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Three years ago, the Spanish desk of DG ECFIN published in the series of the European 
Economy Occasional Papers a Country Study on Spain entitled 'Spain in EMU: a virtuous 
long-lasting cycle? The study concluded that Spain was enjoying a virtuous economic cycle 
of high growth, outstanding job creation and relatively low inflation. However, a note of 
caution had to be sounded. A series of imbalances of the Spanish economy were highlighted. 
According to the Country Study, 'rapidly increasing housing prices and a massive acquisition 
of dwellings are fuelling household indebtedness, which now [in 2005] represents almost 
100% of gross disposable income, twice as much as in the mid-1990s. This is becoming a 
major cause of concern, since any significant shock on interest rates might have a negative 
income effect on consumption'. It was stressed that 'the current bias of capital formation in 
favour of residential construction is unlikely to provide an adequate foundation for sustained 
high growth in the long run'. In addition, a warning was sent on the fast-growing current 
account imbalance, which had attained 6% of GDP by 2005. 
 
The study also showed that growth was exclusively coming from domestic demand, especially 
household spending, including housing investment. In parallel, the widening of the external 
imbalance was closely associated with a persistent negative growth contribution of net 
exports. On the supply side, growth was mainly accounted for by outstanding job creation, 
whereas productivity growth had experienced a sharp slowdown and was well below the euro 
area average. The 2005 Country Study on Spain concluded that an inflation differential vis-à-
vis the euro area of about 1 percentage point per year, combined with sluggish productivity 
growth, was 'a drag on the competitive position of the Spanish economy'.  
 
This paper discusses the relevance of the competitiveness argument in the debate on the 
current situation of the Spanish economy, when the steady widening of those imbalances 
accumulated over the last decade has prompted an unavoidable adjustment, which would be 
being aggravated, but  not provoked, by the financial crisis. While acknowledging that 
empirical evidence seems to point to the dominance of external demand and domestic activity 
over competitiveness in determining net exports, this paper suggests that after major 
recessions/slowdowns, the recovery of the Spanish economy has systematically been led in 
the past by the external sector. High export growth in recoveries has been associated with 
strong and rapid competitiveness gains, brought about by competitive devaluations. In EMU, 
where the exchange-rate instrument is not available anymore at national level, there is a case 
to assess the room for manoeuvre for economic policy to bring a fast, high-growth recovery in 
Spain. 
 



The paper looks first at the role of fiscal policy and, in particular, at the effectiveness of an 
expansionary fiscal policy beyond automatic stabilisation. Given the structural and 
idiosyncratic nature of some of the shocks currently hitting the Spanish economy, and the 
pervasive effect of public borrowing on private investment and the external imbalance, the 
room of manoeuvre for fiscal policy might be limited.  Fiscal authorities could in turn 
facilitate the adjustment by enhancing the quality and efficiency of public finances, through a 
less distortionary tax system, and more productivity-oriented expenditures. Specifically, the 
tax shifting away from low-skilled labour, which is highly exposed in the current slowdown, 
to indirect taxes could help the unemployed from the housing sector to find a job. However, 
although a general tax shift away from labour to less distortionary taxes could have a positive 
impact on competitiveness -the so-called fiscal devaluation-, there are risks of free riding, 
with pervasive effects on inflation and public finances, while the impact on activity might be 
limited. On the expenditure side, productivity spending should be given a priority. 
Nevertheless, additional expenditures on physical (infrastructures), human (education and 
vocational training) and knowledge (R&D and innovation) capital should be financed through 
cuts in less productive expenditures, which would maximise the efficiency effects of the 
restructuring of public expenditures.  
 
The time of social partners and structural policies seems to have come in order to underpin the 
adjustment and enhance competitiveness. The role of the government seems decisive in the 
social dialogue, not only by accompanying the agreements with adequate public policies, but 
also, and perhaps more important, by playing a pro-active role. Reviewing the regulatory 
framework would help tackle the structural factors underlying inflation. In particular, 
improving the regulation of the rental market would facilitate the adjustment of the housing 
sector. Labour market institutions, including segmentation, should be assessed and corrected. 
Encouraging mobility and providing vocational training would underpin a swift transition of 
the unemployed into employment. In addition, there is a need to avoid the possibility of price-
wage spirals in a context of highly volatile commodity markets. General indexation clauses 
should therefore be applied consistently with productivity growth.  Fostering productivity-
enhancing expenditure items, such as R&D, infrastructure and education will be paramount to 
underpin a smooth adjustment of the economy. Finally, the effective implementation of 
education reforms would enhance the efficiency of public investment in human and 
knowledge capital. 
 
 


