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Abstract: The public debt crisis is a hot debated topic nowadays. Many southern member states accumulated too much public debt and have to pay very high interests on their debt which makes it even more difficult to meet payment obligations. One of those countries that faces a high interest rate is Spain (6%), but its public debt is lower as a percentage of GDP compared to Germany, while Germany faces the most attractive interest rate of the Eurozone (1%). This paper analyses the underlying vulnerabilities of the Spanish economy, being the real estate sector, the lack of international competitiveness and private debt accumulation by households and corporations. These vulnerabilities triggered a deep recession in 2008 and made public spending inevitable to lessen the recessionary effects leading to high annual deficits and higher interest rates on government securities.
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Section I Introduction

The Eurozone debt crisis is nowadays a hot debated topic, in which fiscal consolidation is the main subject. The southern Eurozone member states (SMS)[footnoteRef:1] faced severe growing indebtedness, negative growth rates and skyrocketing unemployment which hit approximately the 25% both in Greece and Spain at the end of 2011. (Indexmundi, 2012)  The northern member states (NMS) also suffered from the crisis but are probably within a year back on track.[footnoteRef:2] On the contrary, financial support had to be constructed in the form of the European Financial Stability Facility (EFSF). This initiative contained 780 billion euro to be used as financial support  for the SMS economies troubling with deleveraging. (EFSF, 2010) and at the time this paper has been written European leaders agreed to give financial support of 100 billion euro’s stepwise to help Spanish banks which have to recover their balance sheets. [1:  From this moment on the southern Eurozone member states will be referred to as SMS and the northern as NMS. Furthermore the member states in this perspective are the members of the EMU.]  [2:  According to Eurostat figures which predicts positive growth rates for almost all Eurozone core countries. On the contrary not for Greece, Portugal, Spain, Italy and Ireland ] 

Greece simply lived above its means, because its real GDP growth in the years after the introduction of the euro is for the lion share financed by public debt, ultimately leading to a record high public debt as a percentage of GDP of 165,3% at the end of 2011. On the other hand Spain shows very different figures with public debt as a percentage of GDP of only 68,5% in 2011. In this respect Spain is already near the 60% which the European Commission set as a boundary for its 2020 policy making. (European Commision, 2011) On the contrary, Germany faces public debt as percentage of GDP of 81,2% which is 12,7 percentage points higher than Spain. (European Commission, 2011) From this alone already one can conclude that public indebtedness itself does not explain why SMS are in need of financial support and that NMS such as Germany are the one’s expected to provide it.
The aim of this paper is to give more insight in why the long term interest rate first started to converge within the EMU and after 2008 started to diverge again. In this paper I use Germany and Spain as the countries of comparison. Spain is chosen for the simple reason that its recession is not the simple result of overspending in the pre-crisis period like the other SMS. Germany can be seen as the biggest economy of the Eurozone with the lowest yield on its government bonds, but nevertheless with a higher public debt than Spain.
Section II shows the contrast of public indebtedness between Spain and Germany and their respective sovereign default risks. This section addresses that public debt and the risk of default would not necessarily go hand in hand, but is also the result of the macro-economic stability of a country. Section III gives attention to the main trends before 2008 that camouflaged Spain’s underlying vulnerabilities, addressing the role of the real estate bubble and the lack of competitiveness in more detail. Section IV addresses the role of private and public debt and how there has been a trade-off in the Spanish economy. Section V gives some policy recommendations and Section VI covers the concluding remarks.
Section II the contradiction

De Grauwe already argued that Spain is much more vulnerable to negative external shocks than the UK, because it is a member of a monetary union. It does not matter that Spain shows a lower indebtedness than the UK, because financial markets will never anticipate an UK default. On the contrary, Spain can still become victim to a self-fulfilling prophecy within the financial market, because the Spanish Central Bank does not have the necessary monetary policy tool to prevent such speculation from happening. This can be seen from the fact that the yield on Spanish bonds increased much more than the yield on UK bonds. (Grauwe, 2011)
In the light of de Grauwe one can also compare German and Spain public debt and its 10-year yield on government bonds (see Figures 1 and 2). This comparison shows much similarities with the analysis of de Grauwe when he compared the UK and Spain, but with one fundamental difference: Now, both countries are member of a monetary union. 







Figure 1 shows that public debt increased faster in Germany than in Spain, while Figure 2 shows that over the past year, even when German public debt is relatively higher than Spanish public debt, Spanish harmonized long term interest rate on government bonds remained significantly higher from may 2011 until may 2012 and the rates are further diverging at the end of the period. The long term interest rate can be seen as an indicator on how well financial markets think the respective country is able to pay back its creditors. Looking at figure 2 one can conclude that financial markets think investing in Spain is more risky than investing in Germany. 
As Paul Krugman already denoted (Krugman, Europe's Economic Suicide, 2012): “When the bubble burst the Spanish economy was left high and dry; Spain’s fiscal problems are a consequence of its recession, not its cause.’’ What he means is that Spain had a very low indebtedness until 2008 and even budget surpluses, but when the housing bubble burst world wide Spain has been piling up deficit after deficit to simulate its real economy and thereby increasing its debt from approximately 40% in 2007 to approximately 70% in 2011. In addition the Spanish unemployment rate reached the 24,44% and GDP growth was -0,3% both in the first and second quarter of 2012. In contrast, the German unemployment rate is only 7,4% and GDP growth diminished somewhat with respect to 2011, but was still 1,5% in the first quarter and 1,7% in the second quarter of 2012.
When a country formerly seen as the best student in class regarding its fiscal policy is piling up deficits and macro-economic balances deteriorate, investors in sovereign Spanish bonds become worried about the profitability of such investments when the probability increases that Spain cannot pay back its creditors. (Baldacci & Kumar, 2010) The consequence of uncertainty by investors reflects itself in the long term interest rate of sovereign bonds. Anyone who believes that holding Spanish bonds any longer is too risky sells its bonds in exchange for euro’s which they easily can invest in other euro bonds such as German ones which they believe are less risky. In other words: demand for Spanish bonds decreases relative to the supply and for German bonds this works the other way around. The trade-off between demand and supply for sovereign bonds reflects itself in the interest rate, from which the Spanish rate increases and the German rate decreases. (Figure 2)
De Grauwe (Grauwe, 2011) argues that such a trade-off between yields is especially true for countries within a monetary union. Investors sell for example the UK bonds in exchange of pounds. Assuming that these investors want to get rid of their pounds by selling them in the foreign exchange market, the price of the pound drops and the interest rate increases until there are investors to buy pounds and invest these in government securities again. The pounds remain within the UK money market waiting to be used to invest in UK securities. Even when there are no buyers, the UK authorities can use the lender of last resort role of the central bank to buy up UK bonds to roll over its debt. This works as follows: when the government is in need of more liquidity, because it needs to pay back those who own securities that mature, it can finance these securities by creating more securities. Even when these securities can’t be sold on the international market for whatever reason, the central bank intervenes and buys the securities. As a consequence the government can finance its expenditures this way indefinitely. 
In contrast, when Spanish bonds are sold in exchange for euro’s, this will raise the interest rate, but certainly not decrease the price of the euro. If these investors use the euro’s they have to invest in what they regard as a save heaven like German bonds, the euro’s leave the Spanish banking system. This results in a liquidity crisis since there is no Spanish central bank that can buy up the government securities as a last resort. In place, the ECB could finance the liquidity needed, but Spain does not control this institution. Being that the euro can’t depreciate by this mechanism it has another negative side effect that Spain cannot use the exchange rate to become more competitive.
Unfortunately, the above information is well known by those participating on the financial market. Thus, investors already know that they can speculate a default by Spain, but not by the UK which in turn triggers a self-fulfilling prophecy which eventually indeed may lead to a Spanish default. 
To avoid a negative spiral leading to an ever deepening recession in SMS which can spread towards the NMS, is precisely why EU policy is so much concerned with fiscal austerity measures on the short term and more strict fiscal regulation on the medium term. 
Section III The real estate bubble and its implications
[bookmark: _GoBack]Section II explained that Spain is more vulnerable to financial markets than Germany, because after 2008 Spain was hit by a much deeper recession which reflects itself in the unemployment rate and GDP growth. This section exists of three parts. Subsection a) explains why Spain has been hit harder by the crisis relatively to other member states, thereby giving much attention to the housing bubble that collapsed in 2008. Additional to the housing bubble, subsection b) shows that macro-economic imbalances could evolve with the authorities blinded by the strong economic growth during this period and the lack of a monetary instrument to stop the economy from overheating. Subsection c) goes into the details of private debt growth which gave the opportunity for Spain to achieve the high growth rates as it did. 




a) Imploding housing bubble Spain
Figure 3 shows the Housing Price Index for the EMU member states Spain, Greece and Germany (see Figure 3). Greece is added to the figure to show that another SMS which also perishes from a severe recession comparable to Spain’s did not have a housing bubble as its trigger. From Figure 3 it is clear that Spain pays the toll from a huge imploding housing bubble. At the end of 2007 the housing prices were on average almost 15% higher than in 2010. Still, housing prices are decreasing and according to Tinsa[footnoteRef:3] estimates, negative price growth is expected for at least the coming months.  [3:  Tinsa is Spanish  market leader in real estate valuation and assessment.] 

The Question still remains: How could such a housing boom have arisen? As is common in economics, this has much to do with increasing demand. The following aspects played a great role in this respect and will be discussed below: a fast developing domestic economy, demographic factors and cheap credit. It will become clear that all played a role in increasing house prices, but there is no evidence that they caused a bubble on itself. However cheap credit definitely has been the starting point in fueling overconfidence and underestimation of the risks taken, ultimately leading to the bubble as it did in the United States. The greatest contribution to the bubble are unique cultural features of the SMS and some which are unique for Spain.
A fast developing domestic economy
Since the introduction of the euro in 2002 until 2008 Spain’s real GDP grew very fast compared to the EU average (Figure 4). Though, we should be careful by saying that economic growth has causational implications for housing prices, since economic growth itself is partly explained by increasing housing prices. The price of a house can be seen as part of someone’s wealth. When the price of a house increases, so does a household’s wealth. As is evidenced by Oriol Aspachs-Bracons and Pau Rabanal (Aspachs-Bracons & Rabanal, 2010) housing wealth is used to finance non-durable consumption which in turn increases real GDP. From a standard Keynesian approach any increase in GDP as the result of more household consumption multiplies the effect which ends with even higher aggregate demand for both non-durable and durable goods. The latter is even more elastic to demand shocks which reflects itself in higher prices for durable goods such as housing. (Bils & Klenow, 2004)

Demographic factors
The demographic developments in Spain during the pre-crisis period may be of even greater interest. Immigration (Figure 5) and population growth (Figure 6) caused the main external 
demand shocks. These trends were developing  much faster than the Eurozone average.
As can be seen from figure 5 Spanish immigration reached tremendous amounts within the period 1999-2007. The increasing amount of immigrants goes hand in hand with the amount of extra residents needed to give all these people shelter. Figure 6 even shows more evidence that there has been a really big population boom in Spain with population growth rates far above the Eurozone average. In both cases Germany shows very different results, having zero or negative growth rates. 
Where we can say that high economic growth rates were also present in other member countries and do not explain a housing boom in Spain on itself and even may be the result of the housing boom, the demographic factors sure do. However, increasing housing prices, because of an increase in housing demand, does not explain the bubble. One can only speak of a bubble when the value of an asset is significantly overvalued, because of overconfidence in the market. The immigration wave after 1999, resulting from more openness in Spain, and the high population growth rates do explain why housing prices apart from the bubble increased even more in Spain than in for example the United States where the housing bubble also pushed the domestic economy in recession.


Low interest rate on mortgages

As we have seen the Spanish government was quite conservative in their spending, on the other hand Spanish firms and households financed their activities with cheap credit in increasing amounts. Households had the luxury of high house prices and coming with it so called housing wealth. Increasing consumption, high economic growth and inflation were the results. Households, firms and banks thought that the sky was the limit thereby even attracting more leverage to finance their expenditures. However, many economists studied the effect of lower interest rates on housing cycles and didn’t find a significant relationship. (Aspachs-Bracons & Rabanal, 2010)  This result points in the direction that the lower cost of housing has only little added in explaining an increasing demand for dwellings. As will be made clear below, the popularity of home-ownership already started well before the monetary union was mentioned. However,  the role of cheap credit is very important in explaining the increasing indebtedness of Spanish firms and households. More about this will be discussed in Section IV.

Spanish home-ownership rate

Additional to high house prices, Spanish homeownership has been stimulated by low net costs of mortgages. Among the members states Spain can present the second lowest net mortgage costs between 1999-2004 after the Netherlands. (Neuteboom, 2004) Figure 8 shows  that Spain also has the highest homeownership rate of all OECD countries in 2004; much higher than the US.


It is straightforward that when the cost of mortgages decreases it becomes more attractive to buy a house instead of renting one, but this does not explain everything. The Netherlands, with the lowest net cost of mortgages (Neuteboom, 2004) (or the most attractive mortgages) had a much lower home-ownership rate back in 2004. The explanation is imbedded in cultural differences that have rooted in the different countries years ago. Mediterranean welfare states have not developed like those of the NMS. In short this means that they cannot completely rely on the welfare services the state provides. The result is that households are greatly responsible for their own financial future. Therefore a tenure developed that households seek to invest in family assets, in particular in illiquid residential property. It is generally believed that this is a save way of saving and investing, since it is inflation proof. Before the eurozone became a fact the SMS faced much higher inflation than the NMS.  Other consumption goods which are less durable decrease in value every year, while it was believed that housing prices tend to increase in value forever. (Hoekstra & Vakili-Zad, 2009)
A second explanation finds itself in strict rent regulation and tenant protection. Back in 1950 Spain’s home-ownership rate did not even reach the 50%. So there was enough space for the private dwelling rental sector. The reason that these relative shares shifted in favor of home-ownership can be explained by the government regulation after the Spanish civil war. Many houses have been destroyed during the war. This had considerable rising rents as a consequence. The Franco regime that seized power was afraid that the middle class would be harmed by the rising costs of living. The regime has been so committed to the middle class, because they got much support from them during the war. The outcome was strict rent regulation at the end of the 1950s called the Urban Rental Laws. These laws froze the rents and furnished for contracts that had no end date. Although, these regulations have been liberalized, contracts still have no end date and tenant protection remains strong. The clearance of non-paying tenants goes with long judicial procedures. The strong tenant protection caused a moral hazard problem in which Spain got considerably more non-payers than other countries. These problems in the renting sector made many unwilling to participate in this sector in the role of landlord. The renting sector in Spain therefore had become and still is very unpopular. (Hoekstra & Vakili-Zad, 2009)
Another aspect that contributed to increasing investments in illiquid residential property is the relatively large informal sector in Spain. The reason that the real estate sector became attractive to black market investments is for the simple reason that there was a general believe that house prices didn’t stop increasing. (Hoekstra & Vakili-Zad, 2009)
What also played a role is that after the internet crisis many investors started to become more cautious. Many stocks proved to be really volatile and the returns disappointed. Also because of the general believe in forever growing house prices, investing in houses was not a bad idea. It went so far, that the number of dwellings grew by 500.000 and the number of households by 300.000 since 2001 until 2009. (Hoekstra & Vakili-Zad, 2009) Partially these numbers can be explained by the relatively high number of second homes that were constructed, but for the lion share this has to do with investment purposes, adding to the speculative bubble.
Conclusively, the general believe that house prices would grow forever attracted many to invest in residential property assets, thereby making the general believe a fact until the bubble burst in 2008. 

Housing wealth and Permanent Income

There is some discussion regarding the direct effect of housing wealth on consumption. While Carroll et al. find that housing wealth directly influences consumption in significant proportion, (Carroll, Otsuka, & Slacalek, 2006) Calomiris et al. think Carroll et al. did not control for the permanent income bias. This permanent income control variable reflects the income households think they have in the future. People not only give about present consumption constraints, but adjust also their consumption to expected constraints. This is called consumption smoothing. The idea of Calomiris et al. is that increasing housing wealth increases higher permanent income expectations and therefore increases consumption. (Calomiris, Longhofer, & Miles, 2009) Although, the technical approach might matter to some, the conclusion remains the same. Increasing house prices induce higher household wealth and will increase consumption, whether it is directly or indirectly. If people expect a higher permanent income from their housing wealth this does nothing more than underlining that there really can be spoken about a bubble.

b) Growing marco-economic imbalances

The Balassa-Samuelson effect 

The Balassa-Samuelson theory examined what happened to emerging economies with a fixed exchange rate when they opened up their economies. The general unique features of a closed emerging economy is that the protected manufacturing and agricultural sector are less productive than those of developed countries and that wages and prices tend to be relatively low compared to prices on the world market. A high share of the economy’s output becomes non-tradable, because services are considered non-tradable in general. This will result in high employment rates, but higher poverty, because of the lack of trade. (Neal & Garcia-Iglesias, 2012)
Once the economy opens up with the more developed countries, the price of tradable goods tend to increase almost instantly towards the world price. This is no surprise at all. Why would a manufacturing company in Spain accept much lower prices than a company in France and thereby making less profit? It doesn’t. The rise in prices in the now tradable sector of the economy has the effect of increasing wages in both the tradable and non-tradable sector. Wages in the non-tradable sector need to rise to compensate for the now more expansive manufactures and agricultural products. When wages in the whole economy rise, so will prices. Thus also prices in the non-tradable sector, those of services and construction. (Neal & Garcia-Iglesias, 2012)
Since the exchange rate is fixed, the real exchange rate will appreciate relative to the country the exchange rate is fixed to as long as inflation is higher in the emerging economy than in the developed economy. The high real exchange rate reduces international competitiveness, because the products become relatively expensive to the world market. (Neal & Garcia-Iglesias, 2012) To compensate for this appreciation, higher labor productivity in the tradable sector is needed to reduce the cost of units sold. This can be achieved by increasing investments in advanced technology. Spain can be seen as the emerging economy and Germany the developed economy in the Balassa-Samuelson analysis.

Diverging Current Accounts
Spain exactly followed the path of the Balassa-Samuelson effect, except that labor productivity lacked behind. Instead to much focus has been given to the non-tradable sector of the economy, especially construction.
Compared to the NMS, the SMS were emerging markets when they entered the Eurozone. A fixed exchange rate regime followed automatically with the euro as the common currency. Figure 9 shows the development of trade openness in Spain which is calculated as (Exports+Imports)/GDP * 100%. One sees a significant increase in trade openness. 






Between 1995 and 2008 openness increased by approximately 25 percentage points (Figure 9). Along with the increase in trade openness, the Balassa-Samuelson effect expects rising prices and a significant appreciation of the real effective exchange rate. From figures 10 and 11 it becomes clear that these expectations are fulfilled. The consumer price index can be seen as a measure for the general price level of the economy. The consumer price index increased much faster in Spain than in Germany (Figure 10). When the Spanish economy became more open to the more developed economies, prices and wages increased in both the tradable as well as in the non-tradable sector of the economy. Thereby, a significant increase in domestic demand, due to an increase in employment and GDP, accelerated the process. (Estrada, Jimeno, & Malo de Molina, 2009).

Since the nominal exchange rate is fixed, the real effective exchange rate[footnoteRef:4] can only appreciate by inflationary influences[footnoteRef:5]. Theory predicts that a fast increase in the general price level of the emerging economy induces a fast appreciating real effective exchange rate. Between 1999 until 2008 the Spanish REER has kept appreciating while the REER of Germany is as high in 2008 as it was in 1999. (Figure 11) As already mentioned earlier, a higher REER deteriorates competitiveness, because products become more expensive on the international market. To compensate for this loss in international competitiveness high productivity growth and low labor cost growth in the tradable sector of the emerging economy are needed compared to the more developed trading partners.  [4:  The definition of REER by the world bank: “Real effective exchange rate is the nominal effective exchange rate (a measure of the value of a currency against a weighted average of several foreign currencies) divided by a price deflator or index of costs.”]  [5:  The REER in formula: Q= S/P. Where Q is the real effective exchange rate, S is the nominal exchange rate and P is the general price level of tradable goods within the economy. The currency is fixed within a monetary union, so Q cannot change because of S. Q can only change, because of a change in P. When P goes up, Q goes down. A lower exchange rate reflects an appreciation. So Inflation has the effect of appreciating the real exchange rate.
] 

From 2002 onwards Spain did not increase its labor productivity in manufacturing enough to compensate for the loss in price competitiveness. (Figure 13) In 2007 labor productivity in manufacturing has been increased slightly more than 10% compared to 2002 (blue line). In the same period the total labor compensation in manufacturing grew 20% with respect to 2002 (green line).  German labor productivity was already much higher than Spanish labor productivity in 2002 (not shown) as it was much more developed when it entered the eurozone. The Balassa-Samuelson theory underlines that the emerging economy (Spain) needs to converge its labor productivity towards the developed economy (Germany). Obviously this did not happen (Figure 13). German labor productivity in manufacturing grew 25% between 2002 and 2007 (red line)  while total labor compensation in the sector grew not even 5% (purple line) in the same period of consideration. 
The logic consequence of a lack of labor productivity growth in the tradable sector of Spain (and the high growth in Germany) compared to the fast growth of total labor compensation in Spain (and the sluggish growth of total labor compensation in Germany) along with the fast increase in prices made Spain very uncompetitive on the international market. Therefore one can notice a deteriorating current account (imports grow faster than exports) of Spain and consistent growing surpluses on the current account of Germany (Figure 12)[footnoteRef:6]. [6:  One can add  more countries to the comparison, because imports of Spain are not all imported from Germany, and also not the other way around, but since all core NMS show the same pattern as Germany (like the Netherlands, Austria, Finland and Belgium) and the SMS as Spain (Portugal, Greece and Italy) I have decided that showing the contrast between Germany and Spain is sufficient to illustrate the contrast. ] 

In Germany a policy of wage restraints exists since the beginning of the EMU. Uxo et al. found that productivity per employee in Germany grew on average by 1,1% annually. The inflation target within the EMU is 2% per year. This means that wages can grow by 3,1% on average each year. They conclude that instead wages grew only on average by 1% per year in nominal terms, which is 16% below the wage increase that is allowed if you take the target inflation into consideration. Additional to the difference in wage growth is the different trend in GDP growth. Whereas Germany’s economy grew at an annual average of 1,5% between 2000 and 2007 the economy of Spain grew by 3,6%.  (Uxo, Paul, & Febrero, 2011) 




How could Spain achieve such high annual GDP growth and increasing domestic demand while labor productivity lacked so much behind? Together with a rise in wages beyond inflationary influences it is already mentioned that the Spanish economy mainly relied on the residential property sector for its investments. The main component of Spain’s GDP growth is the construction sector in which the Spanish private sector’s investments were the largest. This can be illustrated by looking at the national account of gross fixed capital formation (GFCF). Simply said, these are the total investments done by the domestic private sector in fixed assets. It is gross, because depreciations are not taken into account. Not just only compared to the Euro Area average and Germany, but also when we look at the other peripheral countries of the Euro Area we see that Spain really was at the top (Figure 15 next page). One can also see that Spain was the only country in which gross fixed capital formation (GFCF) continuously has been growing until 2007. In 2007 GFCF contributed almost one third (!) of whole domestic production. In Germany, GFCF not even contributed 20% of total GDP. 



GFCF is divided into six components, from which two are important in the scope of this paper, namely dwellings and other machinery and equipment. These two components cover the main contradiction between Spain and Germany. Again one sees that Spain focused much of its investments towards the creation of dwellings and Germany invested a lot of its total expenditures on machinery and equipment (Figure 16). While extra machinery and equipment enhances productivity (of both labor and capital) the creation of dwellings does not. However, this feature needs some nuance. It cannot fully explain the difference in productivity between the two countries. From Figure 15 we know that Spain had a much a higher share of its GDP invested in fixed assets. So even when the share of machinery and equipment is smaller on the Spanish account it is still higher as a percentage of GDP compared to Germany. Though, it does give some indication how the different economies spend their money. A better validation is found by Uxo et al. They showed that the relative high share in construction expenditures (Figure 16 blue and red block) only started after the introduction of the euro and went along with a relative decrease in the production of manufactures. (Uxo, Paul, & Febrero, 2011) 
How could Germany progress with such a declining domestic demand? The only way is to anticipate on foreign demand and increase its exports and profit from the high international competitiveness German companies achieved. How could Spain anticipate its own high domestic demand? By buying products from the foreign market thereby increasing its imports. Where exports contribute to an economies GDP growth, imports don’t. Additional to a negative contribution to GDP,  technology based imports fuel inflation, because companies can set high-mark ups on such goods and services. 
In short the current account divergence which indicates the respective differences in international competitiveness is the result of contrary economic trends. The Spanish economy underwent an expansionary period with increasing wages, prices and domestic demand fueled by the demand (subsection a) and supply (subsection b) of the construction sector and mainly residential property, while the German economy was in a much more restrictive phase with declining demand, moderate inflation and very restrictive wage growth. Additional the increasing production in the construction sector went along with the decrease of the production of manufactures in Spain while the production of manufactures in Germany remained constant even in a contractionary phase. 







Section IV The trade-off between private and public debt 
 
The statement that GDP growth has its origins mainly in construction investments and housing demand raises another question: How could the Spanish economy achieve such an expansionary period? How could firms and households accumulate the liquidity needed to finance their investments? The answer lies in looser credit constraints. 
Converging/diverging yields on government securities
From Figure 17 one notices that the yield on long term government bonds in Spain almost instantly converged to the Euro Area average. The process began in 1995 when the European political leaders made the countries aware that some macro-economic conditions had to be met before a monetary union was possible. The effort that the member states put in the process to adjust their monetary (inflation) and fiscal policies (government finance) towards the EU criteria to become part of the monetary union made the convergence of the long term interest rate possible (Sinn, 2000). In the figure I only show Spain and Germany, but the convergence holds for every country that became part of the monetary union in 2002. 


What is important when watching Figure 17 that one keeps in mind that the countries indeed met the main conditions set by the European political leaders to become part of the monetary union, but that the underlying economic strengths still were very different. Section III already examined this phenomenon and concluded that the economic growth in Spain was unsustainable from the beginning, built on a real estate bubble. From 1995 financial markets treated Spain’s public debt as if it is German public debt. 
Of course, Spain and many other SMS did not even come close to the German economy which was and still is much more developed. It has higher productivity in both capital and labor due to an advancement in ICT, higher educated employment, more technology based industries and a more efficient institutional framework. Apparently financial markets started to realize that the economic basis of Germany is much more developed than Spain’s, causing diverging yields after 2008. This realization has its main component in increasing private debt that became a real problem after the housing bubble imploded and the private sector (households, firms) along with the Spanish banking sector had to deal with deteriorating balance sheets thereby unable to pay back all their debts which forced them to deleverage their respective balance sheets.
Spanish private debt becomes public debt
Figure 18 shows the process mentioned above. From 2002 until 2008 one sees that the Spain every year has been a net borrower and even borrowing every year somewhat more than the previous year as a percentage of GDP. Figure 19 shows the components of the economy that borrow or lend money. Needless to say, but until 2008 public debt or general government deficits were not a problem at all. On the other hand especially corporations financed their activities by an increasing amount of leverage. In contrast Germany has been a net lender in the whole period of consideration mainly fueled by household and corporate saving. The latter has much to do with policy reforms that obliged companies to meet some financing standards. As a consequence many companies already deleveraged before 2002 resulting in the net lender position the German corporate sector had and still has. (Uxo, Paul, & Febrero, 2011)
After 2008 an upward trend is shown (Figure 18), meaning that the Spanish economy decreases its annual net borrowing. Nevertheless it is still a net borrower at an annual rate of 4% of GDP  per year. Upon that, Figure 19 shows that there is nothing positive about the upward trend of Spain’s net borrowing position, because the corporations and households have become the net lenders and the public sector faced increasing deficits every year. Spanish households have become the main net lenders after 2008, because of a lower consumer confidence, uncertainty about future income and increasing unemployment. Additional, many Spanish households couldn’t pay their mortgage loans anymore and were forced to move. In this way household debt reduced since they had to give up their homes and the mortgage loans with it. For the German households this was definitely not the case, because from 2002 the German households always have been net lenders (Figure 20). Positive is that this position made the economy much less vulnerable to the recessionary effects since they haven’t indebted themselves like Spanish households. A negative side effect is that less household spending goes along with less economic growth.
Corporations also had to deleverage in order to avoid a bankruptcy. Deleveraging is done by selling assets in order to pay back creditors. However these assets are mainly sold at lower prices than the market value of the assets. When a corporation starts 



selling assets and has only a short time horizon within the assets are needed to be sold, the price drops due to low bargaining power. The corporation has to sell its assets, it cannot wait until someone offers the market price. This is generally known by buyers of the assets, making the bargaining position of the buyers better than the bargaining position of the sellers. When a corporation sells its assets lower than the market value of the assets it is less easy to use the liquidity to pay back debts on the liability side of the balance sheet, thus more assets need to be sold. These “new” assets are also sold at lower prices than the market value which amplifies the mechanism causing that it is even more difficult for a corporation to finance its payment obligations. 
The negative spiral consists of two components which are both a real problem for the corporations in Spain that need to deleverage, namely that the problem is persistent and amplifying. It is persistent, since every time when a corporation sells assets it needs to sell more assets and there seems to be no end when the corporation doesn’t get financial help from outside. Also the problem is amplifying, because every time the corporation sells its assets at a lower price than the market value the liabilities will increase relative to the value of the assets, making it more difficult for the corporation to meet its payment obligations. Thanks to the deleveraging already in an early stage (Figure 20) the German corporate sector also has been hit much less severe, because it has not the payment problems that Spanish corporations face. Another feature is that the German corporate sector is much more competitive on the international market, which already has been mentioned in the previous section. It is therefore also much more flexible when domestic demand drops.
On the contrary the public sector in Spain used anti-cyclical policy measures in order to stimulate the economy and reduce the recessionary effects. As can be noticed from Figure 19 this leaded to pretty large deficits from 2008. Being member of the monetary union has the implication that the authorities can’t use a monetary expansion as a policy tool to give the economy an expansionary impulse. Therefore fiscal expenditures were needed to stimulate demand and to give financial support to the domestic banking sector which appeared to be very vulnerable when house prices dropped. On the other hand the need for a fiscal expansionary policy was much less than in Spain, since the German economy has been hit much less severe than the Spanish economy. The result is that German public deficits did not increase after 2008 than before 2008.
Banking sector insolvency
The Spanish banking sector is also one of the reasons that deficits in Spain grew faster than other peripheral countries  such as Portugal after 2008. Banks in Spain were very heavily dependent on the real estate sector. When the bubble burst a logic consequence is that not only house owners, but also banks came in trouble. Banks use the dwellings as collateral for the mortgage loans. When a household can’t meet its monthly payments, banks can claim the dwelling which backs the mortgage loan. When house prices dropped, so did the value of the collateral on the asset side of the banking sector. The drop of the value on the asset side makes a bank insolvent. Creditors on the liability side of a bank’s balance sheet cannot be sure anymore whether the respective bank is still able to meet its payment obligations. The rest of the story is almost identical to the one of the corporate sector. As any private institution (a bank can be seen as such) a bank needs to recover its balance sheet to avoid bankruptcy. Therefore it also has to sell assets at lower prices than the market value, generating even more problems. The rest of the story is known.
As one can imagine, it is not in the best interest for the whole economy that the banking sector faces such insolvency problems. When a bank needs to deleverage in such a dramatic way as the Spanish banks need to, it is straightforward that these banks are less able to grant loans to households and corporations. When households and corporations have difficulty to access credit domestic demand drops even further, creating even more unemployment and amplifying the recessionary effects. To stop such a negative spiral financial help is needed for those banks that need to recover their balance sheets. 
The side effect of such financial support is that private debt is exchanged for public debt. The implications of such a trade-off has to be seen yet since it is relatively new in economic practice and is therefore out of the scope of this paper. Though, it is certain that the consequence is  that public debt becomes a higher share of the total debt position of a country that faces such a trade-off. The 100 billion that the European political leaders agreed on to support the Spanish banking sector reinforces this process of trade-off.
German banks are not in trouble at all. On the contrary, German banks held foreign claims of value of approximately 5 trillion (180% of GDP) in total in 2008 just before the crisis hit. course, this has diminished somewhat since many German banks needed to write off foreign claims on Spanish and Greek banks. Important both for the German as well as for the Spanish banking sector is that 6% of the total foreign claims by the German banking sector are claims on Spanish borrowers (Uxo, Paul, & Febrero, 2011). From these borrowers the Spanish banking sector is the greatest borrower and hence its future is much dependent on German banks and their willingness to write off claims.
Thus, The Spanish economy faced a trade-off with private debt exchanging for public debt. The consequence is that that the net debt position of Spain now is considered as unsustainable, but in fact it already was when households and corporations accumulated more private debt every year after 2002. On the other hand the German economy has been a net lender all along and did not face this exchange of public and private debt. The private sector (households and corporations) had to deleverage in significant amounts which only led to less domestic demand and more unemployment. On the other hand the German economy faced growth rates of 3% and 3,7% in 2010 and 2011 respectively (Eurostat, 2011) but households and corporations remain net lenders in the economy. These growth rates are comparable to the growth rates Spain faced between 2004 and 2007, but unlike the Spanish economy which accumulated massive private debt the Germans remain net lenders. This is a good indication on how sustainable growth, based on a competitive international position, looks like.


Section V Policy recommendations

In the previous sections the problems and underlying mechanisms that the Spanish economy faces are dealt with. For understanding the political debate that is going on, a good understanding of the problems is a requisite. Within this section I give a summary of possible further steps that need to be taken in order to resolve the balance within the EMU. As known by now, the Spanish economy faces a banking crisis which can lead to a domestic debt crisis and through possible contagion the whole Eurozone may have to deal with a currency crisis from which the implications are not exactly known, but it does definitely hurt every member of the Eurozone. Therefore it is in the best interest for the EMU to work together to help the peripheral member states out of economic misery. I argue that there are three steps that are needed to be taken, but they differ in priority. All three steps are already discussed within European politics, but difficulties arise since every member state watches its own agenda. These difficulties to implement the needed steps will be discussed too.
Financial support
First, Spain and also SMS need financial help from the NMS to get a sustainable debt position and to help domestic banks when necessary. With enough financial help, many SMS, even Spain and Greece, will be able to spend the money in a right way to help their domestic economy out of the recession. However, this is what the rest of Europe is afraid of. How do they know for sure that the member states receiving financial support spend it the right way. In particular Greece already proved to be anything but creditworthy. For this reason strict austerity conditions and have to be agreed before the finances are released. Being that the economy of the SMS are already in a deep recession, even more fiscal consolidation works pro-cycical and results in a deeper recession. Additional, the financial loans hold relative high interest rates (6%) (de Grauwe, 2011), because the NMS think that those who are in economic misery need to be punished in one way or another for the trouble they caused within the monetary union. The problem with high interest rates is that it gives a signal that those who are giving the loans don’t have high expectations about getting their money back. When these member states give this signal they can’t expect that other financial agents buy government securities of the respective member state. They would also think that such an investment holds a too high risk. Another problem that arises when the EFSF demand a high interest on its loans, is that the member states which already have to implement severe austerity measures even have to consolidate more to meet the payment obligations set by the EFSF.
To make financial loans more effective, the austerity constraints need to be loosened somewhat and the interest rates on the loans need to converge towards the German rate, thereby giving the signal that those who are lending the money expect that the member states receiving the financial help are able to meet their payment obligations. (de Grauwe, 2011)


European integration
Second more European integration is needed to give more power to Brussel in order to have a credible EFSF that keeps track of the different member states’ debt positions. In the first period of the EMU many member states, including France and Germany, violated the European guidelines regarding fiscal policy. Deficits were allowed up to 3% of GDP. Many member states had larger annual deficits. The lack of credibility of punishment made them do so. When there is a board or commission that has the right tools to punish those who are tending to go out of line such as a cut in subsidies coming from the European Union this is much more credible and member states are less inclined to neglect the deficit procedure. A political issue that comes with it is that many member states feel themselves attacked in their sovereignty and therefore more European integration is hard to get much support. At the moment the European leaders are busy in making more European integration possible. However it is not yet clear whether there is enough support for more integration. Time will tell.
 Also more European integration is needed in the form of Eurobonds, so that the European Central bank can use the role of a monetary intermediary when liquidity is needed. As already showed in section II,  peripheral member states such as Spain become really vulnerable to financial speculation in a time of crisis. The use of Eurobonds makes it possible to give any member state the liquidity needed when financial speculation starts. The implementation of Eurobonds alone already gives the signal to the financial markets that speculating a default of a member state isn’t a credible threat. As this is know by financial markets such speculation will be stopped before it ever begins. For this reason member states are much less vulnerable when fiscal expansionary policy gets somewhat out of control. In the future this might be needed to restrain recessionary effects. A logic question now would be: So what are you waiting for? But it is not that easy. A negative byproduct of Eurobonds is that core member states such as Germany and the Netherlands who face a lucrative AAA rating will be downgraded. Eurobonds will be the average of bonds of all member states. The average interest rate on those bonds is much higher than the interest rate on German bonds. Core countries then have to borrow money with more expensive interests. Definitely, the implementation of Eurobonds is not attractive to the core of the Eurozone, thereby making it a difficult political issue. These countries have to be compensated for the loss of attractive borrowing.
Focusing on competitiveness
Finally, the SMS need to implement pro-growth policies and have to focus on creating jobs. Avoiding a real estate bubble once more is a perfect goal for future policy in Spain. More strict balance sheet regulation for private banks is needed. Basel II and III already laid the foundation for such balance sheet reforms. Spain needs to become more competitive on the international market. The only way to do this is by creating better educational opportunities to have more human capital, subsidizing research and development to get a technical advantage and learning from other countries such as Germany, to use their technical know-how in production. 
Two other possibilities to become more competitive are stepping out of the euro or labor market reforms to cut wages. Both are not really an option since they do more harm than good. Stepping out of the Euro means that Spain devaluates its currency. The devaluation will restore the current account deficit somewhat since Spanish products become cheaper. Although, the short recovery of the current account doesn’t weight against the negative implications. A devaluation will create more economic uncertainty due to stagnation, reducing domestic demand and creating even more unemployment. 
Wage restraints will also not help the economy. When wages are cut, following the Keynesian theory this will reduce aggregate demand since households have less money to spend. Other labor market reforms such as more part-time contracts, flexible working hours etc. may help to cut labor expenditures and thereby making a company more cost competitive. Nevertheless, reforming the labor market needs time and isn’t expected to be done in a short time horizon.

Section VI Concluding remarks

The public debt position of Spain didn’t look that worrying in a first instance. Public debt in Spain proved to be even less than German public debt as a percentage of GDP. Still the long term interest rate on government securities diverged after 2008 in favor of Germany, ultimately leading to 6% on Spanish 10-year government securities and only 1% on German government securities. The long term interest rate can be seen as the risk that has to be taken to invest in such securities, thus financial markets think that investing in Spain is a much higher risk than investing in Germany.
It became clear that Spain’s public debt accelerated after 2008, making investors worrying. The reason why government spending increased so much is the severe domestic recession the Spanish economy faces. Economic growth in the period before the financial crisis has been built on a real estate bubble, while the economy became even less competitive than it already was before the crisis. The lack of international competitiveness could be seen from the deteriorating current account after 2002, caused by high inflation rates, increasing labor costs and too much focus on the non-tradable sector of economy, mainly the construction sector. Besides, households and corporations became net borrowers in increasing amounts. The deficits they produced were every year after 2002 larger than the year before, until 2008. Thereafter, Spanish firms and households became net lenders to the economy, but that was just because they had to deleverage in order to meet payment obligations. In fact it contributed to lower demand and more unemployment and negative GDP growth.
Public debt also increased in Spain, because the domestic banking sector has been hit relatively harder compared to banks in other countries, because they had much assets on their balance sheet from which the value was dependent on the value of the real estate sector. When the real estate assets dropped in value the banks in Spain became suddenly insolvent leading to a banking crisis. To help these banks public spending is needed. The result of public financial support is that private debt is exchanged for public debt. The economic consequences of this trade-off has to be seen yet, since it did not happen before in economic practice. Though, one can say that the public spending contributed to the high interest rate Spain faces on its government securities, because it increases the annual public deficit.
It is in the best interest of the whole Eurozone that countries in economic misery such as Spain are helped by other member states to get things back on track. The needed measures that have to be taken for a future sustainable EMU are obvious from an economic perspective, but are compounded with much political debate and therefore sometimes hard to implement in a short time horizon.
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Figure 1: Public Debt as a % of GDP for the period 1999-2011
Spain and Germany
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