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and financial fragility: a post-Keynesian
interpretation of the Spanish crisis
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INTRODUCTION

In the period covering 2008-2012, Spain suffered the worst economic and fi-
nancial crisis in its modern history. In 2008 and 2009, GDP contracted 3.7 and
0.1% barely growing thereafter. There followed banking failures concentrated in
the regionally-based savings banks and culminating in 2012 with the near collapse
of the fourth largest bank, Bankia, a merger of seven regionally based savings banks.
The effects of the crisis on unemployment and budget finances were rapidly felt.
The rate of unemployment more than doubled between 2006 and 2009, from 8 and
18%, only to increase and remain above 20% since 2010. For its part the fiscal
balance positive or near zero in the years preceding the crisis turned negative in
2008 and stabilized at roughly double digits throughout 2012.

The Spanish crisis is generally portrayed as a ‘hangover’ from excessive cons-
truction activity, exorbitant residential house prices, excessive spending by hou-
seholds and/or from the design and construction of a welfare state beyond the
economic possibilities of the country. We believe that construction activity and
residential house prices are a part of the explanation of the crisis, but not its main
underlying cause.

We argue that the Spanish crisis resulted, in the main, from a widening deficit
in the non-financial corporate sector and a declining trend in profitability under a
regime of financial liberalization and loose and unregulated lending practices. The
declining trend in profitability is due in part to increasing relative unit labor costs
(real exchange rate appreciation) that also explain the rising imbalance in the ex-
ternal sector.

This led to a position of increasing financial fragility of the nonfinancial cor-
porate sector and the external accounts with a rising and negative net international
investment position (IPP). In that sense, neither the public sector profligacy, nor the
patterns of consumption of the household sector are at the center of the crisis.

The paper is divided into six sections. The second section discusses Spain’s
economic performance from the 1961 to 2011 from an aggregate demand perspec-
tive and using the decomposition, from an accounting perspective, of the financial
balances of the non-financial corporate and household sectors. The third section
discusses the relationship between the increase in the imbalance of external sector
and unit labor costs. Section four and five discuss Spain’s sectoral financial balan-
ces and complements the analysis of the flow dimension with an examination of
the stock positions of the non-corporate financial and financial sectors, and discus-
ses the ‘residential and house price bubble’ hypothesis. The final thoughts are found
in the last section.

A BRIEF OVERVIEW OF SPAIN’S PERFORMANCE (1961-2011)

The analysis of the evolution of GDP between 1961 and 2011 shows first that
Spain witnessed a persistent growth deceleration since the 1960s until 1975. Be-
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tween 1961 and 1975 the rate of growth of GDP averaged around 6.3 %, but the
trend was clearly negative. Thereafter, following an unclear pattern between 1976
and 1981, the economy finally seemed to have taken off on an upward trend in
1982 reaching a peak in 1987 (one year after Spain joined the European Commu-
nity in 1986). However, this proved to be transitory, with an average rate of growth
of about 2.5% since the entry in the European Union until 2013, and around 2%
since the launch of the Euro.

Figure 1: Spain. Real GDR, GDP per capita growth and
unemployment rate. In percentages (1961-2011)
14 30

% - - 25

/-20

-vr""""/
™~
N
e o
4
p .
—
Unemployment rate %

Rate of growth of GDP in %
o N A o

RPN BN | ¥ o LN @ = g 0 N @ = o o~ Ef
© © © © © | N ~ ~ W W W W O D O O O O O O =
) D D OO O OO0 O O D O D O 0O O O O O =
v 5
-4 v
6 0
= GDP per capita growth (annual %)  ...... GDP growth (annual %)

Source: World Bank Development Indicators (2015).

At the same time that GDP expanded robustly, the country confronted with
success one its most difficult and persistent economic problems of its recent his-
tory, that of high unemployment. The unemployment rate that had jumped from
11 to 24% between 1980 and 1994, reaching unprecedented historical levels, was
persistently abated to finally reach levels below the two-digit mark between 2001
and 2007 (10.5 and 8.3% respectively).! Finally during this growth period Spain
registered some of lowest and more stable inflation rates in more than four decades.
Between 1994 and 2007, the rate of inflation averaged 3.2% which was below
that registered for the 1960s, 1970s 1980s and 1990s (6.2, 15.4 and 9.0%
respectively).?

Spain’s economic performance in 1990s and 2000s can hardly be said to res-
pond to a structural transformation or to a conscious industrial policy strategy.’ It

! The figures refer to total unemployment. Long-term unemployment was at 4% in 1980 and increased
to 13% in 1994. In 2007 it stood at 1.7% of the total labor force.

2 The fight against is inflation was one of the main objectives of the first Socialist Party (PSOE)
government (the PSOE held into power for fourteen years (1982-1996)) even to the detriment of
employment. The reduction of unemployment was always secondary to the reduction in inflation.

3 Prior to the entry into the European Community in 1986, the Socialist government of Felipe Gonzalez
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can be rather explained in part by the affluence of funds received from Europe as
a result of the structural fund and cohesion policies, and to private capital inflows.
Between 1986 and 1996 Spain received about 150 billion Euros in funds for agri-
culture, for regional development and for cohesion. The majority of infrastructure
development was financed with European funds, and similarly, the lion’s share of
tourism, foreign investment and trade originated in Europe (Carr, 2009).

But the success prior to the crisis is also explained by financial liberalization.
Spain in line with the majority of Euro Zone countries lifted capital controls and
deregulated interest rates towards the end of the 1980s and beginning of the 1990s.
The Chinn-Ito index which reflects the degree of openness in capital account trans-
actions shows that starting in 1992 the level of financial openness for Spain in-
creased significantly reaching the maximum level recorded by the index by 1997
in line with those of other Euro countries (Chinn and Ito, 2006). Another important
contributing factor was a policy of wage compression. As shown in Figure 2 be-
tween 1992 and 2007, the adjusted wage share trended downwards and declined
from 62 to 56% of GDP.

Figure 2: Spain and European Union (15 countries) Adjusted wage share:
total economy: as percentage of GDP at current market prices
(Compensation per employee as percentage of GDP at market prices per person employed.)
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Source: AMECO (2014) http://ec.Europa.eu/economy_finance/ameco/user/serie/ResultSerie.cfm.

At the same time, the private sector including the non-financial private sectors
had greater and easier access to money and liquidity and especially to short-term
financing and debt, both internal and external. Finally, the term-structure of interest
rates declined significantly so that European integration provided easier money and
at considerably lower rates. The creation of conditions of corporate profitability,
financial liberalization and wage compression were crucial in building-up a process
of debt accumulation, in increasing the degree of financial fragility of the non-fi-
nancial private sector and the banking system and in setting the stage for the crisis.

undertook the task of transforming the economy through a policy of ‘industrial reconversion’ which was
mainly a policy of adjustment that significantly reduced the productive capacity of several industries and
was unable to channel industrial activity towards more productive and technologically advanced sectors.
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An analysis of the structure of aggregate demand

A useful way to understand the drivers of growth during the period 1994-2007
is to analyze the structure of aggregate demand through the financial balances of the
three major sectors of the economy, namely government (FBg), private (FBps) and
external sectors (FBes). Figure 3 below plots the financial balances of the government,
external and private sectors for 1980 to 2011. It shows that between 1980 and
roughly 1994 the driver of aggregate demand was the government. In this period, the
fiscal accounts of the general government were systematically in a deficit position
fluctuating around a -5% of GDP ‘trend’ and injecting assets into the economy. In
parallel, during this time the general (gross) government debt rose from 16 to 59
percent of GDP and reaching a peak in 1996 (67% of GDP).

Figure 3: Spain. Financial balances of the government,
external and private sectors (1980-2011)
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Source: IMF WEO (2015).

For its part the behavior of the private sector inversely mirrored that of the
public sector. That is, as the public sector remained in deficit throughout the period,
so the private sector was in permanent surplus acting as a drag on aggregate de-
mand. More importantly, just as the public sector deficit fluctuates around a 5%
trend, the private sector surplus also fluctuates around a 5% ‘trend.” The period
1994-2008 marks a break with this pattern of aggregate demand. Starting roughly
in 1994 and for more than a decade prior to the Euro crisis, the government began
to adopt a contractionary fiscal stance removing its influence as a push factor of
aggregate demand. The deficit declined from -6 in 1994 to -0.3% in 1994 a decade
after, and thereafter went into surplus. Public debt fell by half, from 67% of GDP
in 1996 to 36 percent in 2007.

At the same time, the private sector took the leading role in sustaining the
growth of aggregate demand through an increasing deficit that was, for all pur-
poses, mirrored by the rising imbalance in the external sector. In 1994 the private
sector had a surplus equivalent to 5% of GDP. By 1999 the positive financial posi-
tion had turned into a deficit of -1.5% of GDP which then progressively increased
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to a tenfold by 2007 reaching 12% of GDP. The external sector exhibited a similar
behavior. In fact, as seen in Figure 3, for the period 1995-2007 it tracks the evolu-
tion the private sector.

EXTERNAL IMBALANCES AND REAL EXCHANGE RATE APPRECIATION

Spain’s deterioration of its external position is explained in part by high wage
costs relative to its main trade partners which resulted in an appreciation of its real
exchange rate and a consequent deterioration of its external competitiveness. Table
1 plots the ratio of Spain’s unit labor costs relative to those of the core European
countries (Austria, Belgium, France, Germany and Netherlands) between 2000 and
2010. For this period this group of countries is the destination on average, of rou-
ghly 40% of Spain’s exports. Within this group, France and Germany are the main
trade partners accounting for 20% and 12% of Spain’s total exports.

Table 1: Ratio of Spain’s unit labor costs relative to core European countries (2000=100)

Year/Country Austria Belgium France Germany Netherlands
2000 100.0 100.0 100.0 100.0 100.0
2001 102.1 99.4 100.8 102.7 98.5
2002 104.8 99.9 100.9 105.4 972
2003 1070 102.3 102.2 108.0 98.0
2004 110.3 104.8 103.8 11.6 100.1
2005 112.8 106.9 105.4 116.5 103.9
2006 115.8 108.2 106.6 122.5 106.4
2007 119.5 109.8 109.2 1279 108.6
2008 122.5 110.4 11.5 130.7 110.8
2009 1174 106.6 109.4 123.9 106.1
2010 115.7 105.5 107.2 124.3 106.1

Note: The values presented correspond to the ratio of Spain's unit labor cost to Austria, Belgium, France, Germany
and the Netherlands multiplied by 100. All ratios have 2000 as a base year.
Source: OECD (2017).

Without exception, in all cases this ratio increases after 2002 when Spain
adopted the Euro and until 2008 (one year prior to the crisis). On average, in
2001, Spain’s unit labor costs were 2% than those of the core countries. By 2008,
Spain’s labor costs were 17% above the European core average. Spain registered
the largest relative increase in labor costs in relation to Germany (30% in 2008).
Spain’s situation was by no means unique as other peripheral European countries
(Greece, Ireland, Italy and Portugal) also experienced the same phenomenon. On
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average, in 2008, labor unitary costs were roughly 17% in the periphery relative
to the core countries.*

SPAIN’S SECTORAL FINANCIAL BALANCES

A detailed presentation of the sectoral financial balances (net lending/borrow-
ing positions) is provided in table 2 for the period 1995-2012. Besides the govern-
ment and the external sector it includes financial institutions, non-financial corpo-
rations, and households. Starting in the middle of the 1990s up to the crisis
households reduced their net lending position and assumed in 2004 a net borrow-
ing position reaching -2.7% of GDP in 2007. Non-financial corporations became
net borrowers in 1997 and increased their borrowing position throughout the
2000s. In 2007, non-financial corporations registered a deficit of -10.7% of GDP,
that is, three times as much as that of the household sector.

Table 2: Spain. Net borrowing/lending in percentage of GDP by sector. 1995-2012

Non-finapcial Hougeholds lanoll Fir)arjqial General ROW
Corporations non-profit organizations | Instituitions | Government
1995 1.4 5.3 1.0 -6.6 1.1
1996 0.4 4.8 1.0 -4.9 1.3
1997 -0.2 4.2 0.7 -3.2 1.5
1998 -1.3 3.2 1.1 -2.6 0.4
1999 -2.9 2.4 0.5 -1.2 -1.2
2000 -4.0 13 0.5 -1.0 -3.2
2001 -4.8 0.6 12 0.5 -3.5
2002 -3.9 0.3 1.2 -0.2 -2.7
2003 -3.6 0.0 1.1 -0.4 -2.9
2004 -4.4 -1.0 0.7 -0.1 -4.8
2005 -6.9 -1.7 0.9 1.3 -6.5
2006 -8.9 -2.6 0.7 2.4 -8.4
2007 -10.7 -2.7 1.9 1.9 9.6
2008 -77 1.2 1.8 -4.5 -9.2
2009 -1.1 6.6 1.3 -11.2 -4.3
2010 1.1 3.9 0.9 -9.7 -3.8
201 1.8 2.4 2.0 9.4 -3.2
2012 3.5 0.9 6.1 -10.6 -0.2

Source: Bank of Spain Financial Accounts of the Spanish Economy and Annual Report (2000) and Methodological
Notes on the Financial Accounts of the Spanish Economy (2015).

4 Bresser-Pereira and Rossi (2014) focus on the role of the real exchange rate as a primary cause of the
Euro Zone crisis.
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The persistent and growing borrowing needs of the non-financial corporate
sector translated into a process of debt accumulation. Available data for 2001-2011
period shows that net debt of non-financial corporations roughly doubled from the
period 2001- to 2003-2007, increasing from 646 to 1,194 as a percentage of their
income, as shown in Table 3. Thereafter debt continued to increase but at a much
lower pace. For the period 2008-2011, the net debt-to-income ratio reached 1,319
percent. It is worth noting that the accumulation by the non-financial corporate
sector is not exclusive to Spain but that it occurs for other periphery countries also
including Ireland, Italy and Portugal. Spain distinguishes itself from other periphery
countries in that it registers the most rapid increase in debt prior to the crisis. Con-
trarily to the periphery countries, in the case of the core countries (Austria, Belgium,
France, Germany and the Netherlands) the corporate sector witnessed, without
exception, a decline in their stock of debt.

Table 3: Euro Zone. Net debt-to-income ratio, after taxes, of non-financial corporations.
In percentages. 2001-2011

| 2001-2002 | 20032007 2008-2011
Core countries

Austria 616 402 440
Belgium 58 -15 -247
France 425 300 327
Germany 190 181 170

Netherlands 238 95 16
Median 238 181 170

Periphery countries

Italy 353 430 71
Ireland 196 247 327
Spain 646 1,194 1,319
Portugal 1,376 1,129 1,578
Median 500 779 1,015
Other Euro 229 210 284

Source: Eurostat (2015).

In order to gain a better understanding of the behavior of the financial balan-
ce of non-financial corporations we decomposed it (FByr) into its main determi-
nants. These include non-financial corporations’s gross value added ( GVAnxc), wages
(Whyic), taxes minus subsidies and current transfers (Qur), net property income
(NPlyg), net capital transfers (NCTyg) and gross fixed capital formation (Iyz) and
other components (OCyr). Formally:

FBurc = [(GVANrc) — Whrc) + Qnrc] + (NPlyec)- (Unec) + OCyre (1)
In equation (1) the variable Wy includes besides salaries social contributions
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paid by employers. Qugc includes both taxes on production and imports, and on
wealth and production. Taxes on wealth and production represent on average
roughly 80% of total tax payments for the period 2000-2012. Capital taxes are
included under OCyg. For the period under consideration capital taxes represent
on average only 2% of total tax payments.

For its part net property income (NPlIyz) includes net interest payments and
other non-interest property income. The available data shows that net interest pay-
ments accounted for roughly 50% of total net property income during 2000-2004,
and thereafter took an increasingly important role in explaining its behavior. Prior
to the crisis, net interest payments represented 80% of total net property income.

The term [(GVAnrc) — Ware) + Qurcl + (NPlyre) represents the gross savings of non-
-financial corporations. The financial balance (FByg) can then be expressed as the
difference between savings and investment. Formally,

FBnrc = Snrc- Inrc + OCnrc (2)

Where Swrc =[(GVAnrc) — Wnre) + Qurcl + (NPlvrc) . Table 4 below shows the evo-
lution of the different components of FByg: on an annual basis from 2000 to 2012
as a percentage of GDP. It also provides a decomposition of its changes and that in
the gross savings of non-financial institutions (Syr) during three periods: 2000-
-2002,2003-2008, and 2009-2012. These three periods correspond respectively to
the pre-Euro, the implementation of the Euro and the Euro crisis.

Table 4: Spain. Main components of the non-financial corporate
sector financial balance 2000-2012. As percentage of GDP

Year (‘E‘;ﬁ;’:g | Que | NPhwe | OCwe | Swe e S;’NFFCC‘
2000 177 3.9 4.0 05 103 149 | 46
2001 177 3.9 5.1 0.5 9.1 146 | 55
2002 176 41 44 05 9.7 124 | 47
2003 175 4.1 3.9 05 9.9 146 | 46
2004 177 43 43 05 9.5 150 | 56
2005 171 48 45 05 83 15.8 75
2006 16.8 5.0 5.2 05 71 164 | -93
2007 16.4 5.5 6.0 0.5 5.5 167 | -12
2008 16.9 3.9 65 05 6.9 154 | -85
2009 178 36 4.9 05 9.8 19 2.0
2010 19.4 3.2 44 0.4 12.3 19 0.4
2011 212 3.2 5.1 0.4 13.3 12.2 12
2012 227 3.9 44 0.4 14.9 19 2.9
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A 2000-2002 -0.1 0.2 -0.4 0.0 -0.7 -0.5 -0.1
A 2003-2008 -0.6 -0.2 -2.6 0.0 -3.0 0.8 -3.8
A 2009-2012 4.9 0.3 0.5 -0.1 5.0 0.1 5.0

Source: Authors own on the basis of the financial accounts of the Spanish economy, Bank of Spain (2015).

The results show in the first place that the increase in the deficit position of
the non-financial corporation sector (FByrc), which expanded significantly after
the adoption of the Euro and until the crisis, is mostly explained by a decline in
the sector’s gross savings and to a much lesser extent by an increase in gross fixed
capital formation. During this period, the non-financial sector negative imbalance
expanded by 3.8 points of GDP. The increase in investment explains 0.8 GDP
points of this increase, that is, 21% of the total, and the decline in savings accounts
of 3.0%age points of the total increase in the imbalance or, 79% of the total. The
deterioration in the savings capacity of the non-financial corporate sector is due
to net property income (NPlyg). Net property income explains the bulk of the
change in gross savings for this sector during the period 2003-2008. As mentioned
above the behavior of net property income responds to increasing interest pay-
ments. During this period interest payments represented, on average, 40% of the
sector’s gross disposable income (GDlyg), rising to 85 percent in some quarters in
2007 and 2008.

The decline in the savings capacity of firms and their increasing level of indeb-
tedness and debt service payments took place against a background of decreasing
profitability. This is illustrated in Table 4, which shows different indicators of prof-
itability (gross return on capital employed, before taxes’ and net return on equity
after taxes) and of indebtedness (net-to-income ratio after taxes, gross debt to gross
operating surplus (GOS); net debt to net operating surplus (NOS), debt-to-asset
ratio; and the debt burden) for non-financial corporations. Without exception all
indicators, beginning in 2002, reflect a decline in profitability. Moreover, the evi-
dence provided in Table 4 shows that the decline in profitability preceded, accord-
ing to most indicators, the increase in debt so that the latter seems to be the result
of the former.

The decline in profitability accompanied by the rise in the debt of the non-fi-
nancial corporate sector indicates a thrust towards greater financial fragility. The
financial fragility is reflected in the fact that the number of bankrupt companies
increased significantly before the onset of the crisis (IMF, 2012). In so far as the
non-financial corporate sector required increasing levels of debt to fulfill its obli-
gations and fund its working operations the sector was engaging into Ponzi finan-
ce which made its situation unsustainable over time. Firms became more exposed
over time to changes in factor markets and more fundamentally to the dynamics
of financial markets.

It is interesting to note that as with the case of the evolution of the debt of the
non-financial corporate sector (see Table 5), the decline in profitability of that
sector following the implementation of the Euro is not unique to Spain. It is also a
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characteristic of other countries of the periphery including Greece, Italy and Por-
tugal. Contrarily the non-financial corporate sector of the ‘center countries’ (Aus-
tria, Belgium, France and Germany) exhibited the opposite behavior. ‘Center coun-
tries” witnessed a decline in debt with a steady and convergent rise in profitability
following the implementation of the Euro. The decline in profitability is due in part
to the deterioration of relative labor costs which are discussed in the third section
of the paper.

In this regard, it would seem that the design and policies underpinning the
economic integration of Europe and the adoption of a common currency (the Euro),
led to a process of divergence in the performance of the entrepreneurial sector,
among the core and periphery countries. Core countries entrepreneurial sector
improved its profitability and lowered its debt while the entrepreneurial sector in
periphery countries witnessed a decline in profitability and an increase in debt, as
can be seen in figure 4. This divergence in the performance of the real sector con-
trasts markedly with the convergence achieved between core and periphery coun-
tries in financial policies and nominal variables including, among others, interest
rates, public debt, and inflation, which were the basis for European integration.

The convergence in financial variables did not produce convergence in the real
sector. It was in a sense a spurious convergence. More importantly this process of
real divergence bears an important part of the explanation of the disequilibria,
including the imbalances of the external sector that were central to the onset of the
Euro crisis. In this sense, real divergence proved to be extremely damaging as it
undermined the very process of integration and ultimately offset the benefits of
convergence.

Besides from non-financial corporations, households were the other sector that
witnessed an expanding deficit with the implementation of the Euro. Although, by
comparison the household sector deficit was much smaller. On average, between
2003 and 2008, the non-financial corporate imbalance was seven times as large as
that of the household sector, -7.0 versus 1.1% respectively.

Figure 4: Profitability in the core and periphery
countries of the Euro zone (1995-2012)
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Following the same methodology as with the non-financial corporate sector,
the financial balance of the household sector can be expressed as the difference
between gross savings (Sy) and gross fixed capital formation (Iy). Formally:

FBH=SH-IH+OCH5 (3)

Gross savings (Sy) are in turn equal to gross disposable income (GDI,) minus
final consumption (Cy). That is:

SH = GDIH - CH6 (4)

Finally, gross disposable income (GDI,) is identical to the sum of gross value
added (GVApy), wages (Wy), net property income (NPIy), transfers (Try), minus taxes
net of subsidies (Tj):

GDIy = GVAy + Wy + NPIy + Try — Ty ()

The results of the decomposition for the financial balance of the household
sector show first, that the sector’s deficit is a result of both a decrease in savings
and an increase in gross capital formation. This stands in contrast to the evidence
provided for non-financial corporations whose deficit is mainly explained by a fall
in savings.

The increase in gross capital formation and the decline in savings explain most
of the change in the net borrowing/lending capacity of households between in all
periods. The decline in household savings (Sy) cannot be attributed to a single va-
riable but is explained by a conjunction of factors. These include a lower wage bill,
a higher tax burden, a greater level of consumption and a minor decline in net

3 0Cy includes capital transfers and other items such as changes in inventories and net acquisitions of
valuables, and net acquisitions less disposals of non-financial non-produced assets. The most important
component is net capital transfers.

® Gross disposable income (GDIy) includes social transfers in kind.
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property income. For the household sector, in contraposition to non-financial cor-
porations, non-property income remained positive throughout the period. This is
explained mainly by the fact that households received an increasing flow of distri-
buted income from corporations.

The debt burden of households, measured as the sum of interest payments and
principal, increased but at a slower pace than the stock of debt. The decline of the
debt burden in relation to the debt stock is explained partly by the decrease in inter-
est rates, which occurred as a consequence of the convergence criteria, contem-
plated by the Maastricht Treaty. Also, as important, households were able to roll
over their debt over time. Households were able to roll over their debt probably
because their assets had also risen significantly following the implementation of the
Euro. The decomposition of the debt burden shows that interest payments remained
stable throughout the first half of the 2000s at roughly 3% GDI reaching a 5%
peak in 2007 and that the increase in the debt burden is explained by the principal.
Relative to other Euro countries, the debt burden of Spanish households was by no
means excessive (BBVA, 2006).

THE STOCK DIMENSION AND FINANCIAL FRAGILITY

The above sections examined the behavior of different sectors of the Spanish
economy and centered more specifically on the household and non-financial cor-
porate sectors from a flow perspective. This section completes the analysis by fo-
cusing on the balance sheet and net worth position of the same sectors. The analy-
sis of the sectoral balance sheets shows that the corporate sector exhibited the
weakest financial position of all the sectors of the Spanish economy. Available data
for the period 1990 to 2011 shows a negative and deteriorating trend in the net
financial worth of the non-financial corporate sector adjusted for the share and
equity component.” This simply reflects the fact that debt grew more rapidly than
assets.

The deterioration of the stock position of the non-financial corporate sector
began prior to the adoption of the Euro. Nonetheless, with the adoption of the
Euro in 2002, the balance sheet of the non-financial corporate sector worsened
further and at a faster pace. These stock results are consistent with the flow data,
namely with the increasing deficit in the net financial balance of the same sector.
The other sectors (with the exception of the external sector which mirrors the be-
havior of the non-financial corporate sector) did not exhibit a similar pattern.
Data available for 2000-2011 for households, corporations and the general govern-

7 Financial net worth (financial assets minus liabilities) can take on negative values because of rising
values of shares and equity. To avoid this case, and capture the effect of rising debt on the net financial
worth position we computed financial net worth as the difference between financial assets and liabilities,
excluding shares and equity.
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ment shows that households exhibited a positive net worth throughout the period
whose level did not vary very much between the year of the adoption of the Euro
and the crisis. For its part the General Government exhibited in a consistent man-
ner a negative net worth, albeit a declining net worth. The net financial worth of
the government reached -40% of GDP in 2001 and -22% in 2006 and -18% in
2007. That is the government reduced its balance sheet liability position by 50%
prior to the Euro crisis.

The decomposition of the non-financial corporate sector net financial worth
into its different assets and liabilities shows that in terms of assets, Spain’s corpo-
rate sector became increasingly dependent on the component ‘shares and other
equity,” basically unquoted share excluding mutual funds. The other important
component on the asset side is ‘other accounts (receivable/payable)’, whereas loans
were not a substantive amount of total assets. On the liability side, the available
evidence indicates that ‘shares and other equity’ represent its most important com-
ponent followed by loans. On a net basis the negative financial worth of the cor-
porate sector is explained by its increasing reliance on loans. An analysis by sources
of finance of the non-corporate sector validates the above result which shows that
the bulk of the finance for this sector were loans provided by the domestic financial
sector. Further, the bulk of the loans were long-term loans.

From the perspective of the financial system, the evidence available since the
1990s shows that between 1993-7 and 2002-7 loans to the non-financial corpo-
rate sector rose on average from 12.1 to 27.1% of GDP. The biggest contributor
to the increase in loans was the services sector. The other productive sectors in-
cluding the construction (that is not services) saw minor increases in their loan
portfolio when measured in terms of GDP. Households also secured an increase
in loans mainly for home purchases, while loans for consumer durables rose by
less than 1% of GDP. Considering the construction sector in its entirety, loans in
industry and services, in households and the non-financial corporate sectors,
represented 8 and 29.9% of the total on average in the period 1993-1997 and
2002-2007. In terms of the composition of the financial sector’s loan portfolio,
loans to construction represented 38 and 55.7% of the total for both periods
(Table 5).

The analysis of the financial system’s balance sheet by type of institutions
shows the gain in importance of the item ‘securities other than shares.” Securities
other than shares represented on average 4% of the total liabilities of the financial
system between 1980 and 2002 and reached above 20% for the 2008-2013 period
(Table 5). An analysis by counterpart sector shows that the most important finan-
cial instruments — currency and deposits and securities other than shares — were
held by the rest of the world, 23% of deposits and 63.6% of securities other than
shares). In fact the rest of the world accounted for the largest share of securities
other than shares.

The significance of the sector Rest of the World as an issuer of the liabilities of
the financial sector is further underscored by the fact that the position of the finan-
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cial sector vis-a-vis the rest of the world changed from net creditor to net debtor.
Moreover the inflection point corresponds to the year Spain adopted the Euro.

Figure 5: Spain. Net balance sheet position of the financial sector vis-a-vis
the rest of the world in billion Euro and as percentage of GDP (1989-2013).
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Source: Authors’ own on the basis of the financial accounts of the Spanish economy. Bank
of Spain (2015).

Figure 5 shows the net financial position of the financial sector with respect
the external sector as a percentage of GDP between 1989 and 2013. In the period
between 1989 and 2002, the position of the financial sector was without exception
positive and actually increased from 8 to 45 billion Euros in 2001. Thereafter the
net balance sheet position of the financial sector became increasingly negative re-
aching over 400 billion Euros, or the equivalent of -44 percent of GDP, in 2007
prior to the crisis.

Financial fragility, in this context, is reflected in an increased leverage that
explains to a great extent the increase in the profitability of the sector following
the implementation of the Euro. Available data for 1998 to 2011 shows that the
rate of return over equity (ROE), a basic measure of banks profitability, experienced
a steady decline between 1998 and 2003 followed by a rising trend thereafter until
2007. The rise in ROE is explained mainly by an expansion in leverage (L). From
2002 until 2007 leverage rose from 11.4 to 13.2 percent. The rate of return on
assets (ROA) also increased but as the decomposition of ROA into its main com-
ponents shows that this was the result of a decline in costs rather than an increase
in income.®

8 Profitability in the financial sector can be explained by simple banking profit identity showing that
the ratio of earnings to equity equals the product of the ratio of earnings to assets and assets to equity:

Earnings Earnings Assets Assets Earnings Earnings _
ROE =——— = (—) * (E—_),Where — = Leverage (L) and =R0OA & —— = ROA + L.
Equity Assets quity Assets Equity

Equity
NII+NNII+0E-P-T

In turn, ROA =
operating expenses; P = provisions; T = taxes.

where, NII = net interest income, NNII = net non-interest income. OF =
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The balance sheet position of the non-financial corporate and that of the fi-
nancial sectors were reflected in the net International Investment Position (IPP) of
the country. The IPP is the net balance between its international financial assets and
liabilities. It reflects the net debtor or creditor position of the country with respect
to the rest of the world, and can be interpreted as an indicator of a country’s finan-
cial fragility. In the case of Spain available data for the period 1992-2013 shows
that the net investment position deteriorated significantly. This stock behavior is
explained by first by the significant expansion between 2002-2007 of portfolio
inflows and then their reduction in 2007 prior to the contraction of GDP in 2008
and 2009 (Table 5).

Table 5: Spain. Net International Investment Position and its
components in billions of Euro and as percentage of total (1992-2013)

Net Net international
international investment position Direct Portfolio Other Financial
investment (excluding Bank Investment | investment | investment | derivatives
position of Spain)
In billion Euro
1992 -103.7 -46.4 -34.1 -23.3
2002 -363.7 -89.2 -105.7 -168.9
2007 -901.7 -2.6 -648.5 -231.8 -18.8
2008 -914.0 1.3 -603.7 -305.1 6.4
2009 -1026.3 4.5 -693.7 -327.1 -1.0
2013 -863.4 -52.8 -609.5 -203.7 2.6
As percentage of the total
1992 100.0 44.7 32.8 225
2002 100.0 24.5 29.0 46.4
2007 100.0 0.3 71.9 25.7 2.1
2008 100.0 -0.1 66.1 334 0.7
2009 100.0 0.4 676 31.9 0.1
2013 100.0 6.1 70.6 23.6 -0.3

Source: Authors' own on the basis of the statistical bulletin of the Bank of Spain (2015). Other investment includes
loans, deposits and other investments.

The rapid expansion of portfolio net inflows during this period (Figure 6),
contributed significantly to expand their stock. Further analysis focusing on port-
folio investment and other investment by sector shows that by large the non-finan-
cial corporate sector and the financial sector explain the large increase in both
categories. The increasing level of external indebtedness generated interest rate
payment obligations that are reflected in the growing negative income balance of
the balance of payments. This contributed significantly, but to a lesser extent than
the imbalance in goods and services, to the generation of the external current ac-
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count deficit. This by itself can generate a cumulative process, as higher portfolio
flows cause higher levels of debt and interest payments, which, in turn, expand the
current account deficit which requires increasing levels of portfolio flows to fill the
financing gap.

Similarly in 2007 as the country registered a sudden stop and reversal in its
portfolio flows, most likely due to the contagion effects caused by the onset of the
Global Financial Crisis (2007-2009), the net international investment stock position
did not change substantially. In fact between 2007 and 2008, the international net
investment stock position barely changed and increased slightly in 2009. Further,
as portfolio flows fell credit of the financial system stopped growing and contrac-
ted moderately (see Figure 6).

Figure 6: Spain. Indices of portfolio net flows and the international
and credit of the financial system to resident sectors (1992Q4-2011Q3) (2005=100)
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Source: Authors’ own on the basis of the statistical bulletin of the Bank of
Spain (2014).

This had an effect on the different sectors of the economy including on the real
estate and construction sectors. Moreover, the fall in house and real estate prices
further impaired the balance sheets of the financial sector and the non-financial
corporate sector. In this sense, the fall in house and real estate prices was an aggra-
vating rather than a triggering phenomenon of the Spanish crisis.

The crisis of Spain and also of the periphery countries of the Euro zone is
traced in a wide part of the literature on the subject to the indebtedness of hou-
seholds and a corresponding bubble in the housing market, in similar fashion to
the case in the United States. A cycle analysis of the data on price-to-rent, price-to-
-income and real price indices of housing for the period 1970-2011 shows that the
upward real estate phase that Spain witnessed from the end of the 1990s to the
beginning of the 2000s does not appear to be the most expansionary in Spain’s
recent history. Indeed, the available data also indicates that the Spanish real estate
industry witnessed an expansionary phase in the later part of the 1980s that rivals
the most recent one in terms of several cycle indicators.

A comparative analysis between both periods reveals that the 1980s expansio-
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nary phase exhibited greater amplitude relative to that of the 1990s-2000s, mea-
sured both in terms of percentage increase and in the compound annual growth
rate. This begs the question of why if the real estate residential sector experienced
important expansions in the 1980s and in the 1990s-2000s of comparable magni-
tude and duration, to some extent, only in the latter case was it followed by a crisis.
This line of questioning is reinforced by the fact that the expansionary phase of the
1990s-2000s was not exclusive to Spain. In fact many other European countries
that did not experience a crisis, such as that of the peripheral countries also expe-
rienced similar increase in the value of residential property. The rise in property
values was a Euro phenomenon and more than that a European phenomenon.

CONCLUSION

The traditional explanation for external crisis is associated often to deep fiscal
causes, even though the argument has serious problems, and in the European case
the evidence is weak at best (Pérez Caldentey and Vernengo, 2012). The fiscal ar-
gument has never been taken seriously in the case of Spain for obvious reasons.
However, the idea that in Spain the excessive spending of the private sector, associ-
ated to a bubble in housing markets and a construction boom was at the core of
the crisis, has been widely accepted. Yet, the housing bubble in Spain was not out
of line with similar experiences in other European countries that did not suffer with
crisis.

Looking at the sectoral balance sheets of the Spanish economy reveals that fact
the non-financial corporate sector rising deficit was at the center of the imbalances.
This situation is explained in part by rising labor costs (real exchange rate appre-
ciation) which were reflected in a widening external sector imbalance and, jointly
with other factors, in a growing negative net financial worth balance sheet position
of the non-financial corporate sector. The non-financial sector financed its deficits
and debt not only via the domestic banking system, but also through external loans
from other Euro zone countries. In turn, the commercial banking and financial
system also required external funding becoming a net debtor vis-a-vis the rest of
the world and in particular vis-a-vis the Euro zone. The majority of the external
funding was portfolio investment. The balance sheet positions of the non-financial
corporate sector and the financial system and their composition were reflected in
a deteriorating net international investment position of the country in the aggrega-
te, that is, the stock counterpart of the rising current account deficit.

The fragility of this process materialized when Spain experienced a sudden stop
and contraction in portfolio flows mainly due to the Global Financial Crisis (2007-
-2009). This produced a credit crunch in the availability of finance and of credit
which, given the financial position of non-financial corporate sector, put the sector
against the wall. This also impaired the construction and the real estate sectors
putting a downward pressure on house prices and on the value of real estate pro-
perty. As a result, real estate property based assets lost their appeal affected by low
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profitability and liquidity and high carrying costs and further deteriorated the
balance sheet of both the financial and non-financial corporate sectors.

The freedom of financial flows to move throughout Europe and abroad, low
borrowing costs and easy access to liquidity via leveraging coupled with no exchan-
ge rate risk provided a false sense of prosperity in a low risk environment, which
in the case of Spain led to the excessive leverage of the non-financial corporate
sector and to a net debtor position for the country as a whole. In a sense, the fact
that the Euro zone does not have mechanisms to deal with such imbalances that
arise in the external accounts, and that forces austerity on debtor countries is the
problem.

Note that in common currency areas, like the United States, fiscal transfers
would allow for imbalances to continue without leading to contraction of output
to reduce the regional balance of payments constraints. Alternatively, if the Euro-
pean Central Bank (ECB) had the ability to buy Euro denominated bonds of peri-
pheral countries and keep their borrowing costs low, fiscal policy could be used by
member countries, without risk of default. Hence, Lavoie (2015) is correct to note
that at the heart of the problem there is a monetary sovereignty problem. On the
other hand, it is also true that the manifestation of the Euro crisis is as a regular
balance of payments crisis, as noted by Cesaratto (2014). It is unclear to these
authors that depreciation and exit from the Euro would solve the problems of
peripheral countries like Spain. On the other hand, the reform of the European
institutional framework has proceeded at pace that seems too slow for the magni-
tude of the problems faced in the peripheral countries.
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