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Introduction

One of the most important questions in the current process of fiscal consolidation in many
developed economies concerns the size of the fiscal adjustment and how quickly it is carried
out. An excessive fiscal adjustment and/or one which is too fast can have dramatic effects on
unemployment and growth, and jeopardize the fiscal adjustment process itself, by prompting
a self-destructive fiscal consolidation (e.g., De Long and Summers, 2012). On the other hand,
if the adjustment is insufficient and/or is too slow, it can prove to be ineffective and lack
credibility by the financial markets, which, which is critical for the public sector capacity to
obtain funding and renew its debt maturities. Thus, it is very important to find the proper
balance between growth and efficiency and credibility of the fiscal adjustment. This
balance is even more relevant when the debt to GDP ratio is high and, therefore, there is
limited fiscal space.

One of the main factors that determine this credibility is whether the implementation of the
fiscal adjustment brings about an effective reduction in the structural budget balance, i.e., the
public deficit that exists once the effect of the economic cycle has been adjusted for. The
factors which make up this structural balance are both fiscal and economic. In order to
correct the structural deficit, permanent budgetary measures need to be applied along with
substantial improvements in the management of public administrations revenues and
expenses; but also structural reforms are necessary to increase the potential output of the
economy, reducing structural unemployment. Needless to say, the structural deficit cannot
be observed, and the fact that all these factors have very different maturity periods makes it
difficult to make the aforementioned balance.

The European Commission has just published its winter forecasts for 2013, where it has
updated its estimates on structural budget balance.” As stated above, these figures
represent the level of the budget balance that European countries will tend towards as they
reach a neutral cyclical situation and reflect the magnitude of the true fiscal adjustment that
they will have to undertake in the years to come. These estimates are crucial because they
measure the success of the reforms in terms of the efforts that need to be made to reach a
balanced structural balance.

Chart 1 shows the estimates of structural deficit for European economies. For ten of these
economies, the structural public deficit exceeds 3% of their GDP. Spain is the country with
the third highest structural deficit -after Ireland and the UK- in 2012, with 5.9% of GDP.
Despite all the problems in the consolidation of its public accounts, Greece has a significantly
lower estimated structural deficit, equivalent to half a point of its GDP.

Such a high estimated structural deficit for the Spanish economy is particularly striking
considering that the unemployment rate exceeded 26% in the fourth quarter of 2012, which
is prima facie evidence of a strong negative cyclical position. Given that the deficit forecast for
2012 estimated by the Commission for this structural component was 7% (very similar to the
6.7% which has just been announced by the Spanish government) and that the estimated
one-offs measures represent 1%, this means that the cyclical component of the public deficit
only accounts for 2.1 percentage points of GDP. In other words, most of the deficit estimated
by the Commission in 2012 is largely due to its structural component.

1 The authors thank the comments and suggestions made by M. Cardoso, A. Diaz, J. R. Garcia, C. Martinez-Mongay, P. Mas, V. Pou,
J. Sicilia and J.Varela.

2 The Commission (http://ec.europa.eu/economy finance/eu/forecasts/2013_winter forecast_en.htm.) distinguishes between structural
deficit and adjusted deficit of the economic cycle depending on whether they include discretionary fiscal adjustment measures with
temporary effects. For comparability reasons, along this Economic Watch we use the winter estimates of the European Commission
for the budget balance as well as its estimate of the one-offs measures for 2012.


http://serviciodeestudios.bbva.com/KETD/ketd/esp/index.jsp
http://ec.europa.eu/economy_finance/eu/forecasts/2013_winter_forecast_en.htm
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What is the relationship between budget balance and unemployment? Obviously, cyclical
changes in unemployment are associated with cyclical changes in the budget balance.
Consequently, as the public deficit converges towards its structural level, when the economy
tends towards a neutral cyclical situation, unemployment simultaneously converges towards its
structural rate. The public deficit and the unemployment rate can be observed but not their
structural components, which have to be estimated, introducing uncertainty in key variables for
economic policy in future years.

Chart1
Structural budget balance in 2012 estimated by the European Commission
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Source: European Commission (February 2013)

Chart 2 represents the budget balance, as a percentage of GDP, against the unemployment
rate, which appears on the horizontal axis. The chart makes it evident that there is a marked
negative association between unemployment and the budget deficit (the correlation between
the two variables is equal to -0.84 between 1980 and 2012), due to the effects of the
automatic stabilizers, present in public balances.’

This chart also displays two vertical lines corresponding to the structural unemployment rates in
2006 and 2012 estimated by the Commission. According to these estimates structural
unemployment appears to be highly volatile and strong procyclical ranging from 11% (when
the current unemployment rate was 8.5%) up to 21.7% (unemployment rate, 25%), almost
eleven points of difference in only six years for a statistic that should be otherwise fairly stable.
The first reading which can be made of these estimates is that the Commission consideres
that most of the fall in economic activity in Spain in recent years has, in fact, meant a fall in
potential GDP, or, to put it another way, that practically all the unemployment currently
observed is of structural nature.

On top of the vertical lines for the structural unemployment rates for 2006 and 2012, the chart
displays the structural budget balance estimated by the Commission for those two years; 1.7%
and -5.9% respectively. Given that the nominal budget balance in 2006 was 2.4% of GDP, it
can be inferred that the cyclical balance estimated at the highest point of the real estate boom
was slightly higher than half a percentage point of GDP. This is again is contradictory with the
estimates by some authors (for example, Martinez-Mongay, Maza and Yaniz, 2007) who have
found that between two and three points of GDP could be considered to be transitory revenues
in those years. Furthermore, if the effect of the cycle on public spending is added, it may be
concluded that the cyclical budget balance in 2006 should represent at least between three
and four points of GDP.

3: Although it is convenient to represent the budget balance as a percentage of trend GDP, the results are not very strongly affected
when it is used as an approach to nominal GDP. For example, in 2006 the budget surplus was 2.4% of GDP and 2.5% of trend GDP.
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A closer look at the numbers in Chart 2 casts additional doubts on the internal consistency of
these estimates. In Chart 2, the two lines with a negative slope (solid lines), which project the
combination of the budget balance and the unemployment rate in their respective structural
rates, measure precisely the sensitivity of the cyclical deficit to the cyclical unemployment
estimated by the Commission. For example, in 2012, for each point of cyclical unemployment,
the budget balance fell by 0.63 pp, as a result of dividing the cyclical fiscal balance (-2.1%=-7%-
1%+5.9%), including one-offs, by cyclical unemployment (3.3%=25%-21.7%). It is important to
note, at least for 2012, the sensitivity of the cyclical component of the budget balance to the
unemployment rate estimated by the Commission is very closed to the value obtained by
directly regressing the total budget balance on the unemployment rate that vyields a regression
ratio equal to -0.66 to be estimated.’

Chart 3 displays a calculation of the structural balance of the Spanish economy in 2006 and
20712 using a similar exercise but with two methodological changes with important implications.
First, the structural unemployment rate is estimated following an alternative procedure,
in accordance with Okun's Law (see Ball, Leigh and Loungani, 2013, and Doménech and
Gomez, 2005, for the Spanish case). The results for 2006 and 2012 are represented as before
by means of two vertical lines for the structural unemployment rates of 14% (2006) and 18%
(2012). In contrast with what can be observed in Chart 2, the unemployment rates are now
less volatile and procyclical. On the other hand, cyclical unemployment is more persistent,
given tfgat it can take a considerable amount of time to reallocate employment between
sectors.

Second, the sensitivity of the cyclical budget balance to cyclical unemployment is re-
estimated, following the procedure described by Corrales, Doménech and Varela (2002),
giving a ratio of -0.7, very similar to the regression ratio of the budget balance over the
unemployment rate (-0.75).

With this new ratio and the new estimates for structural unemployment in Chart 3 the structural
budget balance in these years can be calculated projecting the observed values onto the
corresponding structural unemployment vertical lines. In particular, it is now observed that the
structural budget balance in 2006 was already in deficit (-1.52 per cent), even though there
was a positive balance due to the asset boom effect, largely on revenues. According to this
estimate, almost four percentage points of GDP in the budget balance of the public
administrations in 2006 could be considered to be cyclical or transitory. By the same token,
even taking into account the one-offs measures estimated by the Commission, when this
exercise is performed for 2012, the structural budgetary deficit would be equivalent to

4: This was not the case in 2006, when the cyclical budget balance was 0.8% and the cyclical employment -2,46%. The slope for that
year (-0.33) was half of the slope estimated in 2012, and for the period 1995-2012 has been equal to -0.456.

5: It could be argued that many jobs that have been destroyed are of a permanent nature (for example, in the construction sector).
Unless there is a complete hysteresis, the permanent destruction of jobs in certain specific sectors does not necessarily mean that the
workers who held these jobs will become permanently unemployed, thus prompting an increase in the structural unemployment rate.

REFER TO IMPORTANT DISCLOSURES ON PAGE 6 OF THIS REPORT Page 3
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3%, after the fiscal adjustments which have been made in 2010, 2011 and, in particular, in
2012. During those years, a broad series of measures have been implemented with permanent
effects on spending and on public revenue such as wage freezes, reduction of public
employment, cuts on healthcare, education and other categories of public consumption or a
rise in VAT and the elimination of certain bonuses in Corporation Income Tax. Furthermore,
although certain measures, such as the increased tax rate on labour income or capital gains,
have been announced as transitory, they might in fact become permanent if deemed necessary
to achieve the target deficit reduction.

The comparison between results from these two methods highlights the paramount importance
of uncertainties in both, the estimate of structural unemployment (e.g., Staiger, Stock,
and Watson, 1997), similar to that existing with trend GDP (Larch and Turrini, 2009), and in
the sensitivity of the deficit to the economic cycle.6 In light of these uncertainties, the
results of this debate can hardly be considered definitive. The three-point difference of GDP in
the estimate of the structural budget balance for 2012 is largely due to differences in the
structural unemployment rate.

Consequently, there might be scope for qualitative judgments on these matter to come up with
a more accurate or consensus view of the Spanish structural budget balance. The question of
which method to use, however, may be influenced by the following considerations. First, the
fact that for 2006 the method put forward in this Economic Watch provides results which
are more consistent with the existence of an asset boom, as has been stated above, which
is behind the heavy fall in tax collection even at the very onset of the crisis when
unemployment had not yet increased much. Proof of the cyclical nature of the fiscal position of
2006 is that between 2007 and 2008 non-financial public revenue fell 4.1 points as
percentage of GDP, while the structural unemployment rate estimated by the European
Commission would have risen by only 1.4 points, from 11.8 to 13.2 per cent, despite the
aforementioned volatility.7

Second, because in 2012 an important labor reform was carried out. This change in labor
laws is being complemented by the announcement of other structural reforms, which if well
designed and implemented, should also reduce unemployment. The reforms (in the job market
or in the goods and services markets) that reduce structural unemployment have similar effects
to those of the fiscal adjustments, with both of them reducing the structural deficit. In terms of
charts 2 and 3, it would mean moving towards the left and up, along the line with negative
slope which measures the effects of the automatic stabilizers on the budget balance. That is
why, in order to guarantee the sustainability of the public balances, it is so important to
combine discretionary fiscal consolidation measures with structural reforms aimed at
reducing structural unemployment.

Third, because a reasonably high number of the fiscal adjustment measures which have
taken place in recent years, and in particular in 2012, can be considered to be genuinely
structural, which can offset the increase in the deficit associated with a higher structural
unemployment rate such as that calculated above.

Fourth, given the uncertainty regarding the negative effects of fiscal adjustments on economic
activity (see the debate on fiscal multipliers of Blanchard and Leigh, 2013, and Andrés and
Doménech, 2013), it is advisable to be prudent and not carry out fiscal adjustments
which could end up being excessive. According to our calculations, the Spanish economy
would need at least between 2 and 3 points of GDP fiscal adjustments in the years to come, in
order to reach the budget equilibrium, mandatory after the new Budget Stability and Financial
Stability Act, while with the calculations of the Commission the adjustment would be almost two
times greater. Thus it is important to be cautious and not to adopt further fiscal measures
beyond these three points of GDP, as they can unnecessarily hamper growth, at least until
further information allows a more precise estimate of the structural deficit. In these
circumstances, it appears advisable to continue with a more gradual process of adjustment
which can allow the fiscal adjustments made in recent years to be consolidated, in order
to ensure that they have permanent effects on the public deficit. In this regard, 2013 could be

6: The sensitivity of the deficit to the economic cycle depends on the elasticity of revenues to their respective tax bases, and of the latter
to the economic cycle (see Fedelino, lvanova and Horton, 2009). Even assuming that the elasticity of revenue to tax bases remains
constant, the tax bases can vary significantly throughout the course of the economic cycle, as has happened in the case of the Spanish
economy.

7: Less than half of this fall in revenue (1.9 points) may be due to the discretionary measures adopted in 2008 (400 euro check,
reduction in Corporate Income Tax, VAT refunds, etc.). See Beynet et al (2011).
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a year of transition in which it would suffice to apply the fiscal measures already under way,
without taking other additional measures, working rather on the quality of the fiscal
adjustment. For example, with much more selective measures, which might allow
improvements on public administrations efficiency, based on items which have lesser short
term impact on growth and well-being.

Meanwhile, it is necessary to continue to apply new structural reforms and also to give time to
those that are already under way to do their work. As a result of these reforms, for each
point of reduction in structural unemployment, we reduce the structural deficit by 0.7
points, in other words, we save 7bn euros in additional adjustments to comply with mid term
fiscal targets. In short, in the mid and long term the increase in potential growth, the reduction
of structural unemployment and the fiscal consolidation are processes that mutually
reinforce each other.

REFER TO IMPORTANT DISCLOSURES ON PAGE 6 OF THIS REPORT Page 5
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DISCLAIMER

This document and the information, opinions, estimates and recommendations expressed herein, have been prepared by Banco Bilbao Vizcaya
Argentaria, S.A. (hereinafter called "“BBVA") to provide its customers with general information regarding the date of issue of the report and are
subject to changes without prior notice. BBVA is not liable for giving notice of such changes or for updating the contents hereof.

This document and its contents do not constitute an offer, invitation or solicitation to purchase or subscribe to any securities or other instruments,
or to undertake or divest investments. Neither shall this document nor its contents form the basis of any contract, commitment or decision of any
kind.

Investors who have access to this document should be aware that the securities, instruments or investments to which it refers may not be
appropriate for them due to their specific investment goals, financial positions or risk profiles, as these have not been taken into account to
prepare this report. Therefore, investors should make their own investment decisions considering the said circumstances and obtaining such
specialized advice as may be necessary. The contents of this document are based upon information available to the public that has been obtained
from sources considered to be reliable. However, such information has not been independently verified by BBVA and therefore no warranty, either
express or implicit, is given regarding its accuracy, integrity or correctness. BBVA accepts no liability of any type for any direct or indirect losses
arising from the use of the document or its contents. Investors should note that the past performance of securities or instruments or the historical
results of investments do not guarantee future performance.

The market prices of securities or instruments or the results of investments could fluctuate against the interests of investors. Investors
should be aware that they could even face a loss of their investment. Transactions in futures, options and securities or high-yield securities
can involve high risks and are not appropriate for every investor. Indeed, in the case of some investments, the potential losses may exceed
the amount of initial investment and, in such circumstances; investors may be required to pay more money to support those losses. Thus,
before undertaking any transaction with these instruments, investors should be aware of their operation, as well as the rights, liabilities and
risks implied by the same and the underlying stocks. Investors should also be aware that secondary markets for the said instruments may be
limited or even not exist.

BBVA or any of its affiliates, as well as their respective executives and employees, may have a position in any of the securities or instruments
referred to, directly or indirectly, in this document, or in any other related thereto; they may trade for their own account or for third-party account
in those securities, provide consulting or other services to the issuer of the aforementioned securities or instruments or to companies related
thereto or to their shareholders, executives or employees, or may have interests or perform transactions in those securities or instruments or
related investments before or after the publication of this report, to the extent permitted by the applicable law.

BBVA or any of its affiliates " salespeople, traders, and other professionals may provide oral or written market commentary or trading strategies to
its clients that reflect opinions that are contrary to the opinions expressed herein. Furthermore, BBVA or any of its affiliates” proprietary trading and
investing businesses may make investment decisions that are inconsistent with the recommendations expressed herein. No part of this document
may be (i) copied, photocopied or duplicated by any other form or means (i) redistributed or (i) quoted, without the prior written consent of
BBVA. No part of this report may be copied, conveyed, distributed or furnished to any person or entity in any country (or persons or entities in the
same) in which its distribution is prohibited by law. Failure to comply with these restrictions may breach the laws of the relevant jurisdiction.

In the United Kingdom, this document is directed only at persons who (i) have professional experience in matters relating to investments falling
within article 19(5) of the financial services and markets act 2000 (financial promotion) order 2005 (as amended, the “financial promotion order”),
(i) are persons falling within article 49(2) @) to (d) ("high net worth companies, unincorporated associations, etc.”) Of the financial promotion order,
or (i) are persons to whom an invitation or inducement to engage in investment activity (within the meaning of section 21 of the financial services
and markets act 2000) may otherwise lawfully be communicated (all such persons together being referred to as ‘relevant persons”). This
document is directed only at relevant persons and must not be acted on or relied on by persons who are not relevant persons. Any investment or
investment activity to which this document relates is available only to relevant persons and will be engaged in only with relevant persons. The
remuneration system concerning the analyst/s author/s of this report is based on muiltiple criteria, including the revenues obtained by BBVA and,
indirectly, the results of BBVA Group in the fiscal year, which, in turn, include the results generated by the investment banking business;
nevertheless, they do not receive any remuneration based on revenues from any specific transaction in investment banking.

BBVA is not a member of the FINRA and is not subject to the rules of disclosure affecting such members.

“BBVA is subject to the BBVA Group Code of Conduct for Security Market Operations which, among other regulations, includes rules to
prevent and avoid conflicts of interests with the ratings given, including information barriers. The BBVA Group Code of Conduct for Security
Market Operations is available for reference at the following web site: www.bbva.com / Corporate Governance”.
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