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Spanish regions and municipalities:

growth momentum to accelerate in 2H 2021
but downside risks need to be considered

Executive Summary

The Spanish economy at the start of 2021

According to provisional figures, the Spanish GDP declined by 11% in 2020, an unprecedented
record showing the severity of COVID-19's impact on the economy. In the last quarter of 2020 there
was a QoQ growth of 0.4%, a figure better than anticipated and better than other eurozone countries,
possibly because the severity of the measures applied to contain the advance of the virus was lower
in Spain than in other countries, but insufficient to move at a desirable pace in the recovery of the lost
GDP. It also reflects a severe slowdown from the QoQ growth of 16.4% in the third quarter of
2020, the highest increase in real terms of the historical series, as a result of the growth in domestic
demand because of the easing of restrictions on mobility and the reduction of uncertainty regarding
the pandemic, as well as a more positive than expected evolution in household income and wealth.

In 2020, the only sectors that recorded growth in their GVA were the primary one and services of
the public administrations. Excluding these, the fall in GVA in non-agricultural market services
was 14%. Within this group, the impact of the crisis was very uneven. Thus, while in the activities
most affected by the crisis — trade, transport and hospitality, together with artistic and recreational
activities — the fall of the GVA was 24%, in the other sectors — without agriculture or public
administrations— the decrease was 8.5%. This implies that 70% of the GDP lost in 2020 came from
the former group of activities.

The recovery at the beginning of 2021 is slower than previously expected, as can be seen in Figure
1 showing AlReF's updated economic activity indicator at the beginning of March 2021, which would
reflect a decline in GDP of 1.3% quarter-on-quarter, as per available data at early March.

In January, the AIReF real-time indicator still anticipated a positive start to the year, with a GDP
increase higher than one percentage point. However, the institution already estimated a 0.8% decline
in early February, which has been getting worse at the rate of the weaker macro and employment
figures that have been released (see Figure 1).

The slow vaccination process, which makes it materially impossible to achieve herd immunity before
summer - putting the tourism campaign at serious risk as well as the progressive deterioration in the
labour market, cast some shadow on the strength of economic recovery in the second half of the year.
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The fact that 98% of the productive fabric in Spain is made up of SMEs or micro-SMEs is one of the
reasons why Spanish GDP fell much more strongly last year than its European partners. In this sense,
the Bank of Spain warns that "the size of the company remains one of the key factors to explain the
recent evolution of both turnover and employment", which is reflected in the fact that the smallest
companies are those that declare a worse evolution perceived in this quarter and also less favorable
expectations for the second quarter of the year.

The public deficit could have closed by 2020 at around 11.5% of GDP (Figure 2), a somewhat better
figure than the expected one a few months ago; the official figures will be published at the end of
March, but the provisional closing figures for the Social Security in 2020, the only ones published at
the date of this report, would show a deficit of EUR20bn by 2020 (1.8% of GDP), the highest recorded
inthe historical series and although State transfers doubled in 2020 vs 2019 (EUE30.3bn vs EU15.6bn),
as the aggregate expenditure increased by 9% year-on-year, the biggest increase in the last two
decades (see Figure 2).

Inany case, and based on historical precedents, closing a double-digitimbalance between revenues
and expenditure can take a decade: as an example, the deficit of 11.28% of GDP in 2009 only fell
below the 3% threshold in 2018, after undergoing a major fiscal adjustment. Starting from a public
debt/GDP ratio of 117% at the end of 2020 and assuming a reduction in the structural deficit of 0.5
per year, AIReF estimates that recovering the public debt threshold endorsed by the EU of 60%
of GDP could be delayed until 2050.

The Macroeconomic picture in 2021-2022

The ongoing dynamics suggest that the recovery path of the Spanish economy will be delayed at least
until the arrival of summer, which is why the consensus of analysts have lowered the growth
forecast for the Spanish economy in 2021 to around 5.5%, a long way off from the Government's
forecasts included in the General State Budget for 2021, which pencils in a GDP growth of 9.8% for
this year (or 7.2% if the additional boost from the European funds is not included). The forecasts of
the main international organizations are also more in line with a GDP growth scenario in 2021 below
the 6% threshold, such as the IMF (5.9%) or the European Commission (5.6%) (see Figure 3).

The maintenance of strong restrictions on activity and mobility due to the deterioration of the health
indicators in the first months of 2021, which led to the implementation of social distancing measures
and restrictions on the opening of some businesses, together with the slow progress of the
vaccination campaign, weighs down private consumption and keeps the tourism and hospitality
sectors at a minimum of activity. Thus, and also considering weakness of domestic demand, we need
to consider in addition the contraction in some of the main export markets of the Spanish economy,
particularly in Europe, where short-term economic indicators are on decline, especially in Germany
and France.
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Services, such as hospitality, tourism and retail trade, continue to be the most affected by the
restrictions imposed and they show declines in activity similar to those registered during the month
of May 2020. This has led to an increase in the use of income protection schemes, such as the
Temporary Employment Regulation (furlough/ERTE) and the benefits for self-employed worker in
the affected sectors, which has prevented a further deterioration in the labor market.

During the second part of the year there will be a change in the macro trend, as vaccination
positively affects the health situation and restrictions are relaxed, facilitating the recovery of private
spending and tourism. Our forecasts for private consumption for 2021 (+ 6.1%) and 2022 (+ 6.5%)
reflect these factors.

The expansionary momentum from the second part of 2021 will carry over to 2022. As a result,
we expect an acceleration in GDP growth to slightly below 7%. The main factors underpinning the
economic recovery will operate at full capacity: private consumption will strongly grow thanks to the
absorption of a large part of the excess savings generated by the crisis; tourism will gradually
normalize, with a summer season that could be closer to pre-pandemic levels; and the stimuli from
the European recovery plan could exceed those expected for this year, once the start-up procedures
are well established.

The funds associated with the Next Generation EU (NGEU) program will have a growing effect
over time, particularly on investment, although there is a bureaucratic procedure, both at the
European level and in Spain, which will mean that some projects cannot be started in the first half of
the year. Estimates of the impact of these funds on the Spanish economy continue to point to a
significant effect this year and the next two years: 1.5 pp of GDP on average per year.

The public deficit will remain at high levels: we estimate 8% of GDP in 2021 and 6.7% in 2022, which
will mean anincrease in public debt of around 190,000 million euros in the period as a whole, although
the debt to GDP ratio will remain at around 118% due to the increase in the nominal GDP. In this
scenario, the evolution of foreign tourism will be positive and will present high growth rates, although
from low activity levels and with high uncertainty about the persistence of the effect that the
pandemic may have on the willingness of people to travel, on the reduction of supply in some market
segments and the rising cost of air transport.

With regard to the inflation rate, an increase is expected this year to an annual average of 1.5%, as a
result of the increase in the price of oil as well as the recovery of prices in some services that last year
registered strong decreases as a result of the crisis, such as hotels, air transport or tourist packages.
On the other hand and regarding 2022, a slight decrease in the inflation rate is expected. However,
there is a risk of an upward deviation, due to the possibility of a faster recovery in demand than in
supply in sectors that are experiencing greater destruction of the productive fabric, such as tourism
and restaurants.
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Main risks to our macroeconomic scenario 2021-2022

The compliance with the forecasts of the previous sections depends on avoiding the downside risks
linked to the management of the pandemic, the solvency of some companies, the effectiveness of
economic policy and the adoption of reforms.

In the first place, the speed of the deployment of vaccination and its effectiveness are decisive
factors for the summer season. Despite the fact that the population vaccination process has started,
there is uncertainty about when the level of herd immunity will be reached and if it will last over time.
In addition, we must add the possibility that different regions of Europe and Spain are advancing at
different speeds in the immunization process, which would lead to an uneven recovery.

Secondly, the intensity of the recovery will be proportional to the effectiveness of the measures
to support companies that have fallen on hard times, despite being viable.

Going forward, it will be necessary to focus on processes that allow the identification of debt that
is sustainable, as well as facilitating debt restructuring mechanisms, streamlining out-of-court
processes to resolve these types of problems, or encouraging the entry of private capital. In this way,
economic policy should not sustain indefinitely a sector that is structurally going to reduce its level of
activity, but rather facilitate its adaptation to the new reality and the efficient reallocation of
resources.

As in any economic recovery, market expectations play a crucial role. And the latter in turn depend
on the ability to implement new reforms, avoiding setbacks in those already adopted and adapting
the design of the measures to the objectives of the digital, environmental and social transformation.

A protracted crisis could also leave deep scars on the fabric of the European economy and society,
through widespread bankruptcies and higher unemployment as policy support measures are lifted.
In turn, bad debts would lead to an increase in non-performing loans, which would cause tensions in
the banking sector and financial markets.

Faced with these challenges, special attention should be paid to the evolution of tourism. The
sector is about to enter its second year of crisis, with many companies on the brink of insolvency. In
our forecasts, the hypothesis of a gradual recovery from the second quarter is assumed, so that the
tourism income obtained during the next summer season would be close to the last year revenues,
which would be roughly a quarter of the pre-crisis level. The recovery would take hold during the rest
of the forecast period. As a result, at the end of 2022, tourism would have recovered 75% of the
revenues lost by the crisis.

Finally, the increase in the oil price to 70 dollars per barrel - 78% more than just four months ago, a
very significant figure that has not been seen for over a year, and that is well above the forecasts of
the Government in the 2021 State Budget (46.6 dollars per barrel) -, would suppose an extra cost of
about EUR 8,000mn for the Spanish economy.
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Autonomous Communities: extraordinary financing mechanisms and APT

The latest relevant data on the financing of the Autonomous Communities is the breakdown of the
extraordinary financing mechanisms by autonomous community corresponding to the first quarter
of 2021. In this token, EUR11,965mn granted to the Financing Fund for Autonomous Communities
(FFCA) will be distributed in the first quarter of the year among the regions adhered to the Financing
Fund (see Figure 4).

The estimated initial needs of the Financial Facility and FLA compartments for the entire 2021
financial year amount to 33,909 million euros. Likewise, it is foreseeable that additional resources
will be necessary to those provided for in this agreement to finance the 2020 deficit deviations that
may occur.

Regarding the average payment time (PMP) of the autonomous communities, this indicator fell for
the first time from the threshold of 30 days (26.96 days) since the beginning of the series, in April
2018, with the latest data available until December because of the largest transfers from the
State. This month, no community presents an APT greater than the 60-days threshold, the limit from
which the Ministry of Finance begins to apply the measures provided for in the stability requlations
(see Figure 5).

Regarding the commercial debt, the latest reported figure is EUR 4.38 bn, equivalent to 0.39% of the
national GDP. This represents a decrease of EUR 713.88 mn compared to the previous month.

As was the case in previous months, the evolution of the APT and the commercial debt is related to
the increase in the processing of operations of a commercial nature, especially in the health sector,
as a result of the COVID-19 pandemic. Commercial operations of a healthcare nature originated
between March and November have increased with respect to the same period of 2019 by 17.09%.

In this way, the payments made in the last ten months have amounted to EUR 44,165 mn (EUR
35,352 mn in the health sector), which represents an increase of 15.54% (23.42% in the health area)
with respect to the same period of the previous year.
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Tables and figures

Figure 1 Decline of economic activity in 1Q21 (evolution of GDP in quaterly rate %)
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Figure 2 Evolution of the budget balance in Spain (superavit or deficit % GDP 2000-2020)
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Figure 3 Spanish economic forecast 2021-2022
(annual variation rates in percentage unless otherwise indicated)

Observed data Funcas forecast Forecast variation
Average Average Average
1996-2007 2008-2013 2014-2019 2020 2021 2022 2021 2022
GDP and aggregate, constant prices
GDP 3,7 1,3 2,6 -11,0 57 6,3 -1,0 01
Final household consumption 3,7 -2,1 2,2 -12,4 6,1 4,8 -1,3 -2,5
Final consumption of public administrations 4,2 0,9 14 4,5 4,4 2,5 2,7 2,0
Gross fixed capital formation 6,1 -7,6 4,5 -12,4 8,6 8,2 0,7 -1,2
Construction 55 -10,7 3,9 -15,8 7,0 10,1 -0,8 4,3
Equipment and other products 7,5 -2,7 5,0 -9,0 10,1 6,5 2,1 -6,3
Export of goods and services 6,5 18 4,0 -20,9 7,1 14,7 -4,7 73
Import of goods and services 8,7 -4,0 44 -16,8 8,9 10,5 -1,2 3,0
National demand 4,4 3,1 2,6 -9,0 6,1 4,9 0,2 -1,1
External balance -0,7 1,8 0,0 -1,9 -0,4 13 -1,2 11

GDP at current prices

- - - - 1.120,0 11937  1.279,9 - -
- thousands of millions eur

- percentage variation 7,3 -0,8 3,4 -10,0 6,6 7,2 -1,3 -0,1
Inflaction, employment and unemployment
GDP deflactor 3,5 0,5 0,8 1,1 0,9 0,9 -0,2 -0,1
Household consumption deflactor 31 1,7 0,7 0,1 1,5 13 0,6 0,0
Total employment (National Contability) 3,3 -3,4 2,5 -7,5 4,3 2,9 1,7 -3,1
U | t Acti lati
nemployment rate (Active population 12,5 20,2 18,8 15,5 16,2 15,7 0,8 0,2
survey)
Financial balances (GDP percentage)
National savings rate 16,7 18,8 21,7 20,8 21,3 22,6 -0,9 0,1
- of which private savings 13,3 22,9 23,6 29,3 27,1 27,2 -0,7 2,9
National investment rate 26,7 21,7 19,4 20,2 20,8 21,1 0,5 0,2
- of which private investment 17,9 17,8 17,2 17,7 17,9 18,5 0,2 0,3
bal i f th
Current account balance against rest of the 45 2,9 23 0,7 0,5 15 14 0,2
world
C it d (-) for fi i f th
ap.aq y (+) or need (-) for financing of the 37 24 27 1,0 12 22 1,0 0.4
nation
- Private sector -3,8 6,4 6,6 11,9 9,3 8,9 -1,5 1,7
- Bal blic admi idtofi ial
. alance public admin exc aid to financia 0.9 81 3,9 10,9 8.0 67 06 12
inst
Public deb di E ive Defici
ublic debt according to Excessive Deficit 522 67,6 98 4 17,1 1187 17,8 21 0,6
Protocol
Other variables
GDP Eurozone -0,3 0,7 1,7 -6,8 43 4,8 -0,7 1,3
H hold savi % Availabl
: ousehold savings rates (% Gross Available 95 88 64 15.2 12,2 95 1,0 07
income)
Gross household debt (% Gross available
) 93,3 128,5 102,0 89,8 82,3 77,2 0,6 0,7
income)
Gross debt non-financial corporations
91,5 133,4 103,1 105,8 98,8 91,7 -1,8 -39
(%GDP) ! 1 1 1 1 ! ! 1
Spanish gross external debt (%GDP) 60,6 162,4 168,3 195,4 186,5 1751 3,2 0,3
Euribor 12 months (annual %) 3,74 1,90 0,01 -0,30 -0,50 -0,45 -0,04 0,00
10 year public debt yield (annual %) 5,00 4,74 1,58 0,38 0,20 0,35 0,00 0,00

Source: Funcas 7
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Figure 4 Disbursement by regions of the extraordinary liquidity mechamismsin 1Q21 (EURmn)

Tranche 1l Tranche 2 Tranche 3

Autonomous Negative Deficit target
Communities Maturities (1) settlements 2021

2) (1,1% GDP) (3)
Andalusia 10,79 448,79
;I'::)al financial facility 10,79 0,00 448,79
Aragon 561,76 8,85 102,94
Balearic Islands 487,25 3,18 91,46
Cantabria 162,79 4,78 38,39
Castille-La Mancha 853,98 12,83 115,86
Catalonia 4.481,93 31,2 640,76
Extremadura 90,65 9,95 55,95
Murcia 427,11 7,32 87,55
Rioja 125,65 2,48 24,00
Valencia 2.731,73 22,81 313,91
Ii‘:lt:i'd'?j:;tf__’:z;"(’l':l_ " 9.922,85 103,40 1.470,07
TOTAL FF+FLA 2021 9.933,64 103,40 1.919,61
EUR mn

Source: National Statistics Institute
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Total (4=1+2+3)

Amount

459,58
459,58

673,55
581,89
205,96
982,67

5.153,89
156,55
521,98
152,13

3.068,45

11.497,07

11,956,65

%

3,84%
3,84%
5,63%
4,87%
1,72%
8,22%
43,10%
1,31%
4,37%
1,27%
25,66%
96,16%

100,00%
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Figure 5 Average payment period by autonomous communities (days)
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Source: Finance Ministry
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Ratio paid
operations

21,44
35,81
38,25
33,60
24,66
23,79
27,27
33,42
35,62
16,07
21,04
26,59
5,63
25,41
29,76
30,55
23,46
26,94

Ratio operations
pending payment

14,71
38,91
26,49
27,48
17,04
10,43
23,81
15,99
41,35
12,17
21,96
44,61
8,46
33,62
16,98
11,97
24,75
26,99
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Global average
payment period

19,41
37,32
33,02
31,31
22,93
17,44
26,11
29,03
38,17
14,52
21,40
28,09
7,21
28,11
24,49
18,14
23,81
26,96



