ECONOMIC FORECASTS

Outlook for the Spanish economy
in the wake of the energy crisis

Spanish GDP growth for this year has been revised upwards and is now forecast at a
solid 4.5%. Within a context of high uncertainty, underpinned by geopolitical tensions, high
energy prices and tighter monetary policy, downside risks are significant and economic
weakness will be more tangible in 2023, with inflation possibly easing somewhat, though
remaining stubbornly high over the projection period.

Abstract: The combined result of recent
revisions to GDP figures reflect GDP growth
of 6.7% year-on-year in the first half of 2022,
up from the initially published rate of
6.3%, driven essentially by foreign demand,
followed by investment, particularly in
capital goods. That said, all signs point to an
exacerbation of the slowdown increasingly on
display in recent months, driven by the loss
of household purchasing power as a result
of inflation and the consequent increasing
impact on household consumption. As well,
the intensification of the energy crisis during

the winter season could potentially lead to
supply disruption, particularly in countries,
such as Germany and Italy, which could lead
to recession, with adverse consequences for
Spanish exports. Growth this year is forecast
at a solid 4.5%, up 0.3pp from our last
forecast, albeit expected to be highly uneven
by quarter and in terms of drivers. The
economic weakness will be more tangible in
2023, when the Spanish economy is expected
to grow by 0.7%, compared to our last forecast
of 2% and inflation too is set to come down
over the coming months, albeit remaining



high. Geopolitical tensions are injecting a
high degree of uncertainty into the forecast
scenarios, with more downside than upside
risk. Within this context, taming inflation, the
economy s ability to withstand rising interest
rates and the persistence of the structural
public deficit constitute the main risks for the
Spanish economy.

Foreword

The energy markets have been dictating
the plight of the Spanish economy since
early 2021. The sharp increase in oil and
gas prices has had spillover effects on the
cost of electricity, transport and, ultimately,
the entire production chain, with the war
in Ukraine emerging as a compounding
factor (Torres and Fernandez, 2022). All of
which has sent inflation soaring and brought
economic momentum to an abrupt standstill.
In this paper, after a brief overview of recent
trends, we present our economic forecasts for
the rest of this year and 2023.
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Recent performance of the Spanish
economy

According to the revised national accounts
figures, Spanish GDP registered growth of
1.5% in the second quarter of this year, which
is significantly higher than initially estimated
(1.1%), offsetting the simultaneous downward
revision to the first-quarter growth figure. The
2021 quarterly figures were also revised and
the upshot of all of the changes made was that
GDP grew by 6.7% year-on-year in the first
half of 2022, up from the initially published
rate of 6.3%.

The main source of growth in the first half was
foreign demand, more specifically the recovery
in international tourism. The next biggest
driver was investment, particularly in capital
goods. Private consumption, meanwhile,
rebounded in the second quarter, but only
barely offset the contraction sustained in the
first quarter, so that the stagnation observed
for several quarters now continues. Lastly,
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The industrial price index, the benchmark for the trend in inflation

across the production chain, has been easing slowly since the end of

spring; thus, inflationary pressures may be abating somewhat.

public spending declined in real terms in the
first two quarters of the year.

Employment, measured in hours worked
as per the national accounts, increased in
both quarters, albeit remaining 0.8% below
the 2019 average. Productivity per hour
worked is another indicator yet to revisit
pre-pandemic levels. The number of Social
Security contributors continued to register
healthy monthly growth throughout the first
half, albeit much lower than in the second half
of 2021.

As for the third quarter, based on data up to
September, consumption is showing no signs
of a rebound, whereas tourism is continuing
to recover, although at a considerably slower
pace than in the second quarter. Within
the industrial sector, some areas, including
metallurgy and chemicals, hit hard by the
inflation in energy and commodities, reported
falling business volumes. However, the
remaining sectors were stable or growing,
with the jump in activity in the automotive
industry standing out. Nevertheless, the
manufacturing and services PMIs have been
moving lower and both are now below 50, the
threshold flagging contraction (Exhibit 1).

Contributor numbers continued to grow
throughout the summer, without really giving
clear signs of slowing; however, adjusting for
seasonality, the figures warrant caution at this
time.

Headline inflation peaked at 10.8% in July,
with core inflation peaking at 6.4% in August.
Price growth was highest in food products:
13.2% year-on-year in August. As for energy
products, fuel prices have come down in
recent months, in tandem with the drop in
oil prices, whereas electricity prices remain
extraordinarily volatile.

J)

Besides oil, other commodity prices have
trended lower in recent weeks, as have shipping
costs, which nevertheless remain well above
pre-pandemic levels. There are also signs of
reduced friction in global supply chains. The
industrial price index, the benchmark for
the trend in inflation across the production
chain, has been easing slowly since the end of
spring. Inflationary pressures may therefore
be abating somewhat.

In the real estate market, the volume of home
purchases has been stabilising, albeit around
a relatively high number — the highest since
early 2008 — following sharp growth in 2021.
House prices, meanwhile, continue to rise,
although at a slowing pace.

Lastly, the public deficit came in at 30.46
billion euros in the first half, compared to
55.68 billion euros in the same period of
2021. Tax revenue dynamics have remained
remarkable and on the spending side matters
are being helped by the rollback of the social
coverage implemented during the COVID-19
pandemic.

Forecasts for 2022-2023

All signs point to an exacerbation of the
slowdown increasingly on display in recent
months. The main driver is the loss of
household purchasing power as a result of
prevailing inflation and a foreseeably greater
impact on private consumption by comparison
with the first half of the year: household
savings are back near long-run average levels,
which means that many families no longer
have a liquidity buffer to make up for the loss
of real income (Exhibit 2).

Moreover, the energy crisis induced by the
invasion of Ukraine will be felt more intensely
during the upcoming winter season and could
trigger stoppages in certain sectors, such as
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the metallurgy or fertiliser sectors, that cannot
pass their higher costs onto end prices. The
manufacturing sectors in the countries most
dependent on Russia for gas, such as Germany
and Ttaly, are facing supply cuts that will
almost certainly translate into recession, with
adverse consequences for Spanish exports

Exhibit 3 Gas prices
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(IMF, 2022). Our forecasts are underpinned
by the assumption that GDP in the eurozone
will contract by 0.2% in 2023 and that energy
prices will continue to climb higher until next
spring, at which point they will remain high, in
line with the levels currently being discounted
by the futures market (Exhibit 3).
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The manufacturing sectors in the countries most dependent on

Russia for gas, such as Germany and ltaly, are facing supply cuts
that will almost certainly translate into recession, with adverse
consequences for Spanish exports. o

Lastly, given inflation’s staying power, the
main central banks have embarked on a path of
rate tightening with the aim of cooling demand
and thereby mitigating the risk of second-
round effects. Our forecasts contemplate
additional increases in the ECB’s deposit
facility rate up to a terminal rate of 2.5% in the
second quarter of 2023, from which point we
expect rates to be largely stable. The yield on
the 10-year bond is expected to rise to 3.5%
during the projection horizon.

Against that backdrop, following slim (but
positive) growth in the third quarter thanks to
lingering momentum in tourism and exports,
GDP could contract in the last quarter of this
year and first quarter of 2023, so constituting
a short recession. We are forecasting the
possibilitiy of a slight recovery from the second
quarter, in line with reduced pressure from
energy prices and, later, a pause in monetary
tightening.

Growth this year is forecast at a solid 4.5%,
up 0.3pp from our last forecast (Table 2).
However, that growth is expected to be highly
uneven (after the momentum of the first half,
GDP is expected to eke out scant growth of
0.2% in the third quarter and to contract by
0.4% in the fourth quarter) by quarter and in
terms of drivers. Growth will be driven mainly
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by the momentum in exports, with net trade
expected to contribute 3.5% points (up 1.4pp
from our July forecasts). Internal demand,
on the other hand, is expected to contribute a
meagre 1pp to GDP growth (down 1.1pp from
our last set of forecasts), due to the impact of
inflation on private and public consumption.
Investment is the only driving force within
internal demand, buoyed by the momentum
in exports, growth in corporate profits and
stimulus provided by the European funds.

The economic weakness will be more
tangible in 2023, when the Spanish economy
is expected to grow by 0.7%, compared to
our last forecast of 2%. We have lowered our
forecasts for all components of demand. Most
notable is the expected continued stagnation
of private consumption against the backdrop of
an energy and inflation crisis that is
undermining consumer confidence despite
the small degree of wage recovery anticipated.
Global uncertainty and the impairment of
the European economy are also likely to
weigh heavily on investment, so that internal
demand is now expected to contribute just
half a point to GDP (down 1.5pp from our last
set of forecasts). Likewise, external demand
is expected to lose steam as the international
economy stutters. However, as imports
will slow in tandem with internal demand,

Following slim (but positive) growth in the third quarter thanks to

lingering momentum in tourism and exports, GDP could contract in
the last quarter of this year and first quarter of 2023, constituting a
short recession; but a slight recovery is possible from the second
quarter, in line with reduced pressure from energy prices and, later,
a pause in monetary tightening. ”
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Investment is the only driving force within internal demand, buoyed

by the momentum in exports, growth in corporate profits and stimulus
provided by the European funds. "

net trade should still make a small positive
contribution to growth, of an estimated 0.2pp
(our last forecast contribution: opp).

Inflation may start to come down over the
coming months, albeit remaining at high
levels. Assuming that energy prices continue
to rise until next spring before stabilising,
at the levels being discounted by the futures
market, we are forecasting the consumption
deflator at 8.2% this year and at 5.2% in
2023 (Exhibit 4), which is not significantly
different from our July forecasts. As for the
GDP deflator, the variable that best reflects
internal price dynamics, we are forecasting
a significantly lower rate of 3.8% this year,
and a rate of 4.4% next year. The increase in
the GDP deflator in 2023 is attributable to the
increase in wages anticipated next year (we
are now expecting employee remuneration
to increase by 3.5%, up one and a half points
from our forecast for 2022).

Exhibit 4 Prices and wages
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The increase in the energy bill will hurt Spain’s
goods trade deficit, eroding the current
account, which will nevertheless remain in
surplus territory thanks to Spanish exports’
strong competitive positioning. Thanks to
that, and transfers from Europe under the
scope of the Next Generation funds (which do
not compute for current account calculation
purposes), Spain will continue to report a
solid overall external surplus throughout the
projection period: its net lending position is
forecast to reach 1.3% of GDP in 2023.

The labour market is also likely to feel the
slowdown but shouldn’t give back the gains
notched up in recent months. Our forecasts call
for the creation of 220,000 jobs (net) between
July 2022 and December 2023, 60,000 fewer
than in the first half of this year (adjusted for
seasonality and on a full time equivalent basis).
That slim growth will, however, be sufficient
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Table 1

Millions of euros

.
Forecast public
investment

i progrets
. pcoming
in progress

Execution of NGEU-funded sector projects

Chips 12,250 0 252 252
Renewable energy 6,920 2,100 736 2,836
Electric vehicle 4,300 3,015 971 3,986
Aerospace 2,193 621 490 1,111
Digitalisation of water cycle 1,940 200 0 200
Farming-food chain 1,800 373 230 603
Language economy 1,100 5 329 334
Cutting-edge healthcare 900 384 298 682
Circular economy 492 0 492 492
Shipping 310 230 0 230
Care economy 22 102 124
Total 32,205 6,950 3,900 10,850
Total including electric 7,889 11,789

mobility plan (MOVES)

Source: Funcas estimates based on tender reports.

to ward off a sharp increase in unemployment
of the magnitude observed during previous
recessionary episodes. Unemployment is
expected to hover at around 12% until the end
of 2023.

The public deficit is set to come down this
year thanks to the interplay of the automatic
stabilisers, coupled with inflation dynamics.
However, little progress is expected on
addressing prevailing imbalances in 2023
on account of the economic cooling and
indexation of pensions. The deficit is forecast
at around 4.4% of GDP in 2023, which is close
to its structural level, with public debt at 112%.
In short, fiscal policy faces the challenge of
tackling the costs of inflation while addressing
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budgetary imbalances. The European funds
have the potential to make a significant
contribution to that task but their execution is
spotty to date (Table 1).

Main risks

Geopolitical tensions, particularly the
various possible outcomes for the war in
Ukraine, mean these forecasts are subject to a
significant degree of uncertainty. With all due
caution, there is more downside than upside.

Firstly, the energy crisis could prove harsher
than forecast, making it hard to tame inflation
and exacerbating the risk of recession in the
eurozone. The gas market (and its ramifications
for electricity), the most sensitive to that

The public deficit is forecast at around 4.4% of GDP in 2023, which

is close to its structural level, with public debt at 112%. Y



geopolitical tension, is of greatest concern. An
intensification or spillover of the conflict in
Ukraine would have immediate repercussions
for oil and gas prices, triggering a deep
recession in Europe.

The economy’s ability to withstand the rise in
interest rates is another source of risk. Unlike
the last crisis, financial risks look moderate
today, although a lot depends on the pace of
monetary policy normalisation. Moreover,
past experience suggests that interest rates
affect the economy and financial system
in a non-linear manner. The risks at the
start of the rate tightening process could be
small. For example, in Spain, growth slowed
gently between 2005 and mid-2007 despite
sharp rate increases. At that juncture the
additional rate increases were marginal but
sufficient to tip the economy into recession.
Today’s situation is not comparable thanks to
deleveraging in the Spanish private sector and
healthy momentum in the labour market (a key
enabling factor of the “manageable” scenario
depicted in these forecasts). Nevertheless, if
rate increases are too aggressive there is a risk
of a prolonged recession. [1]

Lastly, the persistence of a significant
structural public deficit is a threat at a time
when the ECB is rolling back its support. Now,
more than when interest rates were negative,
fiscal sustainability depends on the credibility
of the reform path and the transformational
impact of public budgets, particularly with
respect to the investment projects financed
from the European funds.

Notes

[1] The European Systemic Risk Board (ESRB)
has warned that financial risk is increasing in
the EU. Refer to https://www.esrb.europa.
eu/pub/pdf/warnings/esrb.warning220929__
on_vulnerabilities_union_financial__
system~6ae5572939.en.pdf
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Table 2 Economic forecasts for Spain, 2022-2023

Annual rate of change in percentages, unless otherwise indicated

Eanee Change from last
Actual data set of forecasts
forecasts (@)
2008- | 2014- | 2020 | 2021 2022 | 2023 | 2022 | 2023
2013 | 2019
average |average

GDP and aggregates, con ces

43 26 -113 55 45 07 03 -3
2.1 22 122 60 13 01 05 -1.9
09 13 35 29 19 09 25 -06
76 48 97 09 51 17 01 11
107 49 102 37 46 32 35 06
27 48 92 58 55 01 32 -19
18 39 199 144 174 14 44 19
40 44 149 139 76 11 02 25
31 26 91 52 10 05 -1  -15
18 00 22 03 35 02 14 02
- ~ 11,1180 1,206.8 1,309.6 1,377.0 - -
08 34 102 79 85 51 07 07
05 08 12 23 38 44 09 06

Household consumption deflator 1.7 0.7 0.0 21 8.2 5.2 -0.6 0.2
Total employment (National Accounts, FTEs) -3.4 2.6 -6.8 6.6 3.3 0.4 0.2 -0.7

Compensation per employee (per FTE) 2.4 0.9 2.4 -0.7 2.0 3.5 -0.5 0.0

Ulstifp ain sl e (Epgalelh oy 202 188 155 148 124 120 03 0.2
force survey, % of active pop.)

. Financial equilibrium (% of GDP)

188 217 210 218 218 211 05 06
229 236 282 253 235 229 -11 1.0
217 194 204 208 210 210 06 -06
177 172 177 181 180 181 07 0.8
29 23 06 10 09 02 02 00

Spain’s net lending (+) or borrowing (-) position -2.4 2.7 1.1 1.9 21 1.3 -0.8 -0.6

- Govt. deficit excl. financial sector bailout debt [N -3.9 -9.9 -6.8 -4.2 -4.4 0.5 0.1

Government debt, EDP criteria 69.0 1019 1204 1183 1132 1120 -0.7 -0.1
4. Other variables
Eurozone GDP -0.2 1.9 -6.4 5.3 3.1 -0.2 0.6 -1.7

Household saving rate (% of GDI) 8.8 6.7 17.6 137 8.7 7.7 1.3 1.2
Gross borrowings, households (% of GDI) 128.5 101.6 91.5 89.3 86.8 82.7 -0.6 0.6

Gross borrowings, non-financial
corporations (% of GDP)

12-month EURIBOR (annual %) 1.90 0.01 -0.30 -049 084 251 0.34 1.1
Yield on 10Y Spanish bonds (annual %) 4.74 1.58 0.38 0.35 2.30 3.50 0.31 0.53

133.4 1030 1084 1040 959 904 2.9 3.1

(a) Percentage-point change between the current estimates and the last set of forecasts.
(b) Contribution to GDP growth in percentage points.
Sources: 2008-2021: INE and Bank of Spain; Forecasts 2022-2023: Funcas.



Table 3 Quarterly forecasts for the Spanish economy
Percentage change at constant prices, unless otherwise indicated

Forecasts in shaded area

Period | GDP Private GFCF |Exports Imports Employ. | Unemp.
consumption |consumption 1) 2) rate
demand exports
1.4 1.7 -0.6 41 45 68 1.9 0.5 10 244
3.8 2.9 2.0 49 43 51 3.9 -0.1 32 221
3.0 2.7 1.0 24 54 26 2.0 1.0 28 196
3.0 3.0 1.0 68 55 68 3.1 0.2 29 172
2.3 17 2.3 63 17 39 2.9 0.6 22 153
2.0 14 1.9 45 22 13 16 0.4 33 141
13 122 35 97 199 149 91 2.2 -68 155
55 6.0 2.9 09 144 139 5.2 0.3 66 148
2022 45 13 1.9 51 174 76 1.0 35 33 124
2023 07 0.1 0.9 17 14 1A 05 0.2 04 120
QoQ change, in % Ur::trgp.
0.2 -0.1 0.6 19 22 05 0.8 0.6 0.6  16.0
1.4 2.2 0.7 11 22 60 25 1.1 10 153
3.1 2.1 05 08 57 27 2.1 1.0 33 146
2.3 0.3 -1.8 01 55 19 1.0 12 09 133
-0.2 -1.2 -0.3 33 52 10 -1.8 16 01 136
15 12 1.3 25 49 28 05 0.9 10 125
3022 02 0.1 0.4 03 05 05 0.2 0.0 04 117
4Q22 04 -1.0 0.4 02 04 08 05 0.1 07 116
1023 -0.4 0.0 03 04 23 14 0.0 -0.4 06 125
2023 05 03 03 07 15 13 0.4 0.1 10 124
3023 1.0 0.4 03 12 28 19 05 0.4 06 118
4023 04 0.4 03 12 05 08 05 -0.1 04 115
Year-on-year growth rates
4.4 45 44 61 -60 37 3.6 -0.8 2.7 -
17.9 233 4.1 175 405 408 176 0.3 18.9 -
4.2 4.0 3.1 30 152 143 38 0.4 6.4 -
6.6 45 -0.1 47 164 116 49 17 6.0 -
6.7 3.4 1.0 35 199 122 38 2.8 5.3 -
6.8 2.4 2.9 49 231 88 1.9 4.9 5.2 -
3Q22 38 0.4 2.9 60 171 64 0.0 38 23 -
4022 14 -0.9 -0.8 59 105 36 1.6 2.7 0.6 -
1023 09 03 0.2 23 26 141 0.2 0.6 0.0 -
2023 0.1 -0.6 14 05 08 04 0.0 0.2 0.0 -
3023 06 -0.3 13 14 15 10 0.4 0.2 0.2 -
4023 14 1.1 12 28 24 26 14 0.0 13 -

(1) Contribution to GDP growth in percentage points. (2) Full-time equivalent jobs.
Source: INE and Funcas (forecasts).
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