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Preface



It is fitting that the first book published by the Real Instituto Elcano de Estudios Internacionales y
Estratégicos be dedicated to the internationalization of the Spanish economy. Indeed,
the Institute’s namesake was an early Spanish harbinger of the dynamics of the global economy.

The Basque navigator Juan Sebastian Elcano (1487-1526) was a colleague of Ferdinand
Magellan on the famous circumnavigation journey the Portuguese explorer undertook in the
early 16th century. In the wake of Magellan’s death in passage, Elcano became the first person
to travel around the globe during an age when Spanish influence first emerged into the world.
The Real Instituto Elcano, for its part, strives to understand and explain Spain’s role in
the increasingly globalised context of international relations at a time when the country has
finally reclaimed its seat at the table of world affairs.

Just as Elcano sailed round the globe, Spain’s presence in the world economy has now come full
circle. From its early mercantilist and colonial expansion across the Atlantic and Pacific worlds, to
its “autarkic” withdrawal after the 1936-39 Civil War, Spain has finally re-emerged as a mature,
influential player in the global economy. As surprising as Elcano’s reappearance on September 6,
1522 must have been to the inhabitants of Puerto de Santa Maria, so too has been the encouraging
re-emergence of the Spanish economy into the European and international arenas.

For more than 100 years after the heyday of Spanish empire had passed, the Spanish economy
became increasingly inward-looking, more highly regulated by the State, and all but
completely isolated from the world. By the end of the 1950s, Spain had indeed become one of
the most noticeable anomalies in Western Europe. Yet, in little more than a generation - and
against the expectations of many, including a good number of Spaniards - Spain has achieved
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the most exceptional transition from a state-dominated economy and authoritarian regime
to a modern, prosperous market democracy. What is more, the renewed outward flow

of Spanish investment and the increasingly visible Spanish role in international diplomacy
has given Spain a voice in world affairs once again.

This book, The Internationalization of the Spanish Economy, written by William Chislett, one
of our most valued collaborators, takes stock of the current Spanish economy and its renewed
“globalized” dimensions. Not only should this book give international readers - to say nothing
of fellow Spaniards - a clearer picture of the realities of the Spanish economy and its process of
internationalization, it should also highlight lingering weaknesses and potential vulnerabilities.

While it remains necessary to undermine the power of the old “black legend” that so often
continues to distort perceptions of Spain’s economic reality, it would also be prudent for
Spaniards and international colleagues alike to avoid singing victory too soon, thereby
turning a false “black legend” into an equally-distorted “white legend.”

In the spirit of Elcano, our adventuring ancestor who managed to find his way back home,
charting this course through both delusions of grandeur and despair, this document - like
the rest of the Elcano Institute’s intellectual production - is meant to give policy makers
and civil society actors, both in Spain and abroad, a reliable compass for interpreting Spain’s
true place in the world.

Eduardo Serra Rexach
Chairman
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Chapter 1



Introduction: The New Spain



Nothing illustrates more poignantly the turnaround in the Spanish economy than its position vis-
a-vis Argentina. In the “hungry” 1940s, in the aftermath of Spain’s 1936-39 Civil War, Argentina
came to the rescue of the dictatorship of General Franco and saved the country - a pariah excluded
from the US’s Marshall Plan - from starvation by supplying it with wheat and meat. In March
2002, the cargo ship Josephine Maersk docked at Buenos Aires with 300 tonnes of food and
medicine donated by Spaniards, many of whose impoverished relatives emigrated to Argentina.
The aid was sent after cash-strapped Argentina massively devalued the peso and defaulted on its
$155 billion public sector foreign debt, the largest such default in history.

In 1950, Argentina’s per capita GDP was $4,987 and Spain’s was $2,397 (see Exhibit 1.1).
At the prevailing exchange rates, Spain’s is now approaching $15,000 and Argentina’s,
after its devaluation, was around $2,200 in 2002. The two economies have had widely differing
regional environments over the past 15 years and different positions in the globalized context
but, broadly speaking, Spain’s success is the fruit of persistent free-market reforms, the rule
of law, sustained macroeconomic stability and a strong tax system.

Argentina has attracted the most foreign direct investment from Spain, a mixed blessing,
however, in the country’s current crisis (see Chapter 5). Spanish banks and companies moved into
Argentina during the 1990s and today they control around 16% of the country’s deposits,
its largest oil company (YPF), its national carrier (Aerolineas Argentinas), its largest telephone
company and parts of its electricity and water systems.

Before Spain joined the European Economic Community (EEC) in 1986, it had little investment
abroad to boast of other than such exotic examples as Chupa Chups, whose lollipops are licked by
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Exhibit 1.1. Spain, Argentina and Total Western Europe - Per capita GDP!, 1870-1998

1870 1913 1950 1973 1990 1998
Spain 1,376 2,255 2,397 8,739 12,21 14,227
Argentina 1,311 3,797 4,987 7,973 6,512 9,219
W. Europe 1,974 3,473 4,594 11,534 15,988 17,921

(1) 1990 international dollars.
Source: The World Economy, A Millennial Perspective, Angus Maddison (OECD Development Centre, 2001).
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Exhibit 1.2. World Ranking of Economies*

United States 9,837
Japan 4,841
Germany 1,872
United Kingdom 1,414
France 1,294
China 1,079
Italy 1,073
Canada 687
Brazil 595
Mexico 574
Spain 558

(1) GDP at purchaser prices in $ billions in 2000.
Source: World Bank Development Indicators 2002.

Exhibit 1.3. Real GDP Growth (%) in Spain and in the EU-15, 1995-2002

1995 1996 1997 1998 1999 2000 2001
Spain 2.8 2.4 4.0 4.3 4.1 4.1 2.8
EU-15 2.2 1.4 2.3 2.9 2.6 3.4 1.5

E = Estimate.
Source: Eurostat.

2002°
2.1
1.5
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everyone from pop idol Britney Spears to Russian cosmonauts. And Chupa Chups itself has licked
the world: it is present in 190 countries and has a one-third share of the global market.

Spain is the world’s 515t largest country by size and the 30 by population, while its
economy is the 11" biggest and the 8" among OECD countries (see Exhibit 1.2). The country
became a developed one in terms of UN criteria when per capita GDP crossed the $500
threshold in 1963. Per capita income, in purchasing power parity exchange rates (PPPs), which
convert GDP into a common currency, was $19,180 in 2000, the 215 highest in the world
ranking. PPPs produce a better comparison of living standards than market exchange rates as
they eliminate price distortions arising from different price levels: they use conversion factors
calculated as a weighted average of the price ratios of a basket of goods and services that are
homogeneous, comparable and representative.

Spain’s economic success is beginning to move the country from the ranks of “middle powers”
into the elite club of the European “major players” The country has also firmly consolidated its
democracy, under King Juan Carlos, since the death of General Franco in 1975. The post-Franco
constitution is 25 years old, almost the same number of years as the combined total life span of
the previous constitutions based on sovereignty of the people and separation of powers, which
started in 1812 and were frequently interrupted by military coups. A solid case can be made for
including Spain in the G8'’s elite club of the wealthiest industrialised nations and renaming it G9.
The original G7 group (the US, France, the UK, Japan, Italy, Germany and Canada) became the
G8 in 1998 with the inclusion of Russia, despite not being a fully fledged market economy and
its uncertain commitment to democratic principles. It was the crowing of the cold war victors
that probably best explains the willingness of the G7 to give Russia a place at the table, although
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Exhibit 1.4. Convergence in GDP per capita in Purchasing Power Parity (EU-15 = 100)

2002E 1995
Austria 110.1 110.3
Belgium 106.0 112.6
Denmark 120.7 118.1
Finland 101.5 96.9
France 100.2 104.0
Germany 103.9 110.0
Greece 70.0 65.9
Ireland 121.7 93.3
Italy 102.9 103.4
Luxembourg 191.9 170.8
Netherlands 113.0 109.2
Portugal 73.9 70.5
Spain 83.6 78.2
Sweden 100.5 102.5
UK 102.7 96.5

E = Estimate.
Source: Eurostat.

it is excluded from some ministerial and informal presidential meetings. Moscow’s dependence

on IMF financing, its unstable transition to capitalism, and its war in Chechnya are among the
factors that separate it from its partners in the G8 - hence the schizophrenic designation “G8/G7.”
Spain’s credentials for joining are stronger than those of Russia, whose economy is half the size
of Spain’s.

The Socialists, headed by Felipe Gonzalez, ruled from 1982 to 1996 and the centre-right
Popular Party of José Maria Aznar has governed since then. Corruption has gradually abated,
according to the Transparency International Corruption Perceptions Index. With a score
of seven out of ten, where ten is the least corrupt, Spain was ranked 22nd in 2001, ahead of
France and Italy. Its score in 1995, when the first TI index was produced, was 4.35.

Spain, which generates 7% of the GDP of the European Union (EU), was one of the founder
members in 1999 of European Monetary Union (EMU) and the single currency, placing itself
in the vanguard of a European movement after a long period of isolation. The euro became
legal tender in 12 of the 15 EU member states in 2002. The macroeconomic stability required
for EMU membership (see Chapter 2) has locked Spain into an unprecedented virtuous circle
of non-inflationary growth that has been above the EU average since 1995 (see Exhibit 1.3).
As a result of the higher growth, Spanish GDP per capita has moved closer to the EU average
(see Exhibit 1.4).

The country achieved its highest-ever sovereign debt rating in December 2001, when Moody’s

Investors Services, the international credit rating agency, upgraded the rating of the Kingdom
of Spain’s euro- and foreign currency-denominated bonds from Aa2 to Aaa. This was an
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Exhibit 1.5. Countries with Aaa Rating

Austria Luxembourg
Denmark Netherlands
Finland Norway
France Spain
Germany Switzerland
Ireland UK
Liechtenstein us

Source: Eurostat.

important accolade marking the international recognition of Spain’s advances in
macroeconomic and financial management. Spain joined the select group of Aaa countries
with maximum solvency (see Exhibit 1.5). The rating agency attributed the two-notch upgrade
to a continuing improvement in the Spanish government’s fiscal position.

Competiveness

The Spanish economy stood still in terms of competitiveness between 2000 and 2002
according to the International Institute for Management Development (IMD), which produces
an annual ranking (see Exhibit 1.6). Spain was ranked 23rd for the third year running.

The IMD defines competitiveness as the “ability of a country to create added value and thus
increase national wealth by managing assets and processes, attractiveness and aggressiveness,
globality and proximity, and by integrating these relationships into an economic and social
model.” One of the factors behind the stagnation of Spain’s competitiveness is that its inflation
is still higher than the EU average. Another negative factor is the fall in productivity (92% of
the EU average in 2001 as against 96.8% in 1993, according to Eurostat, the EU’s statistical
office, and 769% of the US level in 2001 as measured by output per hour at 1996 purchasing
power parity, according to the Conference Board).

Spain’s position with regard to 1999, when it was ranked 20", showed a notable
improvement in economic performance but a slip in the other three competitiveness input
factors (see Exhibit 1.7). Amongst the weakest criteria by factor identified taking the biggest
value differences from the 49-country averages were the current account balance, the
unemployment rate, the employer’s social security contribution rate and new information
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Exhibit 1.6. World Competitiveness Ranking — Top 24 Countries, 2002 (2001 Figures in Brackets)

1. United States (1) 13. Austria (14)

2. Finland (3) 14, Australia (11)

3. Luxembourg (4) 15. Germany (12)

4. Netherlands (5) 16. United Kingdom (19)
5. Singapore (2) 17. Norway (20)

6. Denmark (15) 18. Belgium (17)

7. Switzerland (10) 19. New Zealand (21)
8. Canada (9) 20. Chile (24)

9. Hong Kong (6) 21. Estonia (22)

10. Ireland (7) 22. France (25)

11. Sweden (8) 23. Spain (23)

12. Iceland (13) 24. Taiwan (18)

Note: Forty-nine countries are ranked.
Source: World Competitiveness Yearbook 2002, IMD, Switzerland.

Exhibit 1.7. Competitiveness Input Factors, 1998-2002

2002 2001 2000 1999 1998
Economic performance 13 22 21 22 27
Government efficiency 20 21 20 12 22
Business efficiency 24 23 24 22 24
Infrastructure 25 25 24 23 25
Overall ranking 23 23 23 20 26

Source: World Competitiveness Yearbook 2002, IMD, Switzerland.
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technology and its implementation. The strongest criteria included direct investment stocks
abroad, consensus on policy direction inside the government, value traded on stock markets
(US$ per capita) and air transportation.

In the rankings prepared by the World Economic Forum (WEF), Spain came 22" in the 2001
Growth Competitiveness Index (27 in 2000) and remained in 23™ place in the Current
Competitiveness Index. Whereas the Growth Competitiveness Index strives to estimate the
underlying conditions for growth over the coming five years, the Current Competitiveness
Index evaluates the underlying conditions defining the current level of productivity in the 75
economies covered. Among the notable competitive disadvantages listed by the WEF were
the low level of innovation in companies, the administrative burden for start-ups, the state
of cluster development and hiring and firing practices.

Human Development

Spain was ranked 21 out of 174 countries in the 2002 UN Human Development Index, which
is a cocktail of life expectancy at birth, per capita income (measured by purchasing power
parity as opposed to market exchange rates), adult literacy and the enrolment ratio in primary,
secondary and tertiary education (see Exhibit 1.8).

Infrastructure

Spain has invested a lot of its own money and EU funds in improving its roads, railways,
airports and ports. Anyone who has been visiting Spain over the past 20 years cannot help but
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Exhibit 1.8. UN Human Development Index for Selected Countries

Life Adult Combined GDP per Gini Income

Expectancy Literacy Gross Enrolment Capita Distribution
Ranking! at Birth Rate (%) Ratio (%) (PPP US$) Index3
1. Norway 78.5 99.0 97 29,918 25.8
2. Sweden 79.7 99.0 1012 24,277 28.7
6. United States 77.0 99.0 95 34,142 40.8
9. Japan 81.0 99.0 82 26,755 24.8
10. Finland 77.6 99.0 1032 24,996 25.6
12. France 78.6 99.0 94 24,223 32.7
13. United Kingdom  77.7 99.0 1062 23,509 36.8
14. Denmark 76.2 99.0 97 27,627 24.7
15. Austria 78.1 99.0 90 26,765 31.0
17. Germany 77.7 99.0 94 25,103 30.0
18. Ireland 76.6 99.0 91 29,866 35.9
20. Italy 78.5 98.4 84 23,626 27.3
21. Spain 78.5 97.6 95 19,472 32.5
24, Greece 78.2 97.2 81 16,501 32.7
28. Portugal 75.7 92.2 96 17,290 35.6

(1) Out of 173 countries.

(2) For the purposes of calculating the HDI a value of 100% was applied.

(3) The Gini index measures inequality over the entire distribution of income or consumption. A value of 0
represents perfect equality, and a value of 100 perfect inequality. The surveys for this information took place
between 1987 and 1995.

Source: UN Human Development Report, 2002.
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be impressed by the tremendous changes. For example, motorists can drive all the way from
Madrid to the French border at Irin by state-owned and privately run motorways, virtually
without passing a single traffic light. What used to take up to ten hours can now be
comfortably done in five.

The showpiece project is the AVE, the high-speed train from Madrid to Seville, inaugurated
in 1992, which has cut the travel time for the 471km to the Andalusian capital to two hours
and 15 minutes. An AVE line between Madrid and Barcelona via Zaragoza is expected to be
completed by 2004, with a line planned from the Catalan capital to the French border
that would link up with the French TGV. A line from Madrid to Valladolid is also under
construction. By 2007, Renfe, the state-owned railway company, expects to have extended
its high-speed train services to many parts of the country. Other routes on the drawing board
include those from Madrid to Murcia via Valencia, from Barcelona to Murcia and maybe one
day from Madrid to Lisbon, the capital of Portugal.

The trains have a good record of punctuality: 98% arrive less than five minutes late,
compared with an average 71% in the UK in the fourth quarter of 2001. Passengers on
the AVE receive a refund if their train is more than ten minutes late. Such rebates in the
UK would hit the privatised companies running the railways hard! The fast, clean and
inexpensive Madrid Metro opened its transport interchange at Nuevos Ministerios in May
2002, which takes passengers to the city’s airport in just 12 minutes.

By 2010, Spain plans to have added 5,000km to its current road network of 8,000km.
The country’s airports, particularly Madrid’s Barajas, are among the most congested in Europe.
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Unlike the trains, the airports do not have such a good record of punctuality. Spain topped the
US in 2001 as the world’s second-most visited country (49.5 million visitors and a 7.2% global
market share), and its vital tourism industry (more than 10% of GDP) needs bigger airports to
cope with the constantly growing volume of traffic. A new control tower and a third runway
were built in record time at Barajas, and the whole airport is to be expanded to handle an
estimated 70 million passengers in 2020 (32 million in 2001).

Barcelona, the largest port for cruise ships in the Mediterranean, is expanding with new quays
and container, cruise and multi-purpose terminals. The Llobregat river is being redirected,
bringing its delta 2.5km down the coast and increasing the land adjacent to the port by some
700ha, more than doubling the current 558ha. The aim is to be able to handle three million
containers and double the amount of goods coming through the port annually by 2015. A new
railway station is to be built at the port to take advantage of the introduction in 2004 of the
European gauge. This will allow goods unloaded at the port to reach European destinations
faster and more competitively. Spain’s largest port is Algeciras, which has historically benefited
from trade in oil and other industrial cargoes. Other major ports are Valencia and Bilbao.

Probably the most important infrastructure project of the future is the National Hydrological
Plan (NHP), approved in 2001 and the first one since 1933 to create a long-term water policy
for the whole of the country. The mismanagement and wasteful use of water in Spain is a huge
problem that successive governments have failed to resolve. The country has an increasing
problem of desertification: 63% of its land mass is semi-arid, compared with 40% in Italy and
16% in France. According to figures released at a UN conference in December 2000, one-fifth
of Spanish land is so degraded that it is turning into desert. Historically, there has always been
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a “wet” Spain and a “dry” Spain. One-third of the country’s water is in Galicia and northern
Spain, which occupy 19% of the land area and have 17% of the population. At the height

of the 1993-96 drought, nearly one quarter of the population was subject to water restrictions,
mostly in Andalusia in the south. The central axis of the NHP, whose total cost over eight
years is €18 billion, is the transfer of water from the Lower Ebro to parts of south-eastern
Spain as a way to redress structural hydrological imbalances. This water will only serve
designated purposes (never for new irrigation or to enlarge irrigated land), and its users will
pay a levy to offset the transfer costs (including the environmental costs to the assignor basin).

Demographics

Catholic Spain, where the family is strong, paradoxically has the world’s second-lowest
fertility rate. The average number of children per woman in 2000-2005 is estimated at 1.13,
down from 2.2 (the “replacement” level) in 1980, according to the United Nations Population
Division (UNPD). The population hardly increased during the 1990s and it is forecast to drop
substantially between 2000 and 2050 (see Exhibit 1.9). The UN’s projection assumes a future
path of migration based on past estimates, which in Spain’s case is probably conservative

as the number of immigrants has been rising much faster than predicted (see next section).
Indeed, in 2000 the country’s population registered its largest rise in 30 years, almost
entirely due to immigrants. The officially registered population increased from 40.4 million
at January 1, 2000 to 41.1 million a year later, and 96% of the 617,051 increase was due

to immigrants. This figure does not include illegal immigrants, for whom there are no
reliable figures.

27



Exhibit 1.9.

Population, Fertility Rate and Percentage of Population over 60 of EU Countries

Austria
Belgium
Denmark
Finland
France
Germany
Greece
Ireland

Italy
Luxembourg
Netherlands
Portugal
Spain2
Sweden

UK

(1) These figures are the medium-fertility variant.

Population (millions)

2000

8.0
10.2
5.3
5.1
59.2
82.0
10.6
3.8
57.5
0.4
15.8
10.0
39.9
8.8
59.4

2050

6.4
9.5
5.0
4.6
61.8
70.8
8.9
5.3
42.9
0.7
15.8
9.0
31.2
7.7
58.9

2000

1.24
1.48
1.65
1.55
1.80
1.29
1.24
2.02
1.20
1.76
1.50
1.45
1.13
1.29
1.60

(2) Spain's official population in 2000 was 41.1 million.

Source: World Population Prospects: 2000 revision (United Nations Population Division, 2001 ).

Fertility Rate!

2050

1.65
1.82
1.90
1.94
1.90
1.61
1.85
2.10
1.61
1.90
1.81
1.83
1.64
2.01
1.90

Per Cent over 60

2000

20.7
22.1
20.0
19.9
20.5
23.2
23.4
15.2
24.1
19.4
18.3
20.8
21.8
22.4
20.6

2050

41.0
35.5
31.8
34.4
32.7
38.1
40.7
27.6
42.3
25.2
32.8
35.7
44.1
37.7
34.0
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At the same time, the fast decline of fertility and rising life expectancy have accelerated
the ageing process in Spain'. These trends have wide repercussions for the economy, particularly
in terms of the potential growth of labour supply and productivity and on public sector saving
patterns (which will be highly influenced by changes in spending on pensions, health and care
for the aged).

Declining populations and ageing are Europe-wide phenomena, the extent and the pace
of which vary from country to country. In Spain the trends are more acute. One major factor
behind the sharp drop in the birth rate is the high level of unemployment among women,
particularly those between the ages of 25 and 34 (still at 18% in early 2002). The female
employment rate (employed persons aged 15-64 as a percentage of the total population aged
15-64) was 41.2% in early 2002 (66.6% for men). After Italy, Spain would register the sharpest
proportional drop in population between 2000 and 2050 (22% against Italy’s 25%). Among EU
countries, only the populations of France, Ireland and Luxembourg would increase over the
next 50 years on current trends. Also among EU countries, Spain would have the largest
percentage of its total population over the age of 60 in 2050 (44%, compared with 22%
in 2002), and the average age of its citizens in 2050 (55.2 years) would be the oldest in the
world according to UNPD projections.

Spain already has a fairly high dependency ratio, with around 46 dependants (young and
older persons) for every 100 persons aged between 15 and 64 years (working age). The ratio

1 See World Population Prospects: the 2000 Revision (United Nations Population Division, 2002) and Recent
Demographic Developments in Europe, 2001 (Council of Europe, 2002).
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will substantially increase over the next 50 years unless there is a significant rise in the fertility
rate or a much larger influx of immigrants. The fertility rate of Spanish women has touched
bottom and is beginning to rise a little. The number of births increased in 2001 for the third
year running, the first sustained rise of this length since 1977. Meanwhile, the fertility rate

of female immigrants from developing countries is double that of Spanish women. In 2000,
non-Spanish mothers were responsible for 11.6% of the births in the Madrid region, three
percentage points more than in 1999. However, the behaviour of second-generation immigrants
in matters such as the number of children to have tends to be similar to that of the native
population.

Spain could encourage women to have more children by giving families a more favourable financial
treatment. Spain’s family-oriented policies are the least generous in the EU. In 1994 Eurostat, the EU’s
statistics office, said a Spanish mother needed to have 50 children to receive the same financial aid
from the state as a Belgian mother with three children. A start was made in improving the situation
in 1995 when Spanish families with three children were officially defined as “large” and qualified for
state aid. Previously, the minimum number was five children. In 1998, according to the latest
comparative figures, the family/children function accounted for just 2.1% of total social benefits (EU-
15 average of 8.3%). The tax reform that entered into force in 1999 is more generous towards families,
as are the provisions contained in further income tax reforms that come into effect in 2003.

Immigration

Spain is finding it difficult to adjust to being a net importer as opposed to a net exporter of
labour. The comparatively racially homogeneous country, unlike the UK, France and Germany,
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has only recently become used to the arrival of immigrants in large numbers - a consequence
of, and now a contributor to, Spain’s prosperity.

Whereas between 1962 and 1974 close to one million Spaniards went to work in Germany,
Switzerland and France, now North Africans, in particular, are increasingly making their way
to Spain, braving the treacherous Strait of Gibraltar at night in pateras, basically small wooden
boats with a single outboard motor. On some nights, as many as 500 illegal immigrants have
been caught crossing Spain’s equivalent of the Rio Grande that separates Mexico from the US,
the other fault line between the economically developing and developed words. Many of the
crossings are organised by mafia groups who charge around €2,000 per illegal immigrant.
Others arrive by even flimsier means of transport: four Chinese immigrants in a rubber dinghy
propelled by a Moroccan with flippers were caught in 2002 crossing from Morocco to Benzu
at Spain’s North African enclave of Ceuta, from where they then hoped to reach the mainland.
According to provisional figures from Eurostat, Spain received one in every four net migrants
(immigrants less emigrants) in 2001, the largest proportion among EU countries.

Less than 14km separates Africa, the world’s poorest continent, from increasingly affluent
Spain, the gateway to southern Europe. Between 1990 and March 2002 the total number
of foreigners legally resident in Spain increased from 278,700 (0.9% of the total population)
to 1.2 million (3%). More than half of them are from non-EU countries. The 1.2 million
foreign residents include everyone from British pensioners who retire to Spain to manual
labourers from Latin America and North Africa who probably entered Spain illegally and
then regularised their situation, but it excludes illegal immigrants, for whom there are no
reliable estimates. Even with a maximum of 500,000 illegal immigrants (the estimate is
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Exhibit 1.10. Stocks of Foreign Population in EU Countries (% of Total Population)

1990 1999
Austria 5.9 9.2
Belgium 9.1 8.8
Denmark 3.1 4.9
Finland 0.5 1.7
France 6.3 5.6
Germany 8.4 8.9
Ireland 2.3 3.1
Italy 1.4 2.2
Luxembourg 29.4 36.0
Portugal 1.1 1.9
Spain 0.7 2.0
Sweden 5.6 5.5
UK 3.2 3.8

Source: OECD, 2001.

200,000), Spain’s stock of foreign population at 4% of the total population would still be
below the level of most EU countries (see Exhibit 1.10).

The push factor is poverty and the pull factor Spain’s demand for menial jobs that Spaniards
are no longer prepared to do, particularly in agriculture, construction and domestic services.
Despite having the highest unemployment rate in the EU, there are jobs that Spaniards prefer
not to do? The system of unemployment benefits, a still flourishing black economy and the
extended family network means that, unlike immigrants, Spaniards can to some extent afford to
pick and choose. In 2001, for example, there were 223,000 agricultural workers in Andalusia and
Extremadura being paid a subsidy at the same time as employers in Almeria and Murcia could
not find Spaniards to work on farms and so resorted to immigrants. The builder who fitted a new
back door for this author’s home was Romanian, the plumber who changed the pipes of his
bathroom was Peruvian and the man who painted the bathroom was Brazilian. Were it not for
immigrants, Spain would not be able to harvest its strawberries in Huelva, collect its pears in
Lérida, build more flats, run some of its hotels in tourist areas, find nannies to look after children,
people to care for the elderly in their homes and reduce the cost of keeping horses at livery.
According to the UN, Spain will need between 12 million immigrants between now and 2050 in
order to maintain the level of its population and guarantee the viability of its pensions system.

Not only has the number of immigrants shot up, particularly since the “regularisation”
programme offered to illegal immigrants in 2000, which benefited more than 150,000 people,

2 See Espaiia ante la inmigracion (La Caixa Foundation, 2002)
by Victor Pérez-Diaz, Berta Alvarez-Miranda and Carmen Gonzalez-Enriquez.
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Exhibit 1.11. Spain and Morocco - Population (Millions)

1950 2000 2050
Spain 28.0 39.9 31.2
Morocco 8.9 29.8 50.3

Source: World Population Prospects: 2000 Revision
(United Nations Population Division, 2001).

but the composition has radically changed. This process enabled Spain to partly gauge the
number of illegal immigrants. The total number of legal Moroccans resident in Spain rose from
49,5133 in 1991 to 220,000 in 2001, by far the largest country group. Islam is now the second-
largest religion after Catholicism in Spain, large parts of which, between the early 8th century
and 1492 when the last Arab emir was driven from the kingdom of Granada, were under
Muslim rule. Over the same period legal immigrants from the whole of Latin America increased
from 83,257 to around 200,000.

Morocco’s tremendous demographic pressure and the country’s inability to generate sufficient
jobs are propelling thousands of Moroccans to risk their lives and cross the Strait of Gibraltar.
Hundreds drown every year and scores are killed by the lethal chemical reaction of petrol from
outboard motors and salt water. Between 1997 and 2001, the bodies of more than 3,200
immigrants were found on either side of the Strait. Fifty years ago, Spain’s population was
three times higher than Morocco’s. By 2050, Morocco’s population, on current projections,
will be 60% more than Spain’s (see Exhibit 1.11).

There is solid evidence that Spain is benefiting from immigration. Immigrants have made
a significant contribution to the turnaround in the financial health of Spain’s social security
system, which in 2001 generated a surplus equivalent to 0.8% of GDP, offsetting the small
deficits registered by the central, regional and local governments and producing a balanced
general government budget. Of the total 15.7 million contributors in 2001, 604,900 were
foreigners (452,671 in 2000), 157,394 from EU countries (who have an automatic right to
work in Spain) and 447,506 from other nations. The total number of contributors continued
to climb in 2002 and stood at 16.1 million in May, when 581,594 of them were from non-EU
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Exhibit 1.12. Unemployment (% of the Active Population)

1993 2001
Austria 3.9 3.6
Belgium 6.9 6.6
Denmark 9.5 4.3
Finland 16.4 9.1
France 11.3 8.6
Germany 7.9 7.9
Greece 8.6 10.5
Ireland 15.6 3.8
Italy 10.1 9.4
Luxembourg 2.6 2.0
Netherlands 6.2 2.4
Portugal 5.6 4.1
Spain 22.5 10.6
Sweden 9.1 5.1
UK 10.2 5.0
EU-15 10.5 7.4

Source: Eurostat.

countries (3.6% of the total) and 179,879 from EU nations. Between 1999 and May 2002
the number of contributors from EU countries rose from 120,563 to 179,879 and those from
other nations from 211,844 to 581,594, 42% of them from Morocco, Ecuador, Colombia and

Romania.

Immigrants could also help Spain to fill the depleted ranks of its army, which needs 90,000
soldiers and only had around 76,000 in 2002. The government abolished compulsory military
service as of 2002 and it planned to recruit a maximum of 2,000 immigrants from Latin
America. They would not be allowed to serve more than three years.

There were ugly anti-immigrant riots in Almeria in 2000, where thousands of north Africans
are employed in the plastic hothouses that produce Europe’s winter vegetables. Rioters,
some of them from right-wing extremist groups, destroyed allotments, shantytowns and a
warehouse in the town of El Ejido after three local girls were murdered. El Ejido epitomises
the affluence that parts of Spain have achieved, in large part due to immigrants, and the poor
conditions in which the latter still live. The town is one of the richest in Spain in per capita
income (there are 49 bank branches for a population of around 50,000) and it has virtual
full employment, but little of the wealth has trickled down to the immigrants, who live in
deplorable conditions. The Moroccan-based Spanish writer Juan Goytisolo described the town
as “an eldorado of clandestine work and illegal exploitation.”

Following its “regularisation” programme in 2000, the government tightened immigration

controls with the entry into force of a new law in 2001, and it planned to get tougher.
The law introduced heavier penalties against companies that employ illegal labour. It also made
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Exhibit 1.13. Structure of Employment (as a % of Total Economy)

Spain EU-15
Agriculture 6.6 4.4
Manufacturing 19.5 19.7
Construction 10.4 7.2
Trade, transport, communication 27.4 25.4
Financial services, business activities 9.4 13.9
Public services 26.7 29.3

Source: Eurostat. Figures for 2000.

expulsions easier and obtaining residence more difficult. The yearly quotas for non-EU
immigrants, based on the number of jobs that the government estimates will not be covered
by Spaniards, and other factors have always fallen well short of the demand for labour’.

The official policy needs to be brought into line with reality. Immigration should not be seen
only as a security problem that can be solved by using more sophisticated detection equipment
in the Strait of Gibraltar, but also as an issue about the demand for labour. As long as there is
demand, immigrants in search of work will continue to arrive.

Labour Market

Spain has reduced its stated unemployment rate at a much faster pace than any other OECD
country, but it comes from a much higher starting point and its jobless level, at more than
10%, is still the highest among developed countries (see Exhibit 1.12). The main factors
behind the substantial improvement have been labour market reforms and buoyant economic
activity. The country’s employment structure is similar to that of the EU-15 except for

a larger proportion of people working in agriculture and construction (see Exhibit 1.13).

The dramatic nature of Spain’s longstanding unemployment problem is underscored by
the fact that at the end of 2001 there were only 2.4 million more people employed than the
12.4 million in 1976, even though the size of the economy had more than doubled and
the population had risen by 10%. This figure, however, needs to be qualified; statistics in

3 See Inmigracion: algunas preguntas y respuestas, by Manuel Pimentel, a former labour minister, in El Pais (March 9,
2002).
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1976 were not as reliable as they are now, and the updating of the labour force census
in 1996 showed that the number of jobholders had been substantially undervalued.

Also, methodological changes were introduced to the labour force survey in 1999 to adapt it
to EU requirements. As of the first quarter of 2002, the National Statistics Office (INE) made the
survey more representative of the population structure by taking into account new population
projections with a much larger number of immigrants. The estimates of their number in the past
were way out of line with reality. In addition, INE re-weighted the 25-54 year old age groups so
that their relative importance in the survey would more closely match their proportion of the total
population. The definition of unemployment became more restrictive after these changes, since
unemployed people looking for work solely through INEM labour exchanges must have been
in contact with them in the four weeks prior to the reference week (before, they only had to be in
contact every three months), with the specific aim of looking for a job. The new methodology
increased the size of the labour force by 1.2 million in 2001 and reduced the number of
unemployed by 321,000. As a result the unemployment rate fell from 13% to 10.5%.

There are very wide disparities in unemployment by region. Five of Spain’s 17 autonomous
regions have unemployment levels below or in line with the EU average - Aragon, the Balearic
Islands, Catalonia, Navarra and La Rioja - while two — Andalusia and Extremadura - have rates
of more than 20%. While unemployment remains high, there is the paradox of unskilled and
skilled labour shortages in certain sectors, particularly construction and agriculture, and
increasingly in the ICT sector. In some areas, notably doctors and nurses, Spain has a glut and
is sending them to the UK and Portugal. There is also a large surplus of lawyers, but they are not
being “exported” and, far from giving Spain an agile judicature, the country is saddled with
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a very inefficient legal system that moves at a snail’s pace. Spain has around 142,000 lawyers
(281 per 100,000 citizens). Only the US (800,000) has a larger number in absolute terms and its
population is seven times larger than Spain’s.

Spain’s employment rate (employed persons aged 15-64 as a percentage of the total population
aged 15-64) is still one of the lowest among EU countries. Between the unemployed, students,
pensioners and other categories of “inactive” people, only 53.5% were employed in early 2002
(68% in Germany and 71% in the UK). Improving the employment rate is crucial for further real
convergence by the Spanish economy with the EU.

The 1994 reforms liberalised the hiring end of the market but did not touch the level of
statutory redundancy payments inherited from the Franco regime (relatively generous, as they
were based on the job-for-life principle of the corporatist state in return for political obedience).
The 1997 reforms represented a trade-off whereby unions accepted lower redundancy costs for
new hirings while employers introduced more stable employment contracts in place of a vicious
circle of rotating six-month jobs. Short-term contracts with no firing costs were introduced in
the 1980s and ballooned as employers took advantage of a way to get round the costly
permanent contracts. Redundancies for the permanent contract introduced in 1997, if
“unjustified”, cost a maximum of 33 days’ salary per year worked, with a ceiling of 24 months,
compared with the standard 45 days up to a 42-month maximum (still applied for unfair
dismissals for workers on old permanent contracts). The reform excluded workers aged 30 to 45.
Changes in 2001 applied the 33-day limit more widely and, in return, entitled people on short-
term contracts to eight days of compensation and limited the use of such contracts in collective
bargaining. Part-time employment (less than 10% of total employees, much lower than the EU
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Exhibit 1.14. Severance Payments for Permanent Contracts in Selected OECD Countries
(Months of Salary)

Justified Dismissals After Unjustified Dismissals
9 Months 4 Years 20 Years after 20 Years

Spain
Special groups! 0.5 2.6 12.0 22
Others 0.8 4.1 12.0 30
France 0 0.4 2.7 15
Germany 0 0 0 18
Italy 0.7 3.5 18.0 32.5
United Kingdom 0 0 0 0
United States 0 0 0 Disparate rulings

(1) Long-term unemployed (over one year), temporary workers, young workers (aged 18-30) and women in
special sectors.
Source: OECD.

Exhibit 1.15. The Size of the Shadow Economy in OECD Countries
(% of GDP Using the Currency Demand Method)

Average Average

1989/90 2001/02
France 9.0 15.0
Germany 11.8 16.3
Greece 22.6 28.5
Italy 22.8 27.0
Spain 16.1 22.5
United Kingdom 9.6 12.5
United States 6.7 8.7

Source: Dr Friedrich Schneider.
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average) was also made easier and subsidies were paid to employers’ social-security costs to
encourage more hiring of women. Part-time jobs are particularly essential in Spain to cut

the high unemployment rates of women (18% in 2001, double the EU average) and the elderly
who are capable of working. Part-timers also contribute to tax and social security revenues,
whereas if unemployed they are a drain on national wealth.

There was no further reduction in dismissal costs for permanent contracts, leaving the
segmentation between “expensive” (pre-1997) and “cheap” contracts unchanged in an even
more fragmented labour market. The stringency of Spain’s employment protection legislation
for core workers is among the highest in the OECD countries (see Exhibit 1.14). At the end
of the 1990s, Spain’s labour market was still one of the most regulated. On a scale of 0 to 6,
where O represents no regulation, Spain scored 3.1 compared with 0.5 in the US, 2.6 in
Germany and 3.4 in Italy, according to the OECD.

The proportion of temporary workers has declined little since the 1997 reforms. Close to one-
third of all workers in Spain are still on short-term contracts, three times the EU average.
The lack of job security, along with inadequate training, is one factor behind the very large
number of accidents at work every year. Employment still resembles what the sociologist
Victor Pérez-Diaz calls the “four-square society” after a children’s game. People, especially the
young, move between four points: a fixed-term, precarious job; the shadow economy;
unemployment benefits; and, now increasingly, a stable job. After Greece and Italy, Spain has
the largest shadow economy among OECD countries, and it has grown substantially over
the last decade, largely because of the increase in tax and social security contribution burdens,
cumbersome employment regulations and issues of ethics (see Exhibit 1.15).
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Exhibit 1.16. Tax Burden (Tax Receipts as a % of GDP)

2001E 1980
Austria 44.4 42.4
Belgium 46.1 48.5
Denmark 49.5 45.1
Finland 45.9 38.3
France 45.1 42.6
Germany 41.4 42.8
Greece 38.7 24.4
Ireland 31.5 31.2
Italy 42.1 31.8
Netherlands 39.7 43.6
Portugal 37.6 25.6
Spain 35.8 28.2
Sweden 52.8 48.4
UK 38.3 33.8
E: Estimate.
Source: IWD.

The wage bargaining system is in need of bold reform. Although trade union membership
is very low in Spain at around 10% of total employees, binding statutory extensions ensure
that wage agreements of a specific territorial scope (national or provincial level, for example)
cover non-unionized companies across the whole territory. Small firms, the backbone of
the Spanish economy, with no trade union representation must avail themselves of an
agreement reached at a broader level than corresponds to them. These agreements are rarely
attuned to their particularities. Clauses introduced in 1994 to allow ailing firms to opt out
of the wage regime resulting from collective bargaining agreements have hardly been used.
The system needs to be revamped from industry or regional settlements to company-level
agreements geared to adapting wage demands more closely to increases in productivity.
With unit labour costs rising above the Euro zone average as bargaining takes headline
inflation as a reference (which is higher in Spain than the Euro zone average), the system
is an obstacle to greater competitiveness.

Taxation

Spain’s tax burden (tax revenue as a percentage of GDP) over the last 25 years has risen at

a much faster pace than in other EU countries, except for Portugal and Greece, as it had to do
if the country wanted to finance the building of much-needed infrastructure and create a
welfare state almost from scratch without resorting to massive foreign borrowing or running up
a substantial budget deficit. It rose from 28% in 1980 to nearly 36% in 2001, while the average
over the same period for 14 EU countries (excluding Luxembourg) increased from 37.6% to
close to 42% (see Exhibit 1.16). In 1970 only 303,000 people paid taxes - one in every 20
gainfully employed Spaniards. Today, more than 14 million people file income tax returns.
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The first steps towards creating a modern tax system were taken in 1977, when the
parliament passed an elementary reform that unified the income tax system, applying the same
tax assessment rules to wage earners and non-wage earners, and, for the first time, outlawed
tax evasion. A quarter of a century later, Spain’s top marginal personal income tax rate of 48%
(65.5% in 1979-81, 68.4% in 1982-88 and 56% in 1989-98) and corporate tax rate of 35%
are at the higher end of the range among EU countries, while its standard VAT rate of 16% is
among the lowest (see Exhibit 1.17). The top income tax rate will come down to 45% as of
2003 and the minimum rate from 18% to 15%.

Tax evasion is still high in Spain judging by the size of the shadow economy (22.5%
of GDP) and the anecdotal evidence on the mountain of “black” money that surfaced with
the launch of euro notes and coins in 2002 and the disappearance of the peseta. The small
local bank branch of this author, one of close to 39,000 in all of Spain, received lump sums
totalling Ptas120 million (€721,200), mainly in brand new 10,000-peseta notes, in the first
six weeks of 2002 from customers exchanging pesetas over the counter. Pesetas ceased
to be legal tender in March, but up to Ptas2.5 million could still be exchanged for euros until
July without the bearers having to identify themselves or explain the provenance of the
money. The 10,000-peseta note, the top denomination, was rarely seen in routine commerce
and was widely used to hold dinero negro. The research department of Banco Bilbao Vizcaya
Argentaria (BBVA) estimated that €17.2 billion of “black” money surfaced in 2001 (2.6% of
GDP) because of the “euro effect”. The flushing out of “black” pesetas fuelled a spending
spree in 2001 and helped to push up house prices by an average of 11.4% in real terms,
the largest rise among The Economist’s house-price indices. The real increase in housing
prices in Spain between 1980 and 2001 was 124%, compared with 19% growth in the global
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Exhibit 1.17. Tax Rates in the European Union (%)

Top Marginal
Income Tax Corporate Tax Standard VAT

Austria 43.7 34.00 20.0
Belgium 65.2 40.17 21.0
Denmark 63.5 30.00 25.0
Finland 58.6 29.00 22.0
France 51.4 34.30 19.6
Germany 49.8 38.36 16.0
Greece 40.0 25.00/35.00 18.0
Ireland 42.0 16.00 21.0
Italy 51.4 40.25 20.0
Luxembourg 38.0 30.38 15.0
Netherlands 52.0 29.00/34.50 17.5
Portugal 40.0 33.00 19.0
Spain 48.0 35.00 16.0
Sweden 55.6 28.00 25.0
UK 40.0 30.00 17.5

Source: KPMG. Figures for 2002.

Exhibit 1.18. Tax Wedges! as a Percentage of Labour Costs?

1997 2001
France 39.5 39.4
Germany 35.6 32.6
Ireland 23.8 12.8
Italy 43.3 35.6
Portugal 26.8 24.2
Spain 33.7 31.0
United Kingdom 24.8 17.8
United States 24.1 19.4

(1) Income tax plus employee and employer social security contributions less cash benefits.
(2) One-earner family with two children.
Source: OECD.
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index. Spain has the highest percentage of households owning their own home in the EU
(86%, compared with an average of 61%).

Tax experts say a flat income tax rate would make the Spanish tax system more efficient and
reduce tax evasion. According to a simulation by economists at Santander Central Hispano,
a reasonable alternative would be a minimum exempt of €12,000 and a flat rate of 28.8%,
close to the country’s average effective corporate rate.

Spain’s tax wedge, which measures the share of labour costs attributable to income
taxes and social security contributions less cash benefits (ie, the difference between
workers’ take-home pay and what it costs to employ them), has fallen, as it has in
all OECD countries, and is lower than Germany’s and Italy’s but higher than the UK’s
and the US’s (see Exhibit 1.18).

Welfare State

The Spanish welfare state was one of the last to arrive on the European scene. While most
EU countries were busy between 1960 and 1975 constructing pensions, unemployment
benefits, health and housing schemes, Spain’s economy had a minimal government
presence. Total public sector spending in 1975, the year that Franco died, represented close
to 25% of GDP, compared with an average for the then European Community countries

of 40%. But, once democracy was established, Spain began racing to catch up, without due
regard as to whether the country could afford it or the tax system could sustain it. General
government outlays peaked at 47.2% of GDP in 1993 and in 2002 were an estimated 380%.
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Most of the growth in spending came from expenditure on social protection, but this figure
in GDP terms is still below the EU-15 average (21.6% in 1998, the latest comparative figure
available, compared with an average of 27.7%, according to Eurostat).

Income distribution is also more skewed than the EU average: in 1998 (latest available
data), the share of the total income received by the 20% of the population with the highest
income (top quintile) was 6.8 times higher than that of the lowest quintile, compared with
the EU average of 5.4 times. It should be borne in mind, however, that income inequalities
reflect factors that are not usually associated in people’s minds with this issue, such as the
overall unemployment rate (still high in Spain) and late entrance into the labour market
of graduates.

Spain has built up a welfare state, but in some areas it still has a “social deficit”.
Nevertheless, it is a socially cohesive country. This is largely due to the country’s
extended-family based society, which the sociologist Victor Pérez-Diaz calls the
“cornerstone” of the Spanish welfare state. An estimated 60% of people aged between 25
and 30 live at home and only 13% of households have one occupant. The family is on the
retreat throughout the developed world, particularly in northern Europe, but to a lesser
extent in Spain. The extended family looks after unemployed members, enables the young,
if they wish, to live at home and save while they are beginning their working life and
allows the great majority of pensioners to live with their children. In the latter case,
this informal assistance from families provides older persons with living standards similar
to those of the rest of the population, making up for the shortfall in minimum pensions
(one-third of all pensions range from 20% to 30% of the average wage).
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The ageing population (Spain’s life expectancy of 78 years is longer than the OECD
average) and the very low birth rate, with the resulting rise in the dependency ratio
(the population aged 65 and over as a percentage of the population aged 20 to 64),
are putting the public pension and health systems under growing pressure. This is
a Europe-wide problem, but relatively more acute in Spain, whose dependency ratio
is projected to increase from 27% in 2000 to 62% in 2050 (from 26.5% to 52% over
the same period for the EU as a whole). One factor that strains Spain’s dependency
ratio is late entry into the labour market because of the long time it takes students
to complete their university studies and graduate. Most university degrees run for five
years, and many students have to repeat courses (see the section on education).

A student in the UK, for example, would tend to graduate at the age of 22/23
compared to over 25 in Spain in many cases.

The drain on Spain’s public finances will increase appreciably as from 2020-25, when the
“baby boom” generations born between 1954 and 1975 have retired and the burden
of larger pension expenditure is borne by a dwindling cohort of taxpayers?. This scenario,
of course, assumes a decline in the population which is by no means certain as the fertility
rate of Spanish women could pick up and the number of immigrants be much larger than
predicted. A group of experts drawing up a report for the European Commission calculated
that Spain’s spending on pensions would double to around 18% of GDP by 2050,
the largest increase among EU countries, unless changes are made.

4 This section draws on the chapter on pensions in the OECD’s survey of Spain (June 2001).
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Exhibit 1.19. Main Parameters of Public Pension Schemes in Selected OECD Countries
for Employees in the Private Sector, from 2000 Onwards

Statutory Retirement Contribution Period Reference Period Maximum
Age (Men/Women) for Full Pension (Years) for Benefits Replacement Ratio (%)
Spain 65 35 Last 15 yrs 100
Belgium 65/61 45/41 Career 60
Finland 65 38 Career after 60
23 yrs of age
France 60 40 25 yrs 80
Germany 65 45 Career 70
Italy 57-65 40 Career No maximum
Japan 60/55 40 Career 30
Portugal 65 40 Best 10 yrs 80
United Kingdom 65/70 49 Career 20
United States 65 35 Best 35 yrs 41

Source: OECD.

For the moment, pension payments are not a problem. The social security system generated
a surplus of 0.8% of GDP in 2001, when the number of contributors rose 3.3% to a record 15.7
million. The government’s own estimates for the 2001-15 period, based on conservative
assumptions for the main macroeconomic variables (real average GDP growth of 2.9%,
inflation of 2% and average employment growth of 1% in terms of social security enrolments)
show that the pension system will suffer relatively little change. Pension expenditure will
hardly drop (from 8.4% of GDP to 8.25%), while revenue from social security contributions
will decline from 10% to 8.5%. If correct, this would signify that there is time for the necessary
reforms to be implemented and take effect.

The all-party 1995 Toledo Pact on pensions enshrined the pay-as-you-go (PAYG) system,
where the social security contributions of today’s workers pay for the pensions of the retired
as the “essential” pillar of pensions, and commits governments to indexing state pensions
to inflation. Amongst the timid reforms was increasing the eight-year base period of social
security contributions for calculating pensions to 15 years by 2003, a year before the next
general election and not one for taking unpopular decisions. In the majority of countries,
pensions are computed on the basis of earnings over an entire working life and not just
the latter part of it (see Exhibit 1.19). The replacement rate is seldom more than 75%,
and in most countries the average annual rate of entitlement accrual ranges from 0.5% to
2%, much lower than Spain’s 2.9%. Yet, despite this comparative generosity, public
expenditure on pensions is lower than the European average. Average pensions
(all categories combined and without adjustment for the different tax treatment across
countries) represented only 64% of per capita GDP in 1998 (latest comparative figure
available), compared with a European average of 75%.
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There are two contradictory trends in Spain’s pension system that are complicating the
situation. On the one hand, the Toledo Pact is an attempt, albeit a modest one so far, to look
ahead and prepare for the expected demographic changes. On the other hand, private-sector
companies resorted in the 1990s to reducing their labour costs as part of corporate
restructuring by paying off payroll workers over the age of 50 and employing younger people.
Most of these “early retirements” are really long-term unemployed people who find it difficult
to get another job and whose motivation to obtain one depends, to some extent, on the size of
the severance payment. The government moved to counter this negative trend in March 2001
by providing incentives to extend working life beyond the age of 65. In 2002, 13% of men
over the age of 60 were still working in Spain, compared with 23% in the US, 19% in the UK
and only 6% in France. Employees are now allowed to receive a partial pension while
continuing to work, which was very difficult before. Those that continue to work after 65 are
exempt from social security contributions if they have already paid for 35 years. However,
the government also extended the possibility of early retirement to new groups of agents,
raising the risk that early retirement will start growing again.

The volume of private pensions - to supplement public pensions - is growing but is still
comparatively small in Spain. Private pensions began in 1988. In 2001 these assets totalled
€43.8 billion (6.7% of GDP) and there were 5.8 million participants in a population of 20.4
million aged between 25 and 64.

Public spending on health represents around 5.5% of GDP. Total spending is about 8%.

Per capita expenditure, allowing for differences in living standards across countries, is close to
the OECD average. However, the number of hospital beds and nurses per inhabitant is lower
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than elsewhere in the OECD; there is a problem of waiting lists, though not as bad as that

of the dire situation in the UK. Another weak area is the very low number of people over

the age of 65 who receive some type of home service provided by the state (1.4% compared
with 7% in France, 9% in the UK and 30% in Sweden, according to the OECD in 1998).

Most of this work is done by private sector companies employing poorly paid Latin Americans.

Although public spending is below the OECD average, Spain scores very well in the World
Health Organisation’s ranking of health-care systems. In its World Health Report 2001,
Spain was ranked 7™ in overall health system performance, ahead of Germany (25, the United
Kingdom (18%) and the United States (37%). The ranking is based on five measures. Among
them is the overall population health as determined by “disability-adjusted life expectancy”
(DALE), the number of good years of health that an average baby can expect in his or her
lifetime. The study also rates the “responsiveness” of health-care systems, according to
how promptly they provide medical attention, how much choice they offer and how well they
respect the confidentiality and autonomy of patients. The WHO uses a measure of efficiency
which assesses health-care systems on the basis of inputs as well as outputs, including
per capita spending and the average number of years a country’s citizens spend in school.

Education

Spain’s education system is beginning to undergo much-needed reforms. The country’s
qualitative education indicators lag behind most OECD countries, the drop-out rate among
secondary school students is particularly high (around one in four leave school without their
certificate), a mass university system has been created and there is a mismatch between labour

48



market requirements and available skills. The generally mediocre education system, however,
has not been an obstacle to Spain’s success so far, but it is fair to say that it has prevented

the country from realising its full potential, and the more the economy becomes globalized the
more the shortcomings will be felt.

The state of Spanish secondary education was underscored by the country’s poor showing
in the OECD’s survey among 15-year olds, carried out in 2001 by the Programme for
International Student Assessment (PISA). Spain was significantly below the OECD average
in all three literacy categories (see Exhibit 1.20). The government said the “worrying” results
backed the need for its reforms, while the opposition parties said they highlighted the
“disastrous management” by the education ministry and the effect of budget cutting.

Spain’s expenditure on public education (4.4% of GDP, according to the latest available
figures in the 2001 edition of the OECD’s Education at a Glance) is not far from the country
mean of 5.0%. The spending per student and the ratio of students to teaching staff are mostly
lower than the average but not by a huge margin. Nevertheless, Spain performed badly in the
PISA survey. The reforms in primary and secondary education include teaching a first foreign
language and computers at an earlier age (6-8 and 8-10 years, respectively) and establishing
a minimum content in the secondary and bachiller curricula for the whole of the country.
Students would be channelled into vocational training or towards universities at the age of 14,
two years earlier than at the moment. Less than 40% of secondary students opt for vocational
training courses compared with an EU average of 57.6%°. As regards the content, the

> See La educacién y la formacién lo son casi todo by Guillermo de la Dehesa (EI Pais, May 25, 2002).
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Exhibit 1.20. Schooling Outcomes - Ranking by Countries

Reading Literacy!

Finland
Canada
New Zealand
Australia
Ireland
Korea

UK

Japan
Sweden
Austria
Belgium
Iceland
Norway
France

us
Denmark
Switzerland
Spain
Czech Rep.
Italy
Germany
Liechenstein
Hungary

546
534
529
528
527
525
523
522
516
507
507
507
505
505
504
497
494
493
492
487
484
483
480

Mathematical Literacy?

Japan

Korea

New Zealand
Finland
Australia
Canada
Switzerland
UK

Belgium
France
Austria
Denmark
Iceland
Liechenstein
Sweden
Ireland
Norway
Czech Rep.
us
Germany
Hungary
Russian Fed.
Spain

557
547
537
536
533
533
529
529
520
517
515
514
514
514
510
503
499
498
493
490
488
478
476

(1) Mean performance on the combined reading literacy scale.

(2) Mean performance on the mathematical literacy scale.
(3) Mean performance on the scientific literacy scale.

Source: OECD PISA Study, December 2001.

Scientific Literacy3

Japan
Korea

New Zealand
Finland

UK

Canada
New Zealand
Australia
Austria
Ireland
Sweden
Czech Rep.
France
Norway

us
Hungary
Iceland
Belgium
Switzerland
Spain
Germany
Poland
Denmark

557
547
537
536
532
529
528
528
519
513
512
511
500
500
499
496
496
496
496
491
487
483
481
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Exhibit 1.21. Educational Attainment of the Population in Selected OECD Countries
(% Distribution by Level of Attainment in 1999)

At Least Upper Secondary Total Tertiary Education
25-64 Years 25-34 Years 25-64 Years 25-34 Years

Finland 72 86 31 37
France 62 76 21 31
Germany 81 85 23 22
Italy 42 55 9 10
Spain 35 55 21 33
United Kingdom 62 66 25 27

Source: OECD and Educacion superior y futuro de Espafia by Victor Pérez-Diaz and Juan Carlos Rodriguez
(Fundacién Santillana, 2001).

devolution process has made it difficult to establish a basic and common educational standard.
The content varies from region to region, particularly in the most nationalistic regions, such as
Catalonia and the Basque Country. For example, the government’s proposed changes to the
national curriculum for history stirred up a hornets’ nest of complaints from the Basque and
Catalan governments. They were incensed by the phrase “understand and evaluate the unitary
character of Spain’s history”; the ministry of the central government in Madrid agreed to
replace “unitary” with “common”.

There are 1.6 million university students - 16 times higher than in 1950 and five times more
per capita than the Netherlands. About 40% of students drop out before graduation and
between 40% and 45% repeat courses®. When the 1990 education law, which raised the school-
leaving age from 14 to 16, was enacted it was forecast that 40% of 16-year-old students
wishing to continue their studies would sign up for vocational courses. The vast majority,
however, chose to remain at school for a further two years to obtain the bachiller (senior
secondary schooling certificate), which is required to sit for university entrance exams.

There was a change of trend in 2001/2002 towards vocational courses.

Spain ranks well (7! among 29 OECD countries) on the basis of the percentage of people (33%)
aged 25 to 34 with a university degree or higher (see Exhibit 1.21). It is well ahead of Italy and
above France and Germany. The same figure for the whole population aged 25 to 64, however,
drops to 21% (17t in the ranking). The problem is not one of quantity but of quality. A high
proportion of graduates are over qualified for the jobs they get, and so do not need to spend

6 See pages 35 to 60 of Una interpretacion liberal del futuro de Espaiia by Victor Pérez-Diaz (Taurus, 2002).
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so much time at university, and at the same time many graduates need further studies after leaving
university in order to carry out their professional activities. The answer is not just one of spending
more money: the level of Spain’s spending on university education in GDP terms is already similar
to that of France, Germany and the UK, whose per capita income is higher than Spain’s.

The respective figures for upper secondary education attainment are far worse: 55% for those
between 25 and 34 (23" position) and 35% for the 25 to 64 age group, far from the average
of 62% and the fourth lowest rate among OECD countries after Mexico, Portugal and Turkey.’
These figures show that Spain still has a long way to go in secondary education, but it is
a problem that should improve with the passing of time provided the drop-out rate among
teenagers is reduced. The proportion of individuals aged 25 to 34 at the moment with at least
upper secondary education is more than three times as high as in the age group 55 to 64.

There is little competition between the state-owned Spanish universities. The arrival of

private universities, which account for 20%-25% of students in Madrid, Catalonia and

the Basque Country, has injected some competition into the system and, together with the low
birth rate, which is sharply reducing the entry of new students each year, has eased the
overcrowding problem. There is also little quality assessment and no relationship between
this and the funds received (which means there is no control of standards and no effective
penalisation), and over 90% of lecturers teach in the very same department where they
completed their first degree. This rate of “inbreeding” resulting from social networks that,

7 See chapter 3 of Educacién superior y futuro de Espaiia by Victor Pérez-Diaz and Juan Carlos Rodriguez (Fundacion
Santillana, 2001).
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regardless of the candidates’ merits, systematically award positions to one of their members,

is much higher than in other countries. There is very little outside competition for lectureships.
Many of the best brains, especially in science, end up in universities abroad, and those who
complete doctoral or postdoctoral training abroad and return to Spain are often discriminated
against when they apply for posts in their former universities®. According to a study by two
Spanish scientists working in the UK, 93% of researchers holding permanent faculty positions
in science departments in the US had been external candidates for the posts, 83% in the UK,
50% in France and only 5% in Spain®. These endogamic practices are a barrier to high-quality
research and teaching in universities.

The university reforms that came into effect in 2002 amidst uproar from teachers and rectors
defending the status quo aim to improve the quality of universities and the way they are
administered, while devolving more responsibility for them to the regions. The national
selection exam known as selectividad for admissions will end in 2004, leaving each university
free to use whatever procedures it chooses. Despite its name, the exam is far from selective:
eight out of every ten students are accepted, though not necessarily for the course they want
unless they obtain the required grade. Would-be doctors can end up studying history,
for example, because they do not get the more demanding grade for medicine. “Under
the slogan ‘universities for everyone’ overcrowding has been confused with equality
of opportunities”, lamented José A. Herce San Miguel, director of the Foundation of
Applied Economic Studies'®.

8 See the letter “Returners Not Welcome at Spanish Universities” in Nature (October 26, 2000).
9 See the letter “High Rate of Inbreeding in Spanish Universities” in Nature (Volume 410, March 2001).
0See La Universidad espaiiola y el factor 1/2 in El Pais (January 17, 2002).
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Exhibit 1.22. R&D Expenditure (% of GDP)

1995 2000
Austria 1.56 1.79
Belgium 1.72 NA
Denmark 1.84 NA
Finland 2.29 3.3
France 2.37 2.15
Germany 2.31 2.45
Greece 0.49 NA
Ireland 1.35 NA
Italy 1.00 NA
Netherlands 1.99 NA
Portugal 0.57 NA
Spain 0.81 0.94
Sweden 3.46 NA
UK 1.99 1.84

Source: Eurostat.
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The cliquey system of patronage and internal promotion will be opened up, and those who
want to be teachers will face national tests to join a pool from which universities will have
to choose. In public universities - 48 out of Spain’s 66, and accounting for over 90% of
the students - almost half the teaching posts (against today’s limit of 30%) will not carry
tenure, and non-tenured staff will be more closely vetted.

R&D

Spain’s progress in modernizing its economy has not been matched by a similar drive

in R&D expenditure. It is striking that the last Spaniard to win a Nobel prize for science was
Santiago Ramén y Cajal in 1906 (for medicine). The country’s R&D spending is still only half
the EU-15 average and one-third that of leaders such as Finland, despite the priority given
to this area since the EU Lisbon summit in December 2000. However, taking into account
differences in per capita income Spain’s expenditure is not so far behind (see Exhibit 1.22).
The country, however, has a relatively high rate of technology dependence, as measured by
the technology balance of payments, and a low rate of inventiveness. The number

of European Patent Office applications per million population was 14.7 in 1997, compared
with an OECD average of 75.5, according to the latest comparative figures in the 2001
edition of the OECD’s Science, Technology and Industry Scoreboard.

Under the 2000-03 National Plan for Scientific Research, Development and Technological
Innovation, the modest goal is for R&D spending to reach 1.3% of GDP in 2003. Whereas
in the most industrialised countries R&D is mainly funded by the private sector (accounting,
on average, for 70% of investment), in Spain spending is fairly evenly divided between the
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Exhibit 1.23. Internet Penetration Rates (%)

2002E 2006F

France

Individuals 27 44

Households 31 44
Germany

Individuals 41 54

Households 42 53
Italy

Individuals 34 44

Households 31 44
Spain

Individuals 23 39

Households 22 38
UK

Individuals 43 54

Households 41 53

E= Estimates. F= Forecasts.
Source: Jupiter Media Metrix.

public and private sectors in the richer regions, and in the poorer ones the state accounts
for 70%. One of the goals of the Plan is to increase the private sector’s share of the national
total to 65% through tax measures and increased public funding. Another priority is

to increase the number of research positions and long-term contracts (more than 800

in 2001) to 2,000 by 2003.

There is a substantial mismatch between the supply (inadequate) of researchers and the
demand for them (growing). Higher education expenditure on R&D remained unchanged
between 1994 and 2000 at 0.27% of GDP - half that of Finland. Despite the generally low R&D
effort, although expenditure is growing substantially above the average government spending,
Spain is advanced in some areas. CASA, Spain’s state-owned aircraft company, was one of the
three companies that created the European Aeronautic Defence and Space Company (EADS),
Europe’s premier aerospace and defence company and number three worldwide. The other
two founding companies are Aerospatiale Matra (France) and DaimlerChrysler Aerospace Group
(Germany). Other innovative high-tech Spanish companies are Indra and Zeltia.

Information and Communications Technology (ICT)

Spain needs to make greater progress in the main indicators of Information and
Communications Technology (defined as information technology plus telecommunication
equipment and services). The Spanish Association of Technology and Information Companies
(Sedisi) says Spain is 12 years behind the EU average. The country is still what the World
Economic Forum (WEF) calls a “non-core economy” in matters of technological advancement
(countries with less than 15 patents per million population). Economic growth in the core
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Exhibit 1.24. ICT Spending by Selected OECD Countries, (% of GDP)

1993 2001
United Kingdom 7.4 9.7
France 6.0 9.1
Germany 5.5 7.9
United States 7.3 7.9
Italy 3.8 5.7
Spain 3.8 5.1

Source: Digital Planet 2002, published by WITSA.
Based on research by International Data Corporation.

economies is powered, fundamentally, by their capacity to innovate. Spain was ranked 21st
in the WEF’s 2001 Innovation Capacity Index and 34th in the Economic Creativity Index.
The first index assesses a nation’s innovation environment including the ability to retain
scientists and engineers and the second gauges economies’ involvement in new technologies,
combining pure innovation with transfers of technology and start-ups.

The Spanish government’s INFO XXI Action plan for 2001-03 has made modest progress,
even though the tax framework supporting corporate R&D and technological innovation
is now one of the most favourable in the OECD. Digital training programmes for users and
professionals, programmes to promote the use of new technologies in companies and
electronic security programmes were slow to get under way.

The liberalization of the telecommunications market (see Chapter 3) has produced notable results,
the clearest sign of which is the surge in the penetration rate of mobile telephony (more than 75%
and close to a level of saturation). Nevertheless, the problems encountered in developing the project
to create “virtual mobile operators” (without networks), which would generate a more competitive
environment, and the fact that Internet is still not a “universal telephony service”, which would
provide access to the Web for the whole of the Spanish population, are holding back progress.
Spain’s Internet penetration rate is well below the EU average (see Exhibit 1.23).

Spain’s total ICT spending rose from $19.2 billion in 1993 to $30.3 billion in 2001. In GDP
terms, Spain spent 5.1% - below the world average of 7.6% (see Exhibit 1.24). ICT per capita
was $768 in 2001 as against $2,933 in the US, $1,880 in Germany, $2,318 in the UK and $1,116
in Italy. As regards the value added of ICT branches, growth has been more dynamic than the
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Exhibit 1.25. Investment in Knowledge, (% of GDP, 1998)

Public and

Private Spending

Total R&D Software on Higher

Education

Finland 5.2 2.9 1.2 1.1
France 4.1 2.2 1.2 0.8
Germany 4.2 2.3 1.2 0.7
Italy 2.1 1.0 0.5 0.6
Spain 2.2 0.9 0.5 0.8
UK 3.9 1.8 1.3 0.8
us 6.0 2.6 1.5 1.9

Source: OECD Science, Technology and Industry Scoreboard, 2001

economy as a whole, especially in IT-related activities. Productivity, which is at a relatively high
level, has also performed better. However, as the weight of ICT activities in the whole economy
remains small, their contribution to overall growth has been modest. ICT manufacturing in
countries such as France, Ireland, Finland, the UK, the Netherlands and Sweden account for a
proportion of total manufacturing that is almost twice that of Spain. An encouraging sign,
however, is the increase in the number of computers connected to the Internet in schools, which
in 2001 stood at three computers per 100 pupils, but still below the EU average. Spain needs

to invest a lot more in knowledge (see Exhibit 1.25).

The portal www.administracion.es gives access to all the online services provided by
the government. Users can make enquiries and complete the paperwork of different government
departments, some of which offer online capabilities, such as social security on the Net
and Internet tax returns.
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Chapter 2



The Economy



Spain has become increasingly prosperous since it began to open and liberalize its economy.
The first tentative steps came in the 1960s, but liberalization began in earnest during the 1980s
and has continued to the present day. Spain’s gradual transition to a market economy - taking
advantage of rapid European regional integration - has arguably been the most successful
among the former state-dominated economies.

Twenty years of autarky, following the 1936-39 Civil War, came to an end in 1959 with the
Stabilization Plan, which encouraged foreign investment, opened the country to tourism and
began to integrate the peseta into a transnational monetary system. The plan ushered in a long
period of “miracle” growth. Between 1961 and 1973 real GDP increased 7% per year - the fastest
growth of among member states of the OECD apart from Japan. The economy then went into
the doldrums (growth averaged 1.4% in 1974-84) as Spain tackled its transition to democracy
and coped belatedly with the 1973 oil-price shock, which triggered a slump worldwide.

In 1986 Spain joined the European Economic Community (EEC) and embarked on another
sustained period of high growth, fuelled by greater macroeconomic stability, EEC funds, foreign
investment and freer international trade. The economy expanded on average by 3.1% in 1986-
98, with one year of recession in 1993. In 1999 Spain was one of the founders of European
Monetary Union (EMU) and the single currency, the euro, which became legal tender in 12
of the 15 EU countries in 2002. Growth between 1999 and 2002 was more than 3% a year.
Since 1986 economic growth has almost consistently been higher than the OECD average.

It is instructive to remember that in the 1960s the GDP per capita of Spain, Portugal, Greece
and Turkey was almost the same. By 2000, Spain’s was five times higher than that of Turkey,
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Exhibit 2.1. Top 20 Most Global Nations

1. Ireland 11. Norway

2. Switzerland 12, United States
3. Singapore 13. France

4. Netherlands 14. Germany

5. Sweden 15. Portugal

6. Finland 16. Czech Republic
7. Canada 17. Spain

8. Denmark 18. Israel

9. Austria 19. New Zealand
10.  United Kingdom 20. Malaysia

Source: A.T. Kearney/Foreign Policy Magazine, January/February 2002.

which only now is a candidate for full EU membership. Of course, there are many other issues
apart from the purely economic, such as its demographics, which have helped Spain to achieve
higher per capita wealth, but this is not to belittle the country’s progress.

EU membership, followed by EMU membership, has rapidly integrated Spain into the world
economy and helped it to sustain the most robust period of growth since the return to
democracy in the late 1970s. The country was ranked the 17! most global nation in the
A.T. Kearney/Foreign Policy Magazine Globalization Index, based on economic integration,
personal contact (including cross-border transfers and tourism), technology and political
engagement (see Exhibit 2.1). In the US Heritage Foundation’s Index of Economic Freedom,
Spain was ranked 26" (see Exhibit 2.2). This ranking is based on trade policy, fiscal burden,
government intervention in the economy, monetary policy, capital flows and foreign investment,
banking and finance, wages and prices, property rights, regulation and the black market.

The macroeconomic stability criteria required for EMU membership (in terms of lower
inflation, low interest rates and fiscal discipline) has locked Spain into a virtuous circle
of sustained growth with low inflation, albeit still above the European average. However,
its budget and public debt levels in GDP terms are lower (see Exhibit 2.3). By assuming these
stability standards and adding to them improvements in the workings of markets and in the
flexibility of the economy, a change has been wrought in the Spanish economy’s pattern
of behaviour over the course of the cycle. The pattern has differed from previous cycles,
where the imbalances incubated in expansionary phases would inescapably result in periods
of recession and job destruction. Unlike in the past, the slowdown in the Spanish economy as
of 2001 has been marked by the maintenance of positive rates of growth, job creation and real
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Exhibit 2.2. Index of Economic Freedom Rankings, 2002

1. Hong Kong 4. United States 15. Bahrain 20. Germany

2. Singapore 9. Australia 15. Canada 23. Cyprus

3. New Zealand 9. Chile 17. Bahamas 23. United Arab Emirates
4. Ireland 9. United Kingdom 17. EIl Salvador 23. Iceland

4. Estonia 12. Denmark 17. Sweden 26. Barbados

4. Luxembourg 12. Switzerland 20. Austria 26. Portugal

4. Netherlands 14. Finland 20. Belgium 26. Spain

Note: A total of 155 countries are ranked.
Source: Heritage Foundation.

Exhibit 2.3. Inflation, General Government Budget and Public Debt!

Inflation Budget Public Debt

(%) (% of GDP) (% of GDP)

Spain 2.8 1] 57.2
Euro-12 average 2.3 -1.3 69.1

(1) 2001 figures.
Source: Eurostat.
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convergence with the EU. Moreover headway has continued to be made in fiscal consolidation,
to the point that budget balance was attained.

Furthermore, according to the theory of optimum currency zones, the Spanish economy
should fit well within the EMU and still has much potential to gain from - and incentives to
push - future economic reforms. First, the Spanish economy, like most of its EU partners,
meets the first criteria for establishing a fruitful common currency, as it exhibits a high degree
of intra-area trade openness (ie, exports and imports measured against GDP). Spain’s intra-EU
trade represented 31.1% of GDP in 2001 (23.7% in 1995), higher than Italy and the UK and
just below Germany and France (see Exhibit 2.3).

An optimum currency area should also be internally characterized by mobile resources
(particularly capital and labour) and flexible wages and prices. This is because, while monetary
policy flexibility no longer exists at the nation-state level, fiscal policy sovereignty must be
sacrificed upon the altar of shared fiscal austerity, particularly given that discretionary fiscal
policy is of little counter-cyclical use under the euro’s flexible exchange rate regime vis-a-vis
other currencies like the dollar and yen (see below). Hence, the Stability Pact and the emphasis
on each member state minimizing the government’s budget deficit even in the middle of a mild
recession. Under such common currency conditions, discretionary use of national fiscal policy
would be of macroeconomic counter-cyclical use only in the event of highly effective fiscal
policy coordination among the member states (ie, looser fiscal policy in the areas experiencing
the sharpest recession and tighter fiscal policy in the areas experiencing the mildest slowdown)
or the existence of a centralized fiscal policy for the EMU area as a whole, including
the capacity for more significant internal EMU transfer payments. While the former objective
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may be increasingly possible under the auspices of the Stability Pact, the latter certainly
appears to be a long way off in the future.

Because labour market flexibility is the principal economic area where Spain might still
improve in the future, it does stand to gain in the context of the common currency area in
the event of future labour market reform. Many would even argue that, now that Spain is in
the common currency area, the economy’s excess unemployment, particularly in the event of
a future asymmetric shock (see below), might only be reduced by further labour market reforms
which increase wage and price flexibility and improve labour mobility both within Spain and
between it and other parts of the EMU.

The cost of EMU membership for Spain in terms of economic policy is the loss of the
exchange rate as an instrument to offset external shocks and the forfeiture of control over its
monetary policy, which is now set for all EMU countries by the European Central Bank with
a single interest rate. There are two kinds of shocks: symmetric (ie, one affecting all EMU
countries with the same intensity) and asymmetric (ie, one affecting countries in varying
degrees). If the shock were symmetric, then the exchange rate of the common currency, in this
case the euro, could be modified to offset the upset. In this case, the loss of a national currency
would imply no loss of economic policy capacity. If the shock were asymmetric, then the loss
of the exchange rate would represent a cost if there were no other factors within EMU
to offset the shock: price and wage flexibility, labour mobility between member countries or
a centralised budget which acts as an automatic stabiliser. In the event that these three factors
were insufficient, loss of the exchange rate would represent a higher cost.

66




Exhibit 2.4. Intra-EU Trade (% of GDP)

Austria 49.2
Belgium 113.8
Denmark 39.8
Finland 35.6
France 32.2
Germany 32.2
Greece 16.4
Ireland 79.4
Italy 24.2
Luxembourg 86.0
Netherlands 76.8
Portugal 42.4
Spain 31.1
Sweden 39.4
UK 22.0

Estimates for 2001.
Source: Eurostat.

Spain’s costs are those linked to the probability of suffering an asymmetric shock, which,
in turn, depends on the degree of similarity between the economies comprising EMU. The more
similar they are, the lower the probability of asymmetric shocks is. By calculating the coefficient
of correlation between Spain’s GDP growth and that of the core EMU countries (Germany,
France, the Netherlands, Belgium and Luxembourg) over a long period, one can evaluate whether
the Spanish economy is one that has been traditionally characterized by asymmetric shocks:
the closer the coefficient is to one, the fewer asymmetric shocks have been suffered. Spain’s
coefficient between 1974 and 1986 was 0.66, the second highest after Italy of the countries not
in this group, and 0.80 between 1986 (when Spain joined the EC) and 1996, which shows that
its economic cycles have become increasingly closer to those of the hard core countries.

In 1994-99, the coefficient with the European Union as a whole, measured by the output gap,
was 0.96 (see Exhibit 2.4), underscoring the increasing synchronization of economic cycles.!
The output gap is the difference between the economy’s actual output and the level of production
it can achieve with existing labour, capital and technology without putting sustained upward
pressure on inflation. Spain is the country that has moved the closest to the economic cycle
of EMU countries. It started later than countries like Germany and France, whose economies were
integrated into Europe before Spain, but once it was integrated it converged at a faster pace.

What would have happened if Spain had turned its back on globalization and not joined
the Euro zone? It is impossible to give a scientific reply, but several consequences can be

1 See chapter 10, by José Antonio Martinez Serrano and Vicente Pallardé Lopez, in Del real al euro, una historia de la
peseta (La Caixa, 2000).
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briefly pointed out. The country’s traditional macroeconomic imbalances in inflation,

the budget, balance of payments and unemployment would have improved - but not to the
same extent - without joining the single currency because Spain could not have afforded to
be too much out of line with its main trading partners. The Euro zone imposes a discipline
on Spain. Interest rates would not have come down anywhere near as much had Spain
remained outside the euro. One reason why they have declined is the disappearance of

the risk premium, as the peseta (a weak currency in the past) is now part of the euro and this
has been discounted by the markets. Lower interest rates have “saved” the public sector

a considerable sum of money in debt financing costs (see Chapter 8). The euro has also
helped Spain to withstand international economic crises better than in the past, particularly
the contagion from problems in Latin America, where Spanish companies have major
interests (see Chapter 5).

Budget

The most significant achievement has been the turnaround in the general government financial
balance - from a deficit of 6.6% of GDP in 1995 to a balanced budget in 2001 for the first time
since democracy was restored. Without the fiscal discipline imposed by Brussels, it is quite
likely that such progress would never have been made. Over the same period the average for
the Euro zone went from a deficit of 5.8% of GDP to a deficit of 1.3% in 2001. A significant
proportion of Spain’s reduction was due to lower spending and not to increased revenues.
Indeed, personal income tax rates were reduced in 1999, although overall tax receipts have
risen because of increased revenues from consumption-based and corporate taxes and the surge
in the number of social security contributors, all of this reflecting a buoyant economy.
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The prospects for a sustained improvement on the budgetary front are good. The fiscal
stability law, to be implemented for the first time in the 2003 budget, abandons deficit
financing as one way of financing public expenditure and seeks to ensure that government
accounts always balance or show a surplus. The law enshrining the balanced budget principle
is more binding than the rule imposed by the EU’s Stability and Growth Pact and tougher
(the Pact allows a maximum deficit of 3% of GDP).

The economic logic behind fiscal austerity — which may not be quickly or easily grasped
by a simplistic understanding of macroeconomics - is a powerful one, particularly now that
the EU is structured in macroeconomic policy terms in a similar way to the US. The Euro
zone is now a large, relatively closed economy (international trade accounts for some 15%
of Euro zone GDP, compared with 30%-50% of the individual pre-Euro zone economies)
with a single continental currency that fluctuates freely again the dollar and the yen.
Under these new exchange rate circumstances, the European Central Bank (like its US
counterpart, the Fed, the policy-making body responsible for monetary policy) effectively
wields all macroeconomic influence over the Euro zone economy. Under the new exchange
rate regime, with highly mobile international capital, fiscal policy cannot constructively
influence macroeconomic variables in a sustainable fashion. This new scenario contrasts
with a fixed exchange rate regime - the one previously dominant for decades in Europe -
in which Keynesian deficit spending could often have a sustainable constructive effect
upon the economic cycle. On the other hand, monetary policy’s power to influence
the economic cycle was neutralized under fixed rates by the necessity of using interest rate
policy to defend the exchange rate.
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It has therefore become imperative for countries like Spain to hold the budgetary line,
particularly since, in the absence of a centralized Euro zone budget, there are now 12 potential
(nation-state) points of deficit abuse in the euro area. Budget deficits now, under the new
exchange rate regime, can only lead to increasing debt burden while failing to inject any
sustainable stimulus into the Euro zone economy (to say nothing of the Euro zone’s incapacity
to induce stabilizing cross-country transfer payments to offset the effects of a possible
asymmetric shock, given the lack of a centralized fiscal policy).

Encouragingly, despite its negative fiscal reputation, which until recently still tainted the
image of Spain, the country has so far made a greater contribution to EU budgetary stability -
and therefore to successful Euro zone economic management - than other economies like
Germany or Portugal, which have only narrowly missed being reprimanded for their deficits
by the European Commission.

Spain moved, in less than 25 years, from the unitary state ruthlessly upheld during General
Franco’s 1939-75 regime to one of the most decentralized nations in Europe with 17
“autonomous” regions. Given the high degree of decentralization, the fiscal stability law wisely
imposes balanced budgets at all levels: central, regional, local and social security, as well as
state companies and the semi-public bodies that have proliferated. Each level of government
is free to decide whether this objective should be achieved by increasing revenue or trimming
expenditure. The possibility of running deficits is not ruled out, but is restricted to temporary
and exceptional circumstances. At the start of each year, the government sets three-year overall
fiscal stability targets for all government levels. Once approved by parliament, the budgets
of the various authorities are then drawn up.
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Compliance will be checked through a new statistical information system that is more
transparent and more effective in monitoring the accounts of regional governments.
In the event of non-compliance, the central government can curb the borrowing capacity
of regional governments and impose penalties. Lastly, a cap is put on spending within the
framework of multi-annual scenarios and a contingency fund (representing 2% of expenditure)
is set up to cover unscheduled expenditure. In the words of the OECD, the law “strengthens
fiscal discipline at a timely moment, since that discipline is not as firmly entrenched in Spain
as in some other countries.” Spain’s general government deficit averaged 4.1% of GDP in
1980-2000, compared with an OECD average of 3.1%.

Another important change is the new regional financing system that came into effect in 2002.
Devolution began after the death of General Franco in 1975 and the restoration of democracy,
defusing regional conflicts with the central government. Spaniards are innately tied to their region.
The English writer Richard Ford noted in Handbook for Travellers in Spain, first published in 1845,
that the country was a “bundle of local units tied together by a rope of sand.” Ford said that Spain
was the country of the patria chica. Patria is first and foremost place of origin - more than mother
country - and chica means little and hence something that has to be protected. This is still the case
today: in a survey of 24 countries published in UNESCO’s World Culture Report (2000 edition)

a higher percentage of Spaniards identified more with their province than with their country (46%
compared with an average of 28%) and only 25% of respondents agreed with the statement
that they wanted to be a citizen of their country against an average of 47%.

Two of the negative consequences of devolution are the excessive rise in the number of
civil servants employed by regional and local administrations and the growth of territorial
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debt. Close to 120,000 fewer civil servants worked for the central government between
1990 and 1999 while the number employed by regional and local governments increased
by 165,000 and 125,000, respectively. For every civil servant who stopped working for
the central government, two posts were created at regional and local levels. The debt

of territorial governments rose from 2.7% of GDP in 1984 to 9.8% in 2001. There has also
been a sharp rise in extra-budgetary debt. While the number of state companies has fallen
dramatically as a result of privatizations, hundreds of entities have been created by
regional and local governments. Few of them respond to social needs; in many cases

they only serve to cover a volume of extra-budgetary debt that represents more than

1.5% of GDP.

The central government took the view that with completion of the transfer of health care,
social services and education to the regions a new financing system was needed to increase
fiscal co-responsibility, enhance transparency, secure budgetary stability and guarantee the
principles of financial solidarity and resource sufficiency. The regions have widely varying
levels of wealth (the Balearic Islands’ GDP per capita is more than 140% of the EU-15 average
and Andalusia’s is just over 70%), which have not narrowed in spite of the country’s success
in making up economic ground over the past decade?. If anything, they have widened.

Most of the economic activity and wealth is still concentrated in the northeast quarter of the
country as far as Madrid, while the south and northwest hold the unfortunate record for the
highest unemployment rates in Europe.

2 See the section on Spain in OECD Territorial Outlook (2001 edition).
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Exhibit 2.5. Correlation of Economic Cycles between Spain and Selected EU Countries
(measured by the output gap)

1973-85 1986-93 1994-99
France 0.52 0.93 0.95
Germany 0.31 0.61 0.11
Italy 0.02 0.97 0.65
United Kingdom 0.67 0.50 0.47
European Union 0.31 0.95 0.96

Source: Del real al euro, una historia de la peseta, La Caixa (2000).

The new system assigns new tax resources to the regions: a tax rate schedule equivalent to
33% of personal income tax, with regulatory powers and allowances; 35% of VAT revenue;
40% of special tax revenue and 100% of revenue raised by the tax on electricity and the
special tax on specific means of transport. The revenue dynamics of the regions now depend
to a greater extent on the tax revenue performance of the region itself, a positive step as it
encourages regional governments to do more to reduce tax evasion.

Inflation

Spain’s headline inflation has remained stubbornly above the Euro-12 average (2.8% in 2001
against 2.3%). The differential reflects several factors over and above oil price rises, the euro’s
depreciation and the European Central Bank’s common monetary policy, which has been too
expansive for Spain: the country’s more rigid product and factor markets, the strong growth
of domestic demand and growth in labour costs, which has been well above the EU-15
average since 1998. Over time the inflation differential could jeopardize continued
convergence with the EU’s per capita GDP.? The government has used fiscal policy within

the euro to offset the ECB’s monetary policy, which has been too soft for the country’s strong
economic cycle. Its fiscal policy has been anti-cyclical, but not as much as could have been
desired. This may well change for the better in the future as a result of the legal changes
already explained.

3 See La politica anticiclica espaiiola dentro del euro by José Luis Feito (Circulo de Empresarios, 2002) for a full
discussion of this issue.
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Exhibit 2.6. Macroeconomic Forecasts: Baseline Scenario (% real growth unless otherwise stated)

2002 2003 2004 2005
Internal demand (contribution to GDP growth in pp) 2.5 3.2 3.2 3.2
Exports of goods and services 4.5 7.6 7.6 7.6
Imports of goods and services 4.6 7.7 7.7 7.7
Net exports (contribution to GDP growth in pp) -0.1 -0.2 -0.2 -0.2
GDP 2.4 3.0 3.0 3.0
Unit labour costs in full-time equivalent jobs 1.7 1.3 1.3 1.3
Employment (% change) 1.1 1.8 1.8 1.8
Net lending (+) or borrowing (-) vs rest of world (% of GDP) -2.4 -2.5 -2.6 -2.8
Unemployment (% of labour force) 12.4 11.7 11.0 10.3

Source: Ministry of Economy and Finance, December 2001.

Prospects

Spain entered a period of slower growth in 2001, and the government does not expect the
economy to regain the 4.1% growth achieved in 2001 during its 2001-2005 Stability
Programme (see Exhibit 2.6). Nevertheless, the economy will probably continue to grow at a
faster pace than the EU-15 average and so continue to narrow the gap between Spain’s GDP
per capita and the EU average.

The global economic slowdown constrained export growth in 2002, but as world trade regains
momentum Spain’s sales abroad should increase from 2003. At the same time, domestic
demand should revive on the back of a moderate advance in government and private
consumption and higher investment spending.

Two problems limiting Spain’s expansion capacity are moderate productivity growth and
inflation that is higher than the EU average. However, as the Bank of Spain pointed out in
its 2001 annual report, the lacklustre performance of productivity, that is a difficult variable
to measure, reflects to some extent the job-creation-intensive pattern of growth that needs to
be maintained to continue reducing the gap in terms of economic welfare with the more
advanced EU countries. But the low gains also reflect an insufficient incorporation
of technological progress. Spanish unit labour cost indices have also been increasing,
drawing closer to those of the main EU economies. Many of the products of the newly
industrialized economies (some of which will become part of the EU) are already competing
under very favourable cost conditions with Spanish goods (see next section).
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Exhibit 2.7. Distribution of Structural Funds by Selected Countries (millions of euros)

1989-93 1994-99 2000-06
Total Obj 1 Cohesion Total Obj 1 Cohesion Total Obj 1 Cohesion
Regions Fund Regions Fund Regions Fund
France 6,473 957 14,939 2,190 15,666 3,805
Germany 6,431 2,955 21,73 13,640 29,674 19,958
Greece 8,240 7,528 280 15,134 13,980 7,950 24,883 20,961 3,060
Ireland 4,755 4,460 142 6,104 5,620 1,301 3,974 3,088 720
Italy 11,420 8,504 21,649 14,860 29,656 22,122
Portugal 9,174 8,450 284 15,041 13,980 2,601 22,76 19,029 3,060
Spain 14,229 10,171 859 34,449 26,300 2,602 56,205 38,096 11,160
Total 68,236 43,818 1.565 152,219 93,972 14,454 211,854 135,954 18,000

The total is for the 15 EU countries.
Source: First and second reports on Economic and Social Cohesion (1996 and 2001).

In order to ensure in the long run that the economy continues to grow at higher rates than
those posted by the core EU countries and that it obtains all the potential benefits from EMU
membership, prices and costs must be prevented from systematically outgrowing those of
Spain’s European partners. The persistence of any such gap would worsen Spain’s competitive
position internationally and jeopardize the possibilities of growth fulfilling its potential.

Impact of EU Enlargement

The entry of new countries into the EU will greatly reduce the volume of funds that Spain
receives to help poorer countries catch up economically with their better-off partners. Indeed,
Spain would probably become a net contributor country to the EU budget. In 2000, Spain was
the largest net beneficiary country in absolute terms, receiving €5,056 million (27.6% of total
net subsidies). In per capita terms, Ireland was the main beneficiary country. The largest net
contributor country by far is Germany (50.6% of total net contributions in 2000).

Thirteen mostly former communist nations are candidates to join the 15 that are already EU
members, and by 2004 as many as ten of them could be members of the club. The main
exception is Turkey (pop. 65 million). The combined GDP of these ten economies, with a total
population of 105 million (two and a half times more than Spain’s and 28% of the EU-15),
is not much larger than Spain’s, but their per capita GDP, in purchasing power parity terms,
is only 349% of the EU average — much lower than Spain’s when it joined the EU in 1986.%

4 This section draws on La ampliacién de la Union Europea, efectos sobre la economia espaiiola (La Caixa, 2002) by
Carmela Martin, José Antonio Herce, Simon Sosvilla-Rivero and Francisco J. Velazquez.
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A lot of money is at stake. The budget for the so-called Structural Funds between 2000 and
2006 is €211.8 billion at 1999 prices, around a third of total spending (see Exhibit 2.7).
A special Cohesion Fund - for projects in the EU’s four poorest countries, including Spain -
is worth an additional €18 billion over the same period, and Spain also does well from the
EU’s common agricultural policy (CAP) transfer scheme (FEOGA-Guarantee). Spain received
€6,175 million in FEOGA funds in 2001, 15% of the total and the second-largest amount
after France in absolute terms. Over 60% of Structural Funds are earmarked for what
are called Objective 1 regions, where per capita GDP is less than 75% of the EU average.
Objective 1 regions in Spain cover 76% of the territory but are home to only 58% of the
population. They are: Andalusia, Asturias, the Canary Islands, Cantabria, Castilla-La Mancha,
Castilla y Leon, Extremadura, Galicia, Murcia, Valencia and the north African enclaves
of Ceuta and Melilla. The per capita GDP of these areas in 1999 was 66.5% of the EU
average, well below the 75% threshold.

Spain stands to receive €38 billion between 2000 and 2006 for the regions covered by
Objective 1 (28% of the total for the regions) and €11 billion in Cohesion Funds (61% of
this total). Overall, it will receive €56,200 billion (26% of total Structural Funds). The grants
are mainly targeted at supporting small companies, promoting investment, improving
infrastructure and furthering local development.

The accession of 12 new countries would lift Spain’s average per capita GDP from 83% of the
EU-15 average in 2002 to 94% of the EU-27 average in 2005. According to estimates based on
population and GDP assumptions and no change in the current eligibility criteria, Spain would
only have three regions (Andalusia, Extremadura and Galicia - by the skin of its teeth)
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Exhibit 2.8. Per capita GDP in Spain's Regions Measured against the EU-15 and EU-27 Averages!

Per capita GDP in 1999 Per capita GDP in 2005
Spain=100 EU-15 = 100 Spain=100 EU-27=100
Andalusia 71.7 57.8 58.9 67.2
Aragon 109.8 88.5 90.3 102.9
Asturias 90.2 72.7 74.1 84.5
Balearic Islands 119.6 96.4 98.3 112.1
Basque Country 122.3 98.6 100.6 144.7
Canary Islands 93.1 75.0 76.5 87.2
Cantabria 94.8 76.4 77.9 88.9
Castilla y Ledn 92.6 74.6 76.1 86.8
Castilla-La Mancha 82.9 66.8 68.1 77.6
Catalonia 123.1 99.2 101.2 115.4
Ceuta and Melilla 80.4 64.8 66.1 75.4
Extremadura 62.9 50.7 51.7 59.0
Galicia 80.0 64.5 65.8 75.0
La Rioja 114.8 92.6 94.4 107.6
Madrid 135.1 108.9 111.1 126.6
Murcia 82.5 66.5 67.8 77.3
Navarra 129.9 104.7 106.8 121.7
Valencia 94.7 76.3 77.9 88.8
Total Objective 1 regions 82.5 66.5
Other regions 125.8 101.4
Spain 100 80.6 82.2 93.7
EU-15 100 100 114.0
EU-27 100

(1) The highlighted figures in the second and fourth columns are current and future. Objective 1 regions
assuming no change in the eligibility criteria.
Source: La Caixa and European Commission.




Exhibit 2.9. Geographic Distribution of the Stock of
Foreign Direct Investment in EU Candidate Countries*

Germany 19.4 United Kingdom 5.5 Korea 2.1 Norway 0.9
Netherlands 13.9 Italy 4.8 Russia 1.6 Cyprus 0.9
United States 10.7 Sweden 2.9 Finland 1.5 Liechenstein 0.9
Austria 7.1 Belgium 2.4 Denmark 1.4 Luxembourg 0.5
France 7.0 Switzerland 2.2 Ireland 1.1 Spain 0.5

(1) Percentage of the total stock of foreign capital in 1999.
Source: Table prepared by La Caixa from various sources.

qualifying for Objective 1 funds in 2005 (see Exhibit 2.8)>. Spain would also lose aid from
the Cohesion Fund. The impact of the entry of new countries is “statistical”, but it will call
for a revamping of the policies which are bound to hit Spain. Although Spain stands to lose
structural, cohesion and CAP funds, Spaniards are still one of the more enthusiastic countries
about EU enlargement, as measured by Eurobarometer surveys.

The enlargement will also have repercussions on trade and investment flows. In 1999 Spain
accounted for 1.8% of the exports to the 12 candidate countries expected to join the EU and
received 1.4% of their imports. Germany (25% of exports and 33% of imports) is by far the main
client of the candidate countries. When these countries are fully inside the EU their exports
to Spain will probably increase at a faster pace than Spain’s exports to them, turning the current
combined trade surplus with them into a deficit. The investment impact will be greater than
that for trade and can already be seen in the flows since these countries signed agreements for
the free circulation of direct investment. Spain had a symbolic 0.5% of the total stock of foreign
direct investment in these countries in 1999, compared with 19% for Germany and 14% for
the Netherlands (see Exhibit 2.9). Their much lower labour costs (about one-sixth of Spain’s),
“central” geographic location in Europe and the quality of their human capital, which is not far
from - and in some cases is better than — Spain’s (for example, the Czech Republic scored better
than Spain in the PISA mathematical and scientific literacy tests, see Chapter 1), make them
attractive alternatives to Spain for foreign direct investment. It is important for Spain to boost
its expenditure on R&D and on information technologies, which is currently not much higher
in GDP terms than what these countries spend. Even in the relatively short period between 1992

> Ibid.
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and 1998 there was a significant change in the structure of the exports of some of the candidate
countries, reflecting the transformations achieved by multinationals that have invested heavily
in them. Exports have become technologically much more intensive in areas such as office
equipment and cars and compete more fiercely with Spain.

Privatizations

Spain has virtually completed its privatization process. By 2004, when the next general
election is slated to be held, Sepi, the state holding company, intends to have sold the few
remaining companies under its wings apart from Hunosa (coal), RTVE (television) and Efe
(news agency), which will remain wholly in the public sector. Other, non-Sepi companies that
will remain state-owned are the national railway Renfe, the postal service, Enresa (nuclear
waste), the parador hotels and little else.

Proceeds from privatizations represented 1.6% of GDP in 1996-98, up from 0.5% in 1993-95
and the second highest among OECD countries. The state’s industrial presence in the economy
has been reduced from 1.6% of GDP in 1996 to less than 1%, and the state’s share of the
market capitalization of the Spanish stock market has fallen from 9% to less than 0.5%.

The first government of the Popular Party (1996-2000) continued, but at a much faster
pace, the privatizations begun by the Socialists in 1983. The PP sold 43 companies, mainly
from the telecommunications (Telefonica), electricity (Endesa), oil (Repsol), tobacco
(Tabacalera), steel (Aceralia) and banking (Argentaria) sectors. The last big operation was
in 2001 when Sepi sold 48.5% of Iberia, the country’s flag carrier.
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As a result of the wave of privatizations, all the Spanish groups ranking among Europe’s
top 500 listed companies drawn up by the Financial Times are now fully in the private
sector.

The Size of Spanish Companies

Big is not necessarily beautiful, but many Spanish companies do need to be larger in order to
take full advantage of globalization and the opportunities offered by the Euro zone. Over the
past decade there has been a significant increase in the size of Spanish companies through
mergers and acquisitions at home and abroad. In 2002, six of Spain’s companies were among
the 500 largest companies in Europe ranked by the Financial Times on the basis of market
capitalization (see Exhibit 2.10). The largest company is Telefonica.

The FT’s focus on market capitalization as the way to measure corporate size sets it apart
from other league tables. Market capitalization is the number of shares the company has in
issue, multiplied by the market price of these shares on the day the snapshot is taken.

A common method ranks companies by their annual revenues, an approach pioneered by
Fortune magazine in its US 500. A drawback to this approach, the FT points out, is that it
does not allow proper representation for banks and other financial services companies. It also
tends to exaggerate the importance of companies with very high turnover, relative to profits,
such as some trading businesses. In addition, a company’s sales are not a reliable guide to its
profitability or dynamism. Companies can also be ranked by profits, but the problem here is
the under-representation of groups that have taken one-time write-offs, which distort their
performance for a particular whole year, or which have moved into loss. All these methods
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Exhibit 2.10. Spain's Largest Companies by Market Capitalization
and Ranking in the FT 500, (US$ million)*

Company Ranking Value
Telefénica 69 53,691
Santander Central Hispano 105 38,395
BBVA 106 38,249
Repsol YPF 285 15,468
Iberdrola 387 11,825

(1) Information at March 28, 2002.
Source: Financial Times.

also have a timing problem: they are based on information in annual reports, publication of
which is staggered throughout the year. Comparisons, therefore, are not like for like. Market
capitalization overcomes many of these problems, but it also has its own shortcomings.
Because market value reveals what shareholders think a company might be in the future,
not what it is today, many companies included in the ranking are newcomers, who may be
forced to exit just as quickly. And given that markets are volatile, the rankings would be
different if they were calculated on any other date. Finally, the figures have to be converted
into a single currency to permit comparisons, in this case the US dollar. This means that
rankings will be affected by exchange rate movements against the US currency.

Since the launch of the euro in 1999, Spain has seen the creation of two giants in financial
services — through Banco Santander’s merger with Banco Central Hispano and Banco Bilbao
Vizcaya’s with Argentaria. Both Santander Central Hispano (SCH) and Banco Bilbao Vizcaya
Argentaria (BBVA) are very strong in Latin America and a growing force in Europe
(see Chapters 5 and 7). Enhanced size has very much gone hand in hand with the expansion
abroad of Spanish companies. The energy group Repsol became the largest private sector
energy group in Latin America after it acquired Argentina’s YPF in 1999. Similarly, Endesa,
Spain’s largest electricity company, has become a major group in Latin America through
acquisitions of power companies in several countries, including Brazil and Chile. Aceralia
welded itself to Arbed of Luxembourg and Usinor of France in 2000 to form the world’s
largest steel producer, with a combined annual output of about 46 million tonnes of crude
steel and share of global output of 6% (12% including alliances with Posco of Korea and
Nippon Steel of Japan).
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Many Spanish companies have become substantially larger, but the quality of corporate
governance leaves a lot to be desired. There are, for example, very few truly independent directors
that are willing to represent the interests of a majority of shareholders and those that exist are
really only independent in name, as they are usually chosen by the chairman/chief executive
officer and the choices were only perfunctorily approved by shareholders. There were positive
moves in 2002, particularly by the two big banks, Santander Central Hispano and Banco Bilbao
Vizcaya Argentaria.

Liberalization

Spain, which held the EU presidency during the first half of 2002, has been at the forefront
of promoting greater liberalization of the European economy.

In energy the country has moved at a faster pace than required by EU directives. All electricity
consumers can choose their suppliers as of 2003. The competition authorities placed very strict
conditions on the merger of Endesa and Iberdola, the two largest power producers, which
account for 80% of electricity output. The government largely followed them and, as a result,
the betrothed utilities called off their engagement just before going to the altar because of
“unacceptable uncertainties”. The joint company would have been limited to 42% of generating
capacity, 48% of distribution and 40% of the final market. It would also have had to sell its
excess capacity by auction, not in cosy share exchanges with friendly foreign companies,
and would have lost the subsidies that the once monopolistic power industry enjoys to meet
the costs of transition to a more competitive market. The collapse of the largest merger ever
attempted in Spain was a turning point in the relations between the government and the
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Exhibit 2.11. Liberalization Measures

Electricity

Consumers can choose their supplier as of 2003.
Power companies with a market share of more than
40% (Endesa) cannot increase their output capacity
until June 25, 2005 and those with a 20%-40%
share until June 25, 2003.

Gas

The deadline for open competition (a near monopoly
for Gas Natural) is 2003. Gas Natural's stake in its
distribution company Enagas will be cut to a
maximum of 35%, and the company has to make a
quarter of its main supply contract with Algeria
available to other operators.

Hydrocarbons
Oil companies with a market share of more than

Source: Economy Ministry.

30% (Repsol) cannot open new service stations until
June 25, 2005, and those with a 15% market share
until June 25, 2003. Hypermarkets can sell petrol.
Repsol gave up majority control of the wholesale
distribution company CLH, in which individual
holdings are capped at 25%.

Telecommunications

Flat charge for Internet of a maximum of €16.50
per month between certain hours. Users have been
able to choose their operators for all calls as of 2001
without changing their number.

Shopping hours

No restrictions for small shops (less than 300 square
metres) and an increase from 72 to 90 hours a week
for others.

business establishment and was meant to send a signal that Madrid was serious about

competition.®

The Iberian electricity market will start in 2003, with stepped-up cross-border exchanges

between Spain and Portugal (see Chapter 3).

The last element of Telefonica’s former telephone monopoly ended in 2001, when users were free

to choose their operator for all calls without changing their number (see Exhibit 2.11). Telefonica’s

market share of fixed telephony was 89% in 2001 and the next largest operator, Retevision,
had around 5%. In mobile telephony, Telefonica Mdviles had 56% and Vodafone-Airtel 27%.

Regulatory Reform

The liberalization and opening-up of markets have been driving forces behind Spain’s high

economic growth. Trade and foreign investment liberalization, the privatization of almost

all state-owned companies, a stronger competition policy and other matters have produced

significant benefits in terms of sustainable growth, lower prices and interest rates, wider

consumer choice and quality of services. But the country needs to go further with regulatory

reforms. The OECD says that, if the country is to succeed in its process of real convergence

with the rest of Europe, regulatory reform is even more important in Spain than elsewhere

in the EU and that it must seek to exceed the average progress in introducing competition.”

6 See Aznar Makes a Break with the Past by Leslie Crawford and Andrew Taylor (Financial Times, February 7, 2001).

7 See Regulatory Reform in Spain (OECD July 2000).
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Exhibit 2.12. Total Entrepreneurial Activity Prevalence Rate by Country

1. Mexico 18.74 11. Argentina 10.52 21. France 7.24
2. N. Zealand 18.23 12. TItaly 10.17 22. Portugal 7.09
3. Australia 16.21 13. Poland 9.99 23. Russia 6.91
4. S. Korea 14.85 14. S. Africa 9.37 24. Sweden 6.67
5. Brazil 14.21 15. Finland 9.33 25. Netherlands 6.38
6. Ireland 12.12 16. Norway 8.70 26. Singapore 6.00
7. US 11.66 17. Denmark 8.07 27. Israel 5.98
8. Hungary 11.42 18. Spain 7.78 28. Japan 5.08
9. India 11.25 19. Germany 7.71 29. Belgium 4.59
10. Canada 10.98 20. UK 7.69 All countries 9.77

Source: 2001 Global Entrepreneurship Monitor.

One notable area where Spain lags behind most of Europe is the amount of red tape that is
still required to set up a business. The process in Spain can take half a year. Another market
distortion is the discretionary power held by mayors to authorize land zoning permits, which
the OECD pointed out establish “an environment favourable to corruption ... In a few cases
this has created incentives to ask for ‘contributions’, either in money or in kind in exchange for
the prompt delivery [of building permits]. This system has worked as a substitute for unpopular
local tax increases”

The amount of bureaucracy has not, however, deterred Spaniards from starting up businesses.
Spain was ranked 18th out of 29 countries in the 2001 entrepreneurial activity index drawn up
by the Global Entrepreneurship Monitor (see Exhibit 2.12). Almost eight in every 100 people,

a similar level to the UK, Germany and France, were involved in starting businesses or running
a new firm.
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Chapter 3



Sector Overview



The structure of the Spanish economy has changed dramatically over the past 50 years. What was
predominantly an agricultural country, with some basic industries, today has the world’s sixth-
largest motor industry, two of the biggest banks in Europe, one of which is the largest foreign
bank in Latin America, and the world’s second-largest tourism industry in terms of number

of visitors, to mention but a few of the notable changes. The economy is diversified and broadly
similar in structure to the EU’s as a whole (see Exhibit 3.1).

Agriculture, Fisheries and Wine

Although agriculture’s importance in the overall economy has declined, it is still at the heart
of Spanish life. Most city dwellers have family connections with the countryside (many have
second homes) and professional people are often absentee landlords. The sector generates less
than 4% of GDP and accounts for around 6.5% of total employment (still proportionately more
than in most EU countries).

More than 700,000 jobs in net terms have been lost in agriculture since Spain joined the European
Economic Community in 1986. As in other EU countries, the sector benefits from substantial
support. Most of the transfers come in the form of payments via the EU’s common agricultural
policy (CAP) transfer schemes (FEOGA-Guarantee). Spain received €6,175 million in FEOGA funds
in 2001 - 15% of the total and the second-largest amount after France in absolute terms. This
gigantic subsidy works out roughly at €542 per month per agricultural worker and is bound to be
reduced as a result of the enlargement of the EU to the East (see Chapter 2). Poland, in particular,
amongst the first wave of candidates, is a large country (40 million) with a big agricultural sector
(accounting for 18% of the civilian working population - four times the EU average). To extend CAP
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Exhibit 3.1. Structure of the Economy (as a % of Total Gross Value Added), 2000

Spain EU-15
Agriculture 3.5 2.2
Manufacturing 20.9 22.9
Construction 8.5 5.3
Trade, transport, communication 27.5 21.0
Financial services, business activities 19.1 27.2
Public services 20.4 21.4

Source: Eurostat.
Figures for 2000.

support prices to Polish (and Hungarian) output would be very costly.! The CAP is not financed
entirely by the EU budget; consumers also pay prices higher than those on world markets.

Spain has the widest range of agricultural products in the EU. In the Atlantic provinces in the north,
between 65% and 90% of production comes from the livestock sector (mainly diary products),
and a similar proportion comes from horticulture in the Mediterranean coastal provinces. Spain is the
world’s fourth-largest producer of citrus fruits after Brazil, the US and China. Most of the production
comes from the region of Valencia. In the central plain the main products are cereals and wine.
Jaén, in Andalusia in the south, has Europe’s highest concentration of olive oil production.
Andalusia produces about a quarter of the world’s olives (an estimated 850,000 tonnes in 2002).
By contrast, the main activity in Badajoz and Salamanca in the west, bordering with Portugal,
is meat production, and Lérida in the northeast is famous for its intensive pork production.

The great variety of products is due to the diversity of weather and terrain. Spain is criss-crossed
with mountain ranges, and the altitude of nearly 60% of its territory exceeds 600 metres, making it
the second most mountainous country in Europe after Switzerland. The climate varies from mild
and wet conditions in the north, where the average yearly rainfall can be as much as 1,600
millimetres (the North Atlantic coastal area is known as “Green Spain”), to the arid desert of Almeria
in the southeast, where as little as 100 millimetres of rain can fall a year. Almeria and Huelva are
focal points of the Spanish agricultural “miracle.” Investment in irrigation and in plastic greenhouses
produced an increase in the total area intensively cultivated for horticultural produce from 300

! See the chapter on CAP reform in the Report on the European Economy 2002 (IFO Institute for Economic Research,
February 2002).
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hectares to around 50,000 hectares between 1970 and 2001, of which 27,000 hectares are in Almeria.
Beans, peppers, papaya and, particularly, strawberries grow under miles of shimmering plastic.
Latin American and North African immigrants now do most of the menial labour in this area.

In a borderless Europe that consumes a lot of EU products, Spanish fruit, vegetables, olive oil
and wine have become much more prominent in European markets. Olive oil, for example,
is increasingly being recommended as part of a balanced diet, particularly as an alternative
to fat-saturated butter and lard, too much of which is not good for cholesterol. Olive oil is
one of the elements behind Spaniards’ longevity (the average Spaniard lives 78 years).
Extra-quality “virgin” oil (not filtered or refined) is becoming more and more popular.

Spain is the top producer of dry-cured ham in the world, but Italy’s proscuitto is better known
because Spain has only been exporting its serrano ham since the early 1990s, although
it produces more hams than Italy. The Spanish Serrano Ham Consortium, which accounts for
70% of exports, is now promoting the product abroad much more actively.

There is a drive to realise Spain’s potential in organic and integrated agriculture. Organically
farmed land has risen from 4,000 hectares in 1992 to more than 300,000 hectares in 2001.
The range of products, much of which is exported, includes honeys, jams, cured olives, fruit
juices, dried fruits, nuts, and cheeses.

Spain is world’s third-largest wine producer after France and Italy. There are more than 60 regulated

winemaking districts, up from four in 1932. These areas guarantee that a wine meets certain standards
and are important for the export market, as wines under the denominacion de origen scheme (the
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equivalent of France’s appellation contrélée system) automatically receive the European distinction as
“quality wines produced in a given area” which appears as the initials VCPRD on the label.

Spurred by falling domestic consumption of basic table wines, the need to compete internationally
(only possible through high-quality wines), and EU restrictions on the amount of land that may be
planted with vines, the industry is going through a seminal period of change. The UK’s Allied
Domecq, the world’s second-largest wine and spirits group, bought Bodegas & Bebidas in 2001
for €279.2 million. Its well-known brands include Campo Viejo, Siglo and Viiia Alcorta. Allied
already had two main Rioja brands in its portfolio: Marqués de Arienzo and Vina Equia.

The Catalan company Freixenet is the world’s largest producer of sparkling wines under the
méthode champenoise. Another big producer, and also Catalan, is Cordorniu.

In fisheries, Spain has the largest share of the EU fishing fleet in terms of tonnage (more than 25%)
and number of vessels. The country receives by far the largest share of the €1.1 billion in public
subsidies that are spent on the Common Fisheries Policy. Vigo, in Galicia, Spain’s north-western
region, is the largest fishing port in Europe, and its worldwide haul exemplifies the energy of the
Spanish fleet?. Vessels from Vigo go as far away as Argentina because of the depleted stocks in EU
waters. The European Commission warned that “if current trends continue, many stocks will collapse.”

Spain will be hit by the Commission’s draconian reforms if they are approved and come into effect
in 2003. Franz Fischler, the EU agriculture and fisheries commissioner, called for an overall cut of

2 See the article Too Much Vigour in Vigo (Economist, March 30, 2002).
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between 30% and 60% in “fishing effort” - the amount of time that boats can spend at sea. This
would probably mean a reduction of 13% in the Spanish fleet’s tonnage, compared with a cut of
29% for Britain’s. The problem for Spain is that its industry directly employs 65,000 (compared with
16,000 in Britain) and 350,000 indirectly. Loyola de Palacio, a former Spanish fisheries minister who
is also a vice-president of the Commission in charge of energy and transport, called the proposals
“brutal.” Spain gains access to the North Sea at the end of 2002, under the agreement negotiated
when it joined the EU, but it is unlikely to be allocated quotas allowing it to fish these new waters.

Automotive

In 1963 Spain’s motor industry was in its infancy, with the tiny Seat 600 (the equivalent of
the Mini in Britain) the most popular car. Today, Spain’s motor industry is the third largest in
Europe (the first in the category of commercial vehicles) and the sixth worldwide. The industry,
which overtook Italy in the early 1990s, generates around 6% of GDP, employs some two
million people and accounts for one-quarter of exports. It has been in top gear for several
years, and in 2001 a record 1.43 million vehicles were sold in Spain.

The industry is entirely dominated by multinationals, following the sale of Seat to
Volkswagen in the 1980s.

Commercial Property

Madrid’s office rentals are among the world’s 20 most expensive (see Exhibit 3.2). Prices
spiralled between 1985 and 1990 because demand, which had been building up over the years,
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Exhibit 3.2. Global 50 Index of Office Rentals (by Total Occupation Cost in US$/sq ft/year)

1. London (West End) 146.33 10. Edinburgh 58.27
2. Tokyo (inner central) 122.34 11. Mumbai (Bombay) 56.90
3. London (City) 112.23 12. Boston 54.91
4. Tokyo (outer central) 106.72 13. Dublin 52.74
5. Paris 76.59 14. Zurich 52.30
6. Hong Kong 70.37 15. Manchester 52.16
7. Moscow 64.49 16. Birmingham 51.80
8. New York (Manhattan) 63.22 17. Madrid 51.53
9. Frankfurt 60.48 45. Barcelona 34.15

Source: Global Market Rents, CB Richard Elllis, January 2002.

flooded onto the market after Spain joined the European Economic Community. They then fell
sharply when many developments came onto the market and touched bottom in 1993 when
the Spanish economy was in recession. Prices inched up as of 1995 and in 2000/2001 were just
above the previous peak in the central business district (CBD) encompassing either side of

the Paseo de la Castellana and Paseo de Recoletos, between Plaza de Cibeles and Plaza
Gregorio Marafion, as well as the Torre Picasso, the tallest building in the city. Barcelona’s
office rentals are considerably lower than Madrid’s.

Office take-up in 2001 was 461,000 square metres, just over half the total for 2000. At the
same time as take-up has been declining, reflecting the economic slowdown and in particular
a lack of demand from new technology companies, the level of development completions has
been peaking. The vacancy rate for Madrid as a whole reached 3.8% at the end of 2001 (1.6%
at the beginning of the year). Madrid’s tight office market will be eased by the corporate
campus being built by Santander Central Hispano 17km outside of Madrid, scheduled to be
ready in December 2004, which will release 157,000 square metres of office space. The bank
intends to sell 14 buildings in the centre of the city and the leases for another 11 will be ended.
The 160-hectare mixed-use complex, dubbed the Financial City, is said to be the world’s largest
corporate headquarters.

Construction
The construction sector is the most dynamic of Spain’s basic sectors, both in terms of activity and job

creation. It generates around 8% of GDP, one of the highest proportions among Euro zone countries,
and officially employs over 11% of the working population (more than 70% are hired on a temporary
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basis). The sector has a big knock-on impact on the rest of the economy. It is estimated that a one-
percentage point rise in construction demand produces a multiplier effect of almost double that
on the country’s overall output. Spanish companies, notably Dragados, Spain’s second-largest
constructor and the third-largest in Europe, have won major contracts abroad (see Chapter 5).

The number of housing starts averaged around 500,000 a year in 1999-2001, a level not seen
since the 1970s, and the pace was expected to slow down considerably as of 2002. Much lower
mortgage interest rates, higher disposable household income and considerable sums of “black”
money have spurred residential construction. Spain has the highest proportion of home
ownership in the EU (86% against an average of 61%).

House prices have shot through the roof (see Exhibit 3.3). Spain’s average real house prices
rose 1249% between 1980 and 2001, the highest growth in the world. One major factor behind
this jump is the shortage of land supply, particularly in cities. It can take municipalities up to
five years to provide a licence to use land for construction. Moreover, they apply arbitrary
criteria in granting licences, and land buyers may have to cede a share of the land to the town
hall for urban development purposes (an area where corruption has flourished). This share
was reduced from 15% to 10% in 1998. Local governments, which control most of the supply
of urban land, have a vested interest in keeping prices high, as land sales represent a
significant share of municipal income.

After the construction of new homes, the most dynamic part of the construction sector has been

civil engineering related to infrastructure works. Spain built more new motorways than any other
EU country between 1990 and 1999 (see Exhibit 3.4).

94




Exhibit 3.3. House Price Rises, 1980-20011!

Spain
Ireland
Britain
Netherlands
Belgium3

us

France
Global index

Nominal
Change (%)

726
451
389
181
140
158
155
148

(1) Nationwide average.
(2) Adjusting for consumer price index.
(3) 2001 based on Q1-Q3 data.
Source: The Economist.

Real?
Change (%)

124
95
89
66
23
20
15
19

Exhibit 3.4. Length and Density of Motorways in EU Countries

Austria
Belgium
Denmark
Finland
France
Germany
Greece
Ireland

Italy
Luxembourg
Netherlands
Portugal
Spain
Sweden

UK

EU-15

Source: Eurostat.

Length in Kilometres

1990

1,445
1,931
601
225
6,824
1,089
190

26
6,193
78
2,092
316
4,693
939
3,181
39,242

1999

1,613
1,682
861
467
9,303
11,427
500

94
6,453
115
2,360
1,252
8,257
1,428
3,421
49,233

Density in 1999
(kms/1,000 sq kms)

19.2
55.1
20.0

1.4
17.1
32.0

3.8

1.4
21.4
44.5
57.5
13.6
16.4

3.5
14.2
15.8
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Exhibit 3.5. Structure of Primary Energy Supply (% of Total, 2000)

Coal Oil Gas Renewable Hydro Nuclear Other
France 5.8 33.9 13.7 4.4 2.2 42.0 -2.01
Germany 23.7 38.7 21.1 2.4 0.5 13.0 0.6
Italy 7.3 51.4 33.7 1.2 2.2 0 4.2
Spain 16.7 51.9 12.2 3.5 1.9 13.0 0.8
UK 15.4 35.7 37.6 0.9 0.2 9.5 0.7
EU 14.5 40.6 23.1 3.7 1.8 15.4 0.9

(1) Net figure.
Source: International Energy Agency.

Energy

The pace of liberalization in the electricity, gas and oil markets has been faster than that
required by European directives. The electricity and gas markets will be fully liberalised in 2003.
The main challenges facing Spain are to ensure that the energy supply will satisfy growing
demand, curb CO, emissions to meet the country’s Kyoto target and increase true competition.?

Total primary energy supply (TPES) grew at an average annual rate of 3% during the 1990s,
well above the 1.4% average of International Energy Agency (IEA) countries. The major
contributor to energy production from indigenous sources is nuclear power, followed by coal,
hydro and other renewable energies. Spain has few crude oil and natural gas resources of its
own, though it exports oil products. Oil’s share of total primary energy supply dropped from
73.3% in 1973, at the time of the oil price shock, to 51.9% in 2000, while that of natural gas
climbed over the same period from 1.8% to 12.2%. The proportion of nuclear power rose from
3.3% to 13%, and that of coal inched down from 17.2% to 16.7% (see Exhibit 3.5). Other
energy sources, such as hydro and wind power, have marginal shares. The IEA forecasts that
in 2010 coal’s share will be down to 8.4%, oil’s to almost 50%, gas’s will continue to rise (17%),
nuclear’s will drop a little to 12.2%, hydro’s will reach 2.4% and that of renewable energy -
waste, solar and wind power - will increase to 10%.

Because Spain has limited energy resources, which cover only 25% of TPES, security
of supply is an important aspect of energy policy. The Hydrocarbons Act of 1998 sets an

3 This section draws on the 2001 Review of Spain by the International Energy Agency.
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indicative limit of gas supplies from any single country and for each supplier at 60%, with the
exception of gas supplied to facilities with guaranteed alternative supplies of other fuels.

The reason for the ceiling is that Spain was and still is heavily dependent on Algeria (which in
2001 supplied the maximum limit of imported natural gas). Algeria has used the Maghreb-
Europe pipeline since 1996. Around half of Algerian supplies are imported as liquefied natural
gas (LNG). Oil supplies are more diversified - none of the ten suppliers in 2001 provided more
than 15% of total imports. The three largest suppliers are Nigeria, Mexico and Libya.

Spain’s energy intensity (TPES per unit of GDP) increased during the 1990s. The difference
between its energy intensity and the average of IEA Europe, however, has been decreasing and
is now marginal. Thanks to more energy-efficient policies and structural changes, the energy
intensity is expected to continue to decline. For example, the energy-intensive steel industry
is in decline, and consumption in the residential and transport sectors will eventually slow down
as the demand for new appliances and cars weakens because the market has become saturated.

The energy markets are highly concentrated, in both the production and distribution and
marketing segments. About 80% of electricity distribution is still in the hands of two
companies (Endesa and Iberdrola) and the Gas Natural Group is by far the dominant player
in the gas market. Endesa and Iberdrola tried to merge, but they called off their marriage in
2001 after the government imposed strict conditions on the recommendation of the National
Energy Commission. Market liberalization allows in new entrants, but true competition
is developing slowly. Most restrictions on foreign ownership in the Spanish energy industry
have been removed. The only remaining regulations apply to foreign publicly owned energy
companies, whose shares and voting rights in Spanish companies are limited to 3%. This limit
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was set to protect the privatized utilities from being acquired by foreign companies that have
not yet been privatized. Endesa, by far the biggest company with close to half the market,
was privatized in 1998. The government retains a “golden share” in Endesa, which gives it the
power of veto in matters of national energy policy.

Natural gas was introduced on a large scale in Spain in the 1990s, later than in many other
European countries. The supplies from Algeria, the cheapest source for natural gas, are based on
long-term contracts. The government has recognised the problems that are caused to new entrants
by the pipeline supply contract between Gas Natural and Algeria, and as of 2003 one-quarter
of the gas imported through the pipeline is to be allocated to the trading companies (ie, to the
liberalized markets), and the remainder goes to the distribution companies to be sold at regulated
rates. This, together with access to Algerian LNG supplies after 2004, is likely to increase the
competitiveness of new entrants. Gas is set to become the main source of energy for producing
electricity. The target is for it to generate 34% of total electricity in 2010, up from 10% in 2001.
Coal’s share is forecast to decline from 36% to 12% and oil’s to halve to 5%.

Strongly growing energy consumption is complicating the efforts to meet the country’s total
greenhouse gas (GHG) omission objective which, under the EU’s “burden-sharing” agreement,
is set at 15% above the 1990 level for the 2008-2012 commitment period of the Kyoto Protocol.
In 1999, Spain’s CO, emissions from energy transformation and use were 28.6% above the
1990 level. So far, Spanish fiscal policy for energy and environmental issues has been not to
financially “punish” technologies that emit more, but instead to give financial incentives to
cleaner technologies. However, as the IEA noted in its 2001 review of Spain, this does not
ensure that the “polluter pays principle” (or the “user pays principle”) is respected. Another
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element of the policy to try to meet the GHG emissions target is to promote greater use of
renewable sources. Under the Plan for the Promotion of Renewable Energy, hydropower
production is expected to remain at the current level and a significant increase is envisaged for
energy from biomass and wind. Waste from forestry, wood processing industries, agriculture
and agricultural industries and energy crops will be the main sources of biomass. The target
for new electricity generation from biomass is set at 1,708MW of new capacity and for wind
power it is 8,140MW. The overall aim is to achieve a 12% share of renewables in TPES by 2010
(around 6% in 1999), in line with the EU target set in the European Community’s White Paper
for Renewable Energy Sources. In a country where tilting at windmills has a certain tradition,
the number of giant power-generating windmills has doubled each year since 1995 and is
forecast to reach 9,000 by 2010. And after creating a highly successful industry based on
selling its sun to tourists, Spain now uses it to produce more than 9MW of electricity with
solar cells, about half the European total.

Spain and Portugal were due to integrate their electricity markets in 2003. If the project
is a success, the Iberian peninsula will join Scandinavia as a model for cross-border energy
markets. The potential gains are clear. For consumers, a jointly-managed network will supply
electricity to the regions with the biggest needs at lower prices. Producers will gain access to
new markets. A common stance will also strengthen Spain’s bargaining power in negotiations
to increase its inter-connection capacity with France. Endesa is well positioned to take
advantage of the liberalization process. It is strong in the so-called Mediterranean arch, which
includes Spain, Portugal, France and Italy, with generating and marketing companies in all
of these countries.
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Exhibit 3.6. Mobile Telephone Penetration Rates (% of Residential Population)

Austria 78.9
Belgium 71.6
Denmark 74.1
Finland 84.9
France 63.1
Germany 65.6
Greece 63.4
Ireland 79.9
Italy 88.1
Netherlands 75.1
Portugal 88.9
Spain 75.4
Sweden 80.1
UK 78.4

Source: Mobile Communications, April 2002.

A 90km, 400-kilovolt tension line being built between Alqueva in southern Portugal and
Balboa, Spain, is expected to come onstream in 2004. Enlargements of the three existing
electricity connections between the two countries are expected to be completed in 2006.

The accord does not set a time frame for the integration of the markets for natural gas, which
fuel electricity plants in both countries, but the nature of gas supply has already made the
sector work together. Ships delivering liquid natural gas to Portugal dock in Spanish ports and
inject the supply into the Spanish system, which delivers an equal amount to the Portuguese
system via pipeline.

Telecommunications

A telling indicator of the rapid transformation of the telecommunications sector is that Spain
already has more mobile telephone subscribers than fixed lines. In March 2002, there were 21.1
million fixed lines and 30.5 million mobile phone customers. The penetration rate in mobile
phones is more than 75% (see Exhibit 3.6).

The spectacular growth in mobile phones is just one facet of a sector that has taken off
since Spain fully liberalized the sector in December 1998, almost one year later than most
other EU countries. To prepare for the new competitive environment, the government
passed a telecommunications law in June 1996 that created a second operator in basic
telephony services (Retevision), which began to compete with Telefénica, the incumbent
operator, in early 1997. The monopolistic market structure was converted into a private
duopoly for long-distance fixed telephony during the transition period. This followed the
creation of a duopoly in mobile telephony in 1995, when private consortium Airtel (now
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owned by Vodafone) received a 25-year licence and broke Telefonica’s monopoly in mobile
telephone services. This model has only had one European equivalent, the UK. However,
the British case took place over a period of 14 years, whereas in Spain it took place in
only 18 months.

The Spanish market is fiercely competitive. There are more than 60 operators of one type
or another as well as cable operators, trunking and Internet service providers. Notwithstanding
the above, the average cost of fixed telephony is still higher in Spain than on average in the
EU, and competition in the final network segment is advancing slowly owing to the difficulties
the new operators faced in gaining access to the subscriber loop. Telefonica is still very much
the dominant player: its market share on the basis of total billings was just under 90% in 2001
(91.5% in 2000), but it has lost a larger slice of the cake in terms of the number of customers.
Several of the new players struggled to survive. Jazztel, for example, had to restructure its
high-yield debt after Moody’s, the ratings agency, downgraded the bonds in March 2002 to
Caa3, nine notches below investment grade and one above default. Quiero TV, Spain’s first
experiment with terrestrial digital pay-TV, closed down in April 2002, with estimated losses
of €600 million. The two satellite-TV companies, Sogecable and Via Digital, plan to merge in
2002 in the hope of stemming their losses.

The rates of regulated basic services provided by Telefonica have been reduced significantly.
As the dominant player, Telefonica’s rates are still controlled by the government, even in the
liberalized market. Telefonica is not only the leader in Spain, but also the leading telecoms
operator in the Spanish- and Portuguese-speaking world and the only European operator that
obtains close to 50% of its EBITDA outside its home country (see Chapter 5).
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Exhibit 3.7. World's Top Five Tourism Destinations (Millions of Arrivals)

2001E Market Share (%)

France 76.5 11.1
Spain 49.5 7.2
United States 44.5 6.5
Italy 39.1 5.7
China 33.2 4.8
E = Estimate.

Source: World Tourism Organisation.

Four consortia, which included British Telecom, Vodafone, Telecom Italia, Telefonica and
France’s Vivendi, were awarded third-generation mobile phone licences in 2000 at bargain
prices. The Spanish government, which opted for a “beauty contest” approach in which licences
were awarded for fixed fees based on the merit of bidders’ technical proposals and business
plans, raised a mere €520 million from allocating the licences. Licence auctions in Germany
and the UK raised €50.5 billion (US$46.1 billion) and £22.4 billion (US$35.4 billion),
respectively. The government tried to claw back the revenue that it could have earned by
raising the annual fees charged to holders of the licences.

Telefonica Moviles, Spain’s largest mobile telephony operator, with 16.8 million customers
in 2001 (56% market share), was the first European operator to offer General Packet Radio
Service (GPRS) nationwide coverage and the first to use 3G technology in a real-life setting.
GPRS is a service based on the transmission of packets at speeds of up to 114 kbit/s and
connection to the Internet.

Tourism

Spain has overtaken the US to become the world’s second-largest tourism destination (see
Exhibit 3.7). The sector, which employs more than 1.4 million people (roughly one in every ten
people with a job) and generates around 12% of GDP, has long been a key corrector of Spain’s
current account as its receipts offset the traditional trade deficit. If it were not for the tourism
sector, which year after year sets new records, Spain would have a larger current account
deficit. Tourism has also played an important role in Spain’s democratic development, because
it brought Spaniards into contact with different peoples and ideas and broadened their horizon
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(entry visas for tourists from Western Europe were abolished in 1959, 16 years before the end
of the Franco dictatorship).

Spain was awarded 423 “blue flags” in 2002 for its beaches and 96 for recreational ports and
marinas (44 more than in 2001) by the European Federation of Environmental Education. For
the first time, Spain topped France. The blue flag is an eco-label, which places a beach in the
first division and is awarded on the basis of the quality of water, the helpfulness of signposts,
beach hygiene, general security, water safety and lifeguard protection. Catalonia is the leading
region, with 86 blue flags.

As well as being more environmentally conscious, Spain is also succeeding in promoting
tourism away from the crowded beaches towards the relatively unexplored interior of the
country. Spain had 37 buildings, towns and landscapes in Unesco’s 2001 World Heritage List,
more than any other country (and this despite being a late joiner, for Spain subscribed to the
convention in 1984 - 12 years after its approval at Unesco’s General Conference in 1972).
Unesco chooses from what is proposed, not from what exists. For example, both the Burgos
and Ledn cathedrals are comparably fine examples of Gothic architecture, but only the former
enjoys World Heritage status.

The list is wide and testimony to Spain’s situation as a cradle of different cultures and
civilizations. It takes in almost the entire history and geography of Spain, including Atapuerca
near Burgos, where archaeologists discovered human bones in the late 1990s that date back
800,000 years. The find doubled the known length of time that human beings have existed
in Europe. Homo antecessor (Ancestor Man) is believed to have been a cannibal who originated
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in Africa up to 1.2 million years ago; he appears to be “the missing link”, the species which
stands at the crossroads leading to the Neanderthals and ourselves. Other sites include Mérida’s
Roman remains, Teruel’s Moorish architecture and the modernista Giiell park created by
Antoni Gaudi.

Madrid is on the map of Europe’s principal art capitals, with the Prado Museum, the
Thyssen Museum and the Reina Sofia Centre forming what is known as the “golden
triangle” within 10 minutes’ walking distance of one another. Bilbao, in the Basque Country,
has the Guggenheim Museum, an extraordinary Noah’s Ark-type building on the banks
of the river Nervion. Barcelona, the capital of Catalonia, Spain’s most industrially developed
and diversified region, has also undergone a facelift as a result of hosting the 1992 Olympic
Games. The city has become a role model for the regeneration of other European cities; in 1999
Lord Norman Foster, a British architect with a long association with Spain, presented the Royal
Gold Medal for Architecture to Barcelona. This was the first time that a city had won the medal
and was, post George Orwell, the ultimate homage to Catalonia. Seville, too, was transformed
by holding the 1992 World Exposition and Valencia by its spectacular City of Arts and
Sciences, designed by Santiago Calatrava.
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Chapter 4



Foreign Trade



The Spanish economy is among the most open of the large OECD economies, as measured by
total exports and imports of goods and services as a percentage of GDP. Its trade openness is
more than 62% of GDP, higher than Italy and France, and its advance over the past 30 years
has been greater than these two countries (see Exhibit 4.1). More than 55,000 companies
export, with around a quarter of the total accounted for by four multinationals: Ford, Opel,
Seat (Volkswagen) and Citroén.

Trade was not liberalised until the 1980s, except for a few timid moves in the 1960s and
1970s, and has been intense since the country joined the European Economic Community (EEC)
in 1986 and also within the multilateral trade regime (World Trade Organisation). Traditionally
an exporter of vegetables, fruit and wine, Spain is exporting an increasingly diversified range
of products - from oddities such as doughnuts (Panrico/Donut has a plant in Beijing) to
information and air traffic control systems (Indra, Spain’s leading IT company