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The Long-run Challenges of the Spanish Economy
RESEARCH

INntroduction

¢ Since the beginning of the Great Recession in 2008, economic analysis has devoted
huge efforts to the design and evaluation of appropriate stabilization policies

Deleveraging and financial crisis (Koo, 2014, Eggertsson and Krugman, 2012, ..)

Fiscal policy and multipliers (Blanchard and Leigh, 2013, Andrés and Doménech, 2013a and
2013b, ..)

Monetary policy at the ZLB Uoyce et al, 2012, ..)
Economic integration in EMU (wWolff and Sapir, 2015,....)

Inequality and redistributive effects of the economic crisis (Piketty, 2014, ..)

® More recently the debate has focused on the secular stagnation hypothesis, after a
speech by L. Summers (2014), who re-introduced an old term advanced by A. Hansen
(1938) after the Great Depression
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INntroduction

® Hansen’s secular stagnation relied on the exhaustion of three main growth forces:
® private investment to maintain full employment and a rapid advance of technology,
® the discovery and development of new territories, and
® population growth.
®* |In terms of current challenges, Spain faces similar challenges:
® convergence to the world knowledge frontier (see next page)
® openness to global markets, and

¢ attracting human capital to address ageing and lower population growth.
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GDP per working-age population

The Long-run Challenges of the Spanish Economy
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¢ According to the evidence for the Spanish economy, closing the cyclical gap
(e.g., through demand policies and the reallocation of factors) is important but
less relevant than closing the distance with the world frontier

® Why are people in Spain today not as rich as in the United States and in the most
advanced European economies? =» Basic question of Economic Growth Theory

® Why economic crises in Spain usually revert advances in convergence during
expansion periods? = Better understanding of Economic Cycles and the
sustainability of growth dynamics
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¢ After the economic crisis the challenge is not only to close the cyclical gap but, more
importantly, to implement the structural reforms needed to converge to those

countries with better growth performance, employment and welfare:
® Identify the causes of the structural gap

® Factors behind the low relative levels of employment, productivity, and human and
technological capital, as a result of inappropriate economic, legal and institutional incentives

¢ Reforms for a balanced growth, more resilient to economic crisis and more inclusive, with
better and equal opportunities

¢ All these challenges pose many important questions to economic analysis and its
research agenda for a proper assessment of the ex-ante and ex-post results of
these growth policies
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GDP per capita and its determinants

® Two useful and simple decomposition:

GDP per GDfD per Share of working-age
ita = working-age  x over total population
capi population pop
D L
N P per GDP per Hours per 1-unemployment abo'u.rf o:rce
working-age = X X X participation
hour worker rate

population rate
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GDP per capita and its determinants

GDP per capita

Source: Andrés and Doménech (2015)
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GDP per capita and its determinants

GDP per working age population

Source: Andrés and Doménech (2015)
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GDP per capita and its determinants

The Long-run Challenges of the Spanish Economy

GDP per capita decomposition in 2013, relative gaps between countries

GDP | Working- Hours
per age Employment| per GDP per
capita |population Activity rate rate worker hour
Spain vs USA -40,8% | 1,1% 0,2% -20,0% -6,9% | -21,5%
Spain vs EU8 -22,8% | 2,8% -4,1% -20,3% 10,5% | -11,0%
EU8 vs USA -23,3% | -1,6% 4.5% 0,4% |-15,7% | -11,8%
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GDP per capita and its determinants

GDP per hour worked Unemployment rate
Source: Andrés and Doménech (2015) Source: Andrés and Doménech (2015)
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GDP per capita and its determinants

® Compared to the USA, the lower GDP per capita of Spain is explained in equal parts by
¢ the productivity gap (GDP per hour): 20 pp
® The employment rate gap: 20 pp

¢ Growth accounting allows us to go further and decompose productivity into TFP and
capital deepening. Starting point:

Y, = AK LS

® Following Klenow and Rodriguez-Clare (1997) and Jones (2015), we can divide both
sides by Y% to obtain

(0%

Y _ | K
I’ Y
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GDP per hour and its determinants

Capital-output ratio

Source: Andrés and Doménech (2015)
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Main determinants of Total Factor Productivity

R+D spending over GDP

Source: Andrés and Doménech (2015)
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GDP per capita and its determinants: main results

® Three main determinants of GDP per capita gap: employment rates, human capital
and technological capital

® The productivity and employment rates gaps not only affect GDP per capita.
They also hamper a wide range of variables that determine individual well-being:
wages, public services, pensions, etc.

¢ A labour market that works substantially worse than in other advanced countries
® Less human capital and lower R&D effort than in other countries
® This lack of convergence is also present at the Spanish regional level

® These weaknesses and gaps are not casual but the result of inadequate incentives
and institutions
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1. Un mercado de trabajo ineficiente

. Elevado desempleo estructural (14-18%) y desempleo ciclico muy volatil (£8pp)
Flujos de entrada y salida muy elevados
Elevada tasa de paro de larga duracion (>12pp)
Ajuste via empleo en lugar de los salarios

Escaso ajuste de las horas trabajadas por empleado
Escasa tasa de empleo a tiempo parcial, correlacionado negativamente con U

Elevada tasa de desempleo juvenil que duplica la tasa agregada

1
2
3
4
5
6. Una excesiva tasa de temporalidad
7
8
9. Latasa de paro disminuye a medida que aumenta el nivel educativo
1

0. Elevada heterogeneidad regional (correlacion negativa entre U y productividad)

Page 19



The Long-run Challenges of the Spanish Economy
RESEARCH

1. Un mercado de trabajo ineficiente

Calidad institucional y tasa de desempleo, 2014

Fuente: BBVA Research a partir de WGl y OIT.
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1. Las causas de un mercado de trabajo ineficiente

1. Una negociacion colectiva ineficiente (desconexion salarios/productividad empresa)

2. Rigidez salarial e indexacion a la inflacidon

3. Extraordinaria dualidad en las indemnizaciones de indefinidos vs temporales, y
percepcion de incertidumbre judicial

4. Una fiscalidad desfavorable al empleo

5. Desajuste de capital humano y politicas activas insuficientes y/o ineficientes

6. Politicas pasivas generosas (en términos del PIB) pero poco eficientes y poco
integradas con las politicas activas
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1. Medidas necesarias para crear mas y mejor empleo

¢ Las reformas emprendidas eran necesarias pero no son suficientes: el reto es enorme
y va a llevar mucho tiempo reducir la tasa de desempleo estructural (del 18% al 6%)

® Para alcanzar mayores tasas de empleo y mejorar su calidad necesitamos reformas
gue sean generales (integrales), no incrementales e internamente consistentes

® Ademas de medidas en otros ambitos (mercados de productos, educacion, etc.), es
necesario actuar en cuatro ambitos del mercado de trabajo:

1.

Modernizar la contratacion para incentivar el empleo indefinido
Mejoras en la negociacion colectiva, flexibilidad salarial y fiscalidad
Mas recursos y mejora de la eficiencia de las politicas activas

Aumentar la eficacia de las politicas pasivas
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2. Public sector: sustainability, size and efficiency

Spain: unemployment rate and budget balance of
general government, 2005-2018

Source: BBVA Research based on INE and the Updated Stability Program (2015) StrUCtU ral reforms increase

4 ; the-cyclically-adjusted .
2007 2006 L budget balance Uncertainty about structural unemployment
) ® ®-..2005 L rates and automatic stabilizers atfect the
o 20135 assessment of fiscal policy
£ ° N A
0 S O 2016 . . . " .
2 BB Other issues: §ubllc debt sustainability f(flscal
2, 2008 limit, Leeper & Walker, 2011), effects of debt
= o ‘\\2.(315\291420;3 on growth (Doménech and Garcia, 2013) ...
§, 6 e ®
© 8 2011 2012
2010 @ ... government size, composition and
10 2009 @l - efficiency of expenditures and taxes
i () Structural fiscal
-12 e s adjustment
-8 -6 -4 -2 0 2 4 6 8

Cyclical unemployment (%)

Note: Structural unemployment assumed to remain constant at 18% from 2014 onwards in the dots representing the
Updated Stability Program. A reduction of the structural unemployment rate increases the slope of the fiscal adjustment path,
as in the arrow with a dashed line.
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2. Public sector: sustainability, size and efficiency

Main public sector aggregates in per capita terms
(euros of 2015)

Source: BBVA Research based on MINHAP, Stability Program Update 2015-2018

Total q c .
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2. Public sector: sustainability, size and efficiency

Revenues and efficiency, general government

Source: Andrés and Doménech (2015) based on Eurostat and WGI (2013)
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3. Ageing and Welfare state sustainability

Public expenditure in health and GDP per capita

Source: Andrés and Doménech (2015) based on OECD.
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Note: the estimated elasticity of public expenditure in health care to GDP per capita is close to 1.5

Ageing will affect the sustainability of the

welfare state in two important public
expenditures: pensions and health

How will the last pension reform }ECM)_WiII
affect sustainability and individual decisions

(e.g., Diaz and Saavedra, 2014)

Ageing and the sustainability of the health
system (Hall and Jones, 2007), given an
elasticity to income greater than one
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4. Firm size and productivity

GDP per hour and average firm size, 2010

Source: Andrés and Doménech (2015) based on OECD Entrepreneurship at a Glance (2013)
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The Long-run Challenges of the Spanish Economy

Bigger firms show higher productivitY, survival
rates, open ended contracts, internal flexibility,
human capital, R&D investment, K/L, ...

... increasing exports probability: size is its
more important determinant
(Correa and Doménech, 2012)

~ Firm size composition effects are more
important than those resulting from sectoral
composition
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4. Firm size and productivity and competitiveness

Level of development, market size and population density
® Bidirectional causality with per capita income

® Lucas, 1978: as productivity and wages increase, it is better to be a worker in a large
company than a small entrepreneur

Human capital (Lucas, 1978): existing distribution of human capital, with abilities to
manage medium and large firms, also interacting with family ownership of small firms

Institutions, regulations in product (Nicoletti et al, 2001) and labor markets (Garicano
et al., 2013) and taxation (Almunia and Lépez-Rodriguez, 2014)

Access to external finance
Sectoral specialization: composition effects at the country level

Performance and efficiency of the judicial system (Kumar et al, 2001, Garcia-Posada
and Mora-Sanguinetti, 2013): safety and legal certainty
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4. Firm size and productivity and competitiveness

Firm size and employment

Source: BBVA Research and Circulo de Empresarios (2015)
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discontinuities found in the data ...
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To avoid these discontinuities, regulations
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b. Openness and international and competitiveness

Complexity and connectedness of Spanish exports,
1999-2011

Source: Correa and Doménech (2012)
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b. Openness and international and competitiveness

Complexity and opportunity value, 2012 GDP share of exports and country size
Source: Hausmann et al (2014) Source: Andrés and Doménech (2015)
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6. Better regulations and business climate

Firm size and product market regulations, OECD

Source: Cuerpo, Doménech and Gonzdlez-Calbet (2011)

36 7
GRE ™ Giavazzi & Blanchard (2003), Nicoletti &
Scarpetta (2003) have shown that regulations

3 are crucial for productivity and employment

N
(o))
1

Further research needed on the effects of
better regulations on firms dynamics, exports

performance, R&D, etc. ...

[EEN
()}
1

11 +

... and the desi%n and policy evaluation of
regulation changes

Employment share in firms with less than 20
workers, 2006
N
[T
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Product market regulation index, OECD, 2003
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/. Better institutions

Institutions, human capital and GDP per capita

Source: Andrés and Doménech (2014)
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The Long-run Challenges of the Spanish Economy

Acemoglu and Robinson (2012), among many
others, have vindicated the relevance of
institutions on economic growth

Institutions vs human capital (A&R vs Glaeser
et al): a more eclectic approach since, at the
end of the day, both are crucial

Which institutions are more relevant? How are
they working? How to increase ef_ﬂmencx and
transparency, reduce corruption, ..."
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3. Technological capital

Research employment share

Source: Andrés and Doménech (2015) based on OECD

1,2 1
Part of the gap is explained by the small size
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é 0,8
B Better understanding of innovation and
2 06 technology diffusion and adoption
s (Comin et al)
§ | Role of public-private partnerships: Fraunhofer
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9. Human capital

Convergence in years of schooling, adult population

Source: De la Fuente and Doménech (2015)
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The Long-run Challenges of the Spanish Economy

Endogenous growth models: human capital
affects most determinants of GDP per capita:

productivity, LFPR, employment rate, etc.

Convergence in human capital (years of
schooling, quality, vocational training, etc.) is

very slow due to demographic dynamics

Research on the effects of human capital on
welfare and inequality is crucial to increase the
demand for more and better education
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10. Inequality

Spain: Income inequality and unemployment rate

Source: Andrés and Doménech (2015) based on OCDE, SWII (2014) and de la Fuente (2012)

30 38
== Unemployment (left) As expected at the beginning of the crisis,
e Gini (SWIID & OECD) 37 inequality has become one of the major
25 economic challenges
@® Gini: forecasts 2012-2015 36
53 _
g 35 & . Mg ane 0
5 20 2 ~ Spain does not exhibit a positive trend in
g - income inequality as a result of globalization
£ 7 and skill-biased technological change
3 15 23 =
g G
-] . . . .
32 Inequality in Spain reflects a cyclical problem
10 (unemployment explains 80% of the cyclical
31 movements) but also a structural one
5 ) T T T T T T T T T T T T T T T T T T T T T T T T 1 30

1991 1994 1997 2000 2003 2006 2009 2012 2015

* Unemployment rate from de la Fuente (2012):
“Series enlazadas de los principales agregados nacionales de la EPA, 1964-2009”
Gini coefficients: OECD 2007-2011 from http://oe.cd/idd
and SWIID 1991-2007 from http://myweb.uiowa.edu/fsolt/swiid/swiid.html

Dots from 2012 to 2015 are forecasts based on the unemployment rate
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10. Inequality and inclusive growth

Inequality and GDP per working-age population

OECD, 2010
Source: Andrés and Doménech (2015)
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0,40

The structural problem: Spain is well below the
GDP per capita and income inequality frontier

despite a relatively high fiscal redistribution

Inequality in Spain is not caused by the 1% at
the top, but by temporary employment, low

skills & long-term unemployment at the bottom

No trade-off between growth and redistribution:
“more education and targeted and well
designed measures to alleviate relative poverty
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Conclusions

® Spain not only faces the challenge of its cyclical recovery but, more importantly, what
will be its relative position in the world economy in coming decades

®* Implementation of best policies to converge towards the most advanced economies

® Structural reforms, better human and technological capital, and improved institutions
promoting a better business climate and more inclusive, sustainable and balanced growth

® Remove barriers to growth and promote more efficient markets in order to foster firm growth,
international competitiveness and openness

®* A more efficient and sustainable public sector

® These policies are even more relevant in the process for a more integrated Europe

® The challenges of this historical juncture pose many questions to economic analysis
for a proper assessment of the ex-ante and ex-post results of these growth policies
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