability
and Growth Pact, which is currently under discussion.

3.1 Bolstering fiscal sustainability

The necessary fiscal policy response during the crisis has inevitably entailed a very
significant deterioration in the public finances. Furthermore, the high structural budget
deficit and public debt-to-GDP ratio before the onset of the pandemic already demonstrated
significant fragility. As a result, according to the European Commission’s estimates, Spain's
structural budget deficit, which in 2019 was 3.7% of GDP (2.5 pp higher than the average
for the euro area economies) will rise to 4.9% of GDP in 2021. Similarly, between end-2019
and 2021 Q2, the public debt-to-GDP ratio has risen by more than 27 pp in Spain to 123%,
a figure that is also much higher than the euro area average (100.5% in 2021 Q1).

As | have stressed on other occasions, the deterioration in the public finances calls for a
thoroughly designed and promptly announced fiscal consolidation plan to be implemented
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gradually once the crisis is over. This plan must enable the progressive lowering of the
current high budgetary imbalances, thereby bolstering fiscal sustainability, and would
facilitate the restoration of fiscal buffers for future measures in the event of fresh crises.

The implementation in the medium term of this adjustment plan is essential. In this regard,
different simulations conducted by the Banco de Espana suggest that, over the next 15
years, this ratio will hold at close to 115% of GDP if, during that period, no further fiscal
consolidation measures are adopted and the Spanish economy grows at an average rate in
line with that observed in recent decades.

In addition to limiting our fiscal space in the face of possible future crises, running persistent
budgetary imbalances and high levels of public debt represents a considerable macro-
financial vulnerability for the Spanish economy. In particular, different pieces of empirical
evidence show that persistently high levels of public debt over a prolonged period can prove
to be not just a weakness in the face of possible changes in investor sentiment, but can also
weigh down economic growth.

NEED FOR A THOROUGHLY DESIGNED AND PROMPTLY COMMUNICATED FISCAL CONSOLIDATION

PLAN TO BE IMPLEMENTED GRADUALLY ONCE THE CRISIS IS OVER
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As regards the first of these channels, it is true that during the pandemic-induced crisis the
financing costs for the Spanish Treasury on international capital markets have by historical
standards remained at very low levels (largely thanks to the ECB’s extraordinary measures).
That said, greater volatility in these markets and investors requiring a higher rate of return
cannot be ruled out over the coming years. Indeed, in recent months, against the backdrop
of the world economy’s gradual recovery being accompanied by a spike in inflation, long-
term sovereign bond vyields have already increased in most of our European peers’
economies. For example, last Friday the 10-year Spanish sovereign bond yield stood at
0.5%, compared with 0% at the turn of the year.
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With regard to the second channel | mentioned, the persistence of high public debt ratios
can adversely influence the momentum of activity in several ways. For example, ensuring
the sustainability of public debt requires persistently high tax rates, which typically weigh
down economic growth, and/or a lower level of productive spending that stimulates the
economy’s growth potential. In addition, high public debt can also adversely affect the
conditions under which the private sector obtains its financing.

Against this background, | stress that it would be advisable for Spain to thoroughly devise
and promptly communicate a credible medium-term fiscal consolidation plan that details,
among other aspects, the timeframes envisaged, the proposed goals and the core measures
for achieving such goals. Defining and announcing this plan early will help boost its
credibility and lay the foundations for implementing a gradual adjustment process, thereby
minimising the possibility of sudden changes in the budgetary policy stance that may
hamper the recovery under way. The preparation of Spain's Stability Programme Update,
to be submitted next spring, may be a good time to do so thoroughly.

3.2 Enhancing public finances

The second major challenge, in my opinion, over the coming years is the need to enhance
the quality of Spanish public finances, which could thus actively contribute to the structural
transformation the Spanish economy must undergo and help boost our capacity for long-
term sustainable growth. Enhancing the public finances would also make them more
sustainable.

As | set out these challenges, | will focus on two specific aspects: the composition and
efficiency of government revenue and spending in Spain and the role that NGEU can play.
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3.2.1 The composition and efficiency of government revenue and spending

What share of the public finances the revenue and spending items should account for and
how a potential fiscal adjustment should be distributed are decisions for the political arena,
since it is there where the preferences of society as a whole can be properly considered.

In any event, it is essential that these decisions be based on a prior, in-depth analysis of
how much each of the government revenue and expenditure items can help the proposed
goals be achieved efficiently. Similarly, comparing the composition of Spain's public
finances with those of our European peers may also be informative.

The composition and efficiency of government spending in Spain

Based on pre-crisis figures (2019), when comparing the composition of government
spending in Spain with that in the EU as a whole,'® it is noteworthy that government
expenditure on education (4% of GDP) and public investment (2.8% of GDP) was 0.9 pp
and 1.5 pp below the figures for the EU. Conversely, in 2019 government spending in Spain
on social protection (17.4% of GDP) — which mainly includes the payment of pensions and
other benefits such as those for unemployment and sickness and disability — and on interest
payments (2.3% of GDP) was 1.3 pp and 0.9 pp higher, respectively, than in the EU.
However, in this case the comparisons between countries are highly influenced by the
differences in demographic structures, unemployment rates and public debt levels.
NEED TO IMPROVE THE EFFICIENCY AND COMPOSITION OF GOVERNMENT SPENDING TO

ENCOURAGE POTENTIAL GROWTH
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As to spending on education and public investment, both items have a critical impact on
the accumulation of physical capital and human capital in the economy.'® Indeed, there is

'8 The EU figures detailed in this section are those for the arithmetic mean of the 27 EU Member States plus the United
Kingdom.

% Indeed, the scant momentum of public investment in Spain in recent years has resulted in a gradual reduction in the
stock of public capital, since an insufficient volume has been invested to cover the depreciation of pre-installed capital.
This trend has been especially concerning in the case of investment in basic intangible capital, which comprises those
investment items most related to long-term economic development, such as spending on R&D. According to Valencian
Institute of Economic Research (IVIE, by its Spanish abbreviation) estimates, in 2018 the stock of available capital in this
area was at the same level as 20 years ago. See Fundacién BBVA (2021), “El stock de capital en Espafa y sus
Comunidades Auténomas. Revision metodoldgica y evolucion reciente de la inversion y el capital 1995-2020”.
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extensive empirical evidence pointing to the accumulation of productive public capital
acting as an important catalyst for private investment, fostering productivity gains across
the economy. Higher spending on education would likewise boost the accumulation of
human capital by workers and business owners, which would help increase both their level
of individual productivity and aggregate efficiency. Significantly, too, these government
expenditure items also help strengthen intergenerational equity.?°

In sum, these spending items have a positive effect on the economy’s potential growth and,
therefore, a positive impact on the sustainability of public debt and on the economy’s net
financing capacity.?'

As | highlighted earlier, the level and time profile of spending on social protection are shaped
largely by society's past and present demographic trends. In this regard, population ageing
in Spanish society explains a significant portion of the increase in the share of spending on
social protection over the last 20 years (8 pp of GDP). According to the Stability Programme
Update (SPU), a further increase (2 pp, to reach 43% of total general government spending
in 2024) will likely occur over the coming years.

At this juncture, allow me to highlight various questions concerning our pension system. As
we all know, the 2011 and 2013 pension system reforms included some adjustment
mechanisms to counter the impact on the system’s expenditure stemming from the spike
in the dependency ratio that is expected in Spain over the coming years.?? They included
most notably the introduction of a pension revaluation index (PRI), which linked pension
revaluation to the system's revenues and expenditure, and of a sustainability factor, which
made the initial amount of the pension benefits contingent upon changes in life
expectancy.?®> However, in recent years these mechanisms have been deactivated and,
more recently, the “draft Law guaranteeing the purchasing power of pensions and other
measures to bolster the financial and social sustainability of the pension system” has
formally reintroduced the inflation-linked revaluation of pensions. Based on Independent
Authority for Fiscal Responsibility (AIReF by its Spanish initials) estimates,?* this decision
will drive government spending on pensions up by a further 2.3-2.7 pp compared with the
increase that would have arisen had pensions been revalued using the previous PRI.
Moreover, the decision to revoke the sustainability factor approved in 2013 — which must
be replaced by a new adjustment mechanism in the future — will entail almost 1 pp more
expenditure in 2050.

20 8See D. Card, C. Domnisoru and L. Taylor (2018), “The Intergenerational Transmission of Human Capital: Evidence from
the Golden Age of Upward Mobility”, NBER Working Paper 25000.

21 See “Research and innovation: Fighting the pandemic and boosting long-term growth”, Chapter 3 of the IMF’s October
2021 World Economic Outlook.

22 Under the baseline scenarios of the INE, AlIReF and Eurostat, this ratio (defined as the ratio of the population aged 65
and over to the population aged 16 to 64) will rise from 30% at present to between 57% and 61% in 2050.

2 For more details, see P. Hernandez de Cos (2021), “The Spanish pension system: an update in the wake of the
pandemic”, Occasional Paper No 2106, Banco de Espafa.

24 See AIReF, “Actualizacién previsiones demogréficas y de gasto en pensiones”.
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DECISION TO AGAIN LINK PENSIONS TO THE CPI, THE IMPACT ON PENSION
SPENDING DERIVING FROM THE EXPECTED SPIKE IN THE DEPENDENCY RATIO MUST BE OFFSET WITH
ADDITIONAL MEASURES

DEPENDENCY RATE: BASELINE SCENARIOS PENSION EXPENDITURE PROJECTIONS (AIREF)
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Also, while the agreement reached to increase the transfers from the central government to
the Social Security system helps shore up the latter’s budgetary position, it does so at the
expense of increasing the former’s financial obligations. As a result, this decision has zero
impact in overall fiscal sustainability terms.

In sum, given the projected dependency ratio developments, the system’s structural deficit
will widen again over the coming years if no additional measures are adopted to boost its
revenues and/or contain the increase in expenditure, such as reducing the benefit ratio or
raising the effective retirement age.

Against this background, a review of the public pension system that ensures its
sustainability remains necessary. Insofar as pension expenditure is mostly funded via
intergenerational income transfers, the design of this reform must also consider the
distribution of costs and benefits between different generations. Further, making the system
as transparent and predictable as possible is desirable, so that the public can duly plan their
work and retirement and consumption and saving decisions.

Lastly, allow me to stress a factor that has a crucial impact on the overall quality of the
public finances: namely, how efficiently expenditure is designed and implemented.
Assessing this degree of efficiency and boosting it is particularly relevant when faced with
the need to undertake a gradual fiscal consolidation. In this vein, the papers published by
AIReF in recent years as part of successive Spanish government spending reviews point to
there being considerable room to increase efficiency in some very important expenditure
items, such as pharmaceutical spending, subsidies and active labour market policies.?® It
would be desirable for all these recommendations to be considered systematically in the
context of the public finances..

The composition and efficiency of government receipts in Spain

The second leg required to enhance the public finances in Spain should stem from a
comprehensive review of the country’s tax system. Aside from the level of revenue needing

25 See the AIReF Spending Review.
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to be sufficient to cover the intended level of public spending and to achieve the desired
redistribution goals (matters for the political arena), the tax structure should pursue the
greatest possible efficiency and encourage economic growth through the adequate design
and mix of taxes.

In this regard, last April the Ministry of Finance set up an expert committee whose mandate
is to conduct an in-depth review of the tax system to improve its efficiency, shore up public
resources and adapt the system to the new challenges facing the Spanish economy. This
committee has until end-February 2022 to deliver its proposals.

In any event, allow me, as | did for government expenditure, to highlight what | deem some
of the key aspects of a potential reform of the Spanish tax system.

First, when comparing the composition of government receipts in Spain and in other
European countries, we see that Spain’s lower tax revenue (39.2% of GDP in 2019
compared with the arithmetic mean of 43.1% for the EU economies) is mainly explained by
the lighter indirect tax burden in Spain. This is particularly so in terms of VAT, where the gap
vis-a-vis the EU was 1.5 pp of GDP. As for direct taxes, in 2019 corporate income tax
receipts were also lower in Spain than in the EU (0.7 pp less), while personal income tax
revenue and social security contributions were higher. Tax revenues from environmental
taxation (which includes taxes on energy, transportation, pollution and the extraction or use
of natural resources) were also appreciably lower in Spain than the EU average in 2019.

NEED FOR A COMPREHENSIVE REVIEW OF THE TA) NH BEYOND ATTAINING SUFFICIENT REVENUES TO
COVER GOVERNMENT SPENDING AND TO AC D RED REDISTRIBUTION GOALS, SHOULD PURSUE THE
GREATEST POSSIB NCY AND ENCOURA ONO OWTH.

DIFFERENCES BETWEEN THE TAX STRUCTURE IN SPAIN AND DIFFERENGE IN ENVIRONMENTAL TAX REVENUES

THE AVERAGES FOR THE EU AND EURO AREA IN 2018 BETWEEN EU-27 AVERAGE AND SPAIN
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Second, there is broad consensus on fiscal policy, in general, and the tax system, in
particular, having to play a central role in combating climate change and in the transition to
a more sustainable growth model. Accordingly, and to facilitate compliance with the
ambitious medium and long-term climate goals Spain has assumed (which are consistent
with those adopted by the other EU Member States), the Climate Change and Energy
Transition Law passed this year intends to mobilise more than €200 billion of additional
investment between 2021 and 2030, a significant portion of which must be implemented by
general government.?® To attain these goals, it would be desirable for environmental taxation

26 See Law 7/2021 of 20 May 2021.
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in Spain to rise gradually over the coming years and draw closer to that of our European
peers.

Third, there is also consensus on the need for an in-depth review of the wide range of tax
benefits available under the Spanish tax system. This is based on the diagnosis that, in
many cases, Spain’s lower relative tax revenues are not so much due to the existence of
lower tax rates as to the high tax relief and exemptions. Indeed, according to the Report on
Tax Benefits (Memoria de Beneficios Fiscales) accompanying the Draft Budget, the central
government forgoes an estimated €41.9 billion of tax revenues in connection with these
benefits. These benefits do not only significantly limit government receipts, but are also
failing to achieve the goals for which they were designed in some cases.?”

Lastly, | also wish to stress that it would be desirable for the decisions on taxation in Spain
in some specific areas, such as taxes on capital and corporate earnings and environmental
taxes, to seek strong international coordination. Doing so will maximise the impact of these
measures on tax revenues and prevent them from resulting in competitive distortions or the
relocation of tax bases. In this connection, the recent headway made internationally in terms
of the harmonisation of some taxes is certainly promising.

3.2.2 The role of NGEU

On account of its sizeable envelope and structural approach, NGEU offers a unique
opportunity. With these funds we can boost the Spanish economy’s growth in the short term
and smooth its structural transformation in the medium and long term in light of the
considerable challenges posed by, among others, growing digitalisation, the ecological
transition and population ageing.

This programme is also a key lever to enhance the public finances and their sustainability.
For instance, since it was devised as a tool mainly intended to foster productive public
investment and boost the accumulation of human and technological capital, it should serve
to correct, at least partially, the Spanish economy’s deficits in these areas. Similarly, if a
portion of the NGEU-related funds are earmarked for modernising and digitalising general
government, this should result in efficiency gains in the management of government receipts
and expenditure. Furthermore, any increase in the Spanish economy's growth potential that
may result from NGEU would also help make the public finances more sustainable.

27 See AlIReF (2020), Tax Benefits Study.
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BOO NG THE TRANSFORMATIVE CAPACITY OF THE NGEU FUNDS MUST BE ACCOMPANIED BY A
BROAD RANGE OF STRUCTURAL REFORMS AND A REAL-TIME ASSESSMENT OF PROJECT

ERDF FISCAL MULTIPLIER WITH OR WITHOUT REFORMS
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Harnessing the full potential of NGEU and maximising its possible positive effects poses, in
itself, a huge challenge that we must not underestimate. In this regard, | wish to highlight
three aspects that | deem priorities.

First, if the aim is to boost the transformative capacity of the NGEU funds, implementation
of the programme would necessarily have to be accompanied by a raft of structural reforms
that should, inter alia, remove the impediments in our institutional framework to the
reallocation of resources between firms and sectors. Specifically, a recent analysis
published by the Banco de Espafa suggests that implementing structural reforms that lower
barriers to competition in the product market and reduce rigidities in the labour market
would enable a significant increase in the expansionary effect (i.e. the fiscal multiplier) of the
European funds in the medium and long term.?® This complementarity between NGEU and
the structural reforms also comes into play elsewhere. Specifically, the NGEU funds could
ease the adoption of some structural reforms by defraying, at least partially, the short-term
costs some cohorts may incur as a result of the reforms (which benefit society as a whole
in the medium and long term).2®

Second, the choice of the projects in which to use the NGEU funds should by underpinned
by an appropriate and transparent selection process resulting in those projects with the
greatest capacity to drive the economy being implemented. The different initiatives should
be assessed in real time, so that any possible deviations from the goals established can be
corrected swiftly. There should also be a robust framework for ex post evaluations by the
research community and independent bodies.

Lastly, from a European perspective, NGEU could be the germ of a permanent
macroeconomic stabiliser that definitively cements the European project. How effectively
and transparently the NGEU programme is implemented will be critical to attaining this goal.
Use of the NGEU funds will undoubtedly have a reputational impact in terms of creating a

% See S. Albrizio and J. F. Geli (2021), “An empirical analysis of the determinants that can boost Next Generation EU’s
effectiveness”, Analytical Articles, Economic Bulletin 4/2021, Banco de Espana.

2 For an example in this regard, see Box 2.4, “Labour market duality and severance costs: a model based on the Austrian
fund”, of the Banco de Espafa’s Annual Report 2020.
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perception in Europe that a permanent mechanism in the EU is warranted and necessary in
the future.

3.3 The reform of the Stability and Growth Pact

Allow me some brief thoughts on the reform of the Stability and Growth Pact that is currently
under debate.*®

SOME REFLECTIONS ON THE REFORM OF THE STABILITY AND GROWTH PACT

1. A framework of fiscal rules to ensure the sustainability of public finances is absolutely necessary for the

proper functioning of the euro area.

2. The euro area must be provided with a permanent macroeconomic stabilisation mechanism that

complements monetary policy action.

3. The EU’s fiscal rules should be better aligned with the structural transformations of the economy that
have come about since they were formulated, including the secular decline in interest rates and changes

in economies’ growth potential.

4. There is a need to simplify the current framework, improving its hitherto scant capacity to ensure that

countries build up fiscal buffers in good times for use in future crises.

5. Lastly, it would be desirable to have a European financing mechanism, that does not depend on the fiscal

space of each country, for the significant investments needed to address climate-related challenges.

First, a fiscal framework that ensures fiscal sustainability is absolutely necessary for the
smooth functioning of the euro area. Beyond the necessary separation of monetary and
fiscal policy to guarantee the ECB’s independence in pursuing its price stability mandate,
the euro area was built on the foundation of making the member countries’ governments
fully responsible for budgetary policy decision-making and conduct. Specifically, in the
absence of a common European budget like those in federal states, this institutional
framework left the public sector’s possible stabilising role in the economy to national fiscal
policy. Accordingly, the consequences of the fiscal policy measures also needed to be the
member countries’ exclusive responsibility. For that reason, the EU’s foundational treaties
included a no bail-out clause, ruling out the possibility of a Member State's public debt
being taken on by the area as a whole. The main purpose of this clause was for financial
markets to play a role in imposing discipline by demanding risk premia that depend on each
country’s domestic economic situation. However, some public debt and budget deficit
thresholds were also set for the Member States. Their justification originated from the
assumption that the financial markets did not always act as a deterrent for inappropriate
policies and that the no-bail-out clause may not be fully credible. Why? Because a country’s
unsustainable fiscal positions could have adverse repercussions for the others and strain
the Union as a whole. This would ultimately make it more desirable for the latter to go to the
aid of the stressed Member States. This justification for fiscal discipline as a pre-requisite
of macroeconomic stability, and the fiscal rules ensuring such stability, apply to this day.

Second, the experience of the last decade has underscored the need to equip the euro area
with a permanent macroeconomic stabilisation mechanism that complements monetary

%0 See M. Alloza et al. (2021), “The reform of the European Union’s fiscal governance framework in a new macroeconomic
environment”, Occasional Paper 2121, Banco de Espafa.
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policy. While the implementation of NGEU is a huge step forward, it cannot nor should not
be deemed the cyclical stabilisation mechanism that the euro area needs to complement
the Eurosystem’s common monetary policy. A true macroeconomic stabilisation
mechanism should be permanent in nature, with sufficient funding and tax and debt
capacity.

My third thought stems from the need to reform the EU’s fiscal rules to better align them to
the structural economic transformations that have come about since they were formulated.
The current rules were conceived for a completely different economic context. On one hand,
the secular decline in long-term interest rates means that higher debt levels can be
maintained without compromising the public finances in the long run, provided that potential
growth has not fallen in parallel. On the other, the global financial crisis and the COVID-19
pandemic have shown that the non-manageability of tail risks might not be confined to the
domestic front. Indeed, most of the biggest euro area countries, even if they follow the
Stability and Growth Pact rules, will perhaps lack the fiscal buffer needed to face a recession
in the coming decade. Thus, a new framework is in order in which the national and
supranational fiscal authorities complement one another. National fiscal authorities should
coordinate around medium-term budgetary objectives, with public finances sustainability
the main goal, and around contending with asymmetric shocks. The purpose of
supranational fiscal authorities would be to respond to extreme shocks (tail risks) and adjust
the aggregate euro area fiscal stance. This would in turn support monetary policy.

Fourth, we must also simplify the current framework, improving its hitherto scant capacity
to ensure that countries build up fiscal buffers in good times for use in crises. This calls for
improvements to the practical implementation of the rules, particularly during economic
upswings. Greater automaticity in the correction of deviations and a strengthening of the
role of independent fiscal institutions, such as AIReF, seem necessary.

Lastly, a point progressively arising in the discussion is the possibility of government
spending to tackle climate change being excluded when evaluating compliance with fiscal
rules. This proposal has several merits, including the positive impact on GDP growth that
such spending can have, if it can curb climate change. However, in my view it has some
drawbacks, such as the difficulties of defining the types of spending that could be excluded
on climate-change grounds. And above all, it is debatable whether a national approach is
the most appropriate way of tackling a universal problem like climate change. Therefore, to
me it would seem most appropriate to address it under the umbrella of a specific European
instrument.

4 Conclusions

The State Budget is the most important tool for defining the fiscal policy stance in Spain.
Clearly, this stance must adapt each year to the particular economic circumstances of the
period during which the Budget will be in force. It is also evident that this conjunctural policy
will be all the more effective if it is able to recognise the challenges the economy must face
both in the short term and in the medium and long term, and if it is part of a well-defined
multi-year fiscal policy strategy.
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CONCLUSION

1. In the current circumstances, with the economy gradually recovering from the profound economic crisis caused by
the pandemic, albeit still partially, unevenly and subject to many uncertainties, the support provided by monetary

and fiscal policy needs to be maintained.

2. The stimulus measures of budgetary policy should be very selective and focused, and avoid further increasing the

structural budget deficit and the possible “overheating” of the hardest-hit sectors.

3. In parallel, a fiscal consolidation strategy should be designed to reduce, once the crisis is over, the vulnerability of
public finances and to build up fiscal buffers. If this strategy is designed thoroughly, announced promptly and enjoys

broad consensus, its effectiveness will be significantly enhanced.

4. There is also a need for a comprehensive review of spending and the tax system to improve its contribution to

economic growth.

5. Lastly, the transformative impact of the NGEU funds must be maximised. This requires a careful selection and
ongoing assessment of projects, complemented by the implementation of a raft of ambitious structural reforms that

reduce the obstacles limiting the Spanish economy’s capacity for growth.

During my speech | have tried to highlight that, at the current juncture of the deep economic
crisis induced by the COVID-19 pandemic, with the Spanish and global economy gradually
recovering (albeit incompletely and unevenly), the pursuit of a fiscal policy that selectively
targets those needs still uncatered for is warranted. Even more so considering the
uncertainty that continues to surround the course of the pandemic worldwide and some of
the downside risks to activity that have recently emerged.

Yet at the same time, looking further back, | wished to stress that it is necessary to be very
mindful of Spain's public finances. They were already showing clear signs of fragility before
the pandemic, having since undergone a deep deterioration resulting in a very high
structural deficit and level of public debt.

Stemming this considerable source of macro-financial vulnerability means we must be
particularly rigorous on three fronts. First, in the design of the current budgetary policy; while
it should remain expansionary, it is important to maximise its effectiveness and efficiency
by being very selective in how public resources are used and by thoroughly assessing any
decision entailing a permanent increase in the level of government spending.

Second, in the design of a medium-term fiscal policy strategy that enables, once the crisis
is over, the vulnerability of the public finances to be reduced and the fiscal space to be
reconstructed in Spain ahead of future crises. If this strategy is rigorously designed,
promptly announced and backed by a broad consensus, its effectiveness will be markedly
increased.

Lastly, it is also essential that we be particularly strict in terms of rolling out a pro-growth
economic policy. Here, maximising the transformative impact that the use of the European
NGEU funds can have on our economy is key. In turn, this requires that the investment
projects financed with these funds be carefully selected and monitored. Furthermore, a wide
range of ambitious structural reforms that do away with some of the obstacles limiting the
Spanish economy’s growth capacity also need to be implemented.




Both the strength over the coming quarters of the economic recovery under way and its
sustainability will depend on our ability to successfully tackle these three challenges.
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