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Introduction

On 25 March the Commission and the European Monetary Institute (EMI) published separate
reports on the progress made in meeting the Economic and Monetary Union convergence criteria.
The Commission also published its Recommendation on which Member States would qualify for
participation in the single currency with effect from 1 January 1999. In its view, eleven countries
met the criteria: Spain, Belgium, Finland, France, Germany, Ireland, Italy, Luxembourg, the
Netherlands, Portugal and Austria. Denmark and the United Kingdom also meet the criteria but they
have exercised their right to remain outside.

This Recommendation has to be confirmed by the Council of Economic and Financial Affairs
Ministers (ECOFIN), by the European Parliament and, in a final decision, by the European Council
of Heads of State and Government to be held on 2 May.

*

This briefing contains the main conclusions of the Commission and EMI reports regarding the
convergence process in Spain. It should be pointed out that the Spanish economy meets all the
criteria laid down in the Maastricht Treaty. Only government debt in relation to GDP (which in 1997
was 68.8%) exceeds the reference value (60%) laid down in the Treaty. However, it is hoped that
the debt will fall significantly over the next few years.

The ratification of the Treaty of Maastricht by the Spanish national parliament was almost
unanimous, with all the political groups supporting it, with the exception of a few Communist
members.  The question of  introducing the single currency has not given rise to any significant
public debate, most people being in favour of Economic and Monetary Union.

The new People’s Party government which emerged from the elections of 3 March 1996 has made
compliance with the Maastricht criteria its main priority in the hope that Spain will be able to join
Monetary Union with effect from 1 January 1999.  The other parties, with the exception of the
Communist Izquierda Unida, have supported the same objective.
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Compliance with the criteria

Table 1: Convergence criteria for Spain

Inflation    Long-term     Public-sector Government
(% growth)     interest rate deficit debt

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

1993 4.6 10.2      6.9 60.0

1994 4.7 10.0      6.3 62.6

1995 4.7 11.3      7.3 65.5

1996 3.6 8.7      4.6 70.1

1997 1.9 6.4      2.6     68.8

February 1997- 1.8 6.3      2.6 68.8
January 1998

(reference
period)

1998 2.1                 -     2.2 67.4
(estimate)

  
Source: Commission and EMI reports, March 1998

(a) Inflation

According to the inflation criterion the Member States’ average inflation rate must not exceed by
more than 1.5% the inflation rate of the three Member States with the best results in terms of price
stability.

For the February 1997 to January 1998 reference period the average inflation rate (measured using
the harmonized index of consumer prices) was 1.8%, i.e. substantially lower than the 2.7% reference
value. This was also the case for 1997. Over the last two years, Spain has reduced its inflation rate
to levels which are generally regarded as consistent with price stability.

Inflation in Spain (measured on the basis of the consumer price index) has followed a downward
trend since the early 1990s, when inflation was 6.7%. This trend reflects a significant number of
economic policy decisions, in particular the shift in monetary policy towards achieving medium-term
price stability. Since 1995 this objective has been pursued by means of specific inflation objectives
which currently seek to maintain inflation in the region of 2%. The trend has also been assisted by
changes in fiscal policy, labour market reforms and reforms to the market in goods and services, the
purpose of which is to encourage competition. Furthermore, the macroeconomic environment has
helped to keep prices down. In particular, growth in actual GDP slowed down at the beginning of
the 1990s and the economy went into recession in 1993, with production  falling by 1%.
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As a result there was a drop in production which persisted, despite the recovery of economic activity
in 1994. In this context, wage increases and the growth in unit labour costs have been moderate since
the early 1990s. The increase in import prices has varied considerably during the 1990s, partly as
result of changes in exchange rates. Starting in 1993, import price growth rates declined gradually
before resuming an upward trend in 1997.

Source: Commission, statistics provided by Spain
Note: the data for 1996 and 1997 refer to inflation calculated by means of the HICP established by
the Council in October 1995 in order to harmonize the Member States’ consumer price indices.

Recent trends indicate that inflation has remained stable at around 2%, although there are currently
signs of a degree of upward pressure. Forecasts suggest that the rates will be in excess of 2% in 1998
and 1999. Price stability in this period depends above all on the level of wage increases in the
context of greater economic growth. To sum up, Spain’s inflation rate has been gradually falling to
below the reference value, a point it reached in 1997. 

(b) Long-term interest rates

According to the interest rate convergence criterion, a Member State must have an average long-term
nominal  interest rate which does not exceed by more than 2% that of the three Member States which
have the best results in terms of price stability.

In the February 1997-January 1998 reference period, long-term interest rates in Spain averaged 6.3%,
i.e. lower than the 7.8% reference value. The same thing happened in 1996 and 1997. Long-term
interest rates have been lower than the reference value since November 1996. 
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Long-term interest rates have followed a downward trend during the 1990s and have gradually come
closer to the reference value during most of that period. Since mid-1995 the convergence process
has speeded up and the differential has been virtually eliminated. The main factor behind this trend
has been the reduction in the inflation differential vis-à-vis countries with lower interest rates, which
has recently been close to zero. The relative stability of the peseta exchange rate in relation to the
currencies of those countries and an improvement in the country's fiscal situation have also helped
to narrow the gap. This has been viewed by the markets as an improvement in the country's prospects
for participation in the third stage of EMU.

Source: EMI, Eurostat.
Note: Jan 98 corresponds to the average for the February 1997-January 1998 period

To summarize, the trend in long-term interest rates (especially from 1995 onwards) has been a fall
in the differential between them and the reference value, below which they dropped in November
1996. 

(c) Public-sector deficit in relation to GDP

The Treaty lays down the criterion that actual or forecast public-sector deficit must not exceed 3%
of GDP or, if it does, that it must have fallen substantially and continually and have reached a value
close to 3%, or that the excess over 3% must be only exceptional and temporary and should remain
in the region of 3%.

Compliance with the public-sector deficit criterion requires that, once it has been achieved, it should
be maintained in subsequent years. Budget adjustment efforts must not be restricted to a single year
but must continue over a longer period. For this reason the Commission and the EMI, in their
respective reports, analyse the actual public-sector deficit for 1997 and the forecast deficit for 1998
on the basis of the Commission's forecasts.
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Spain’s budgetary situation was not satisfactory at the beginning of the second stage of economic and
monetary union. On account of the recession the public-sector deficit increased to 6.9% of GDP in
1993. The deficit was brought down to 6.3% of GDP in 1994 but it widened again to 7.3% in 1995.
A substantial budgetary adjustment was made in 1996 and 1997. The greatest deficit reduction
occurred in 1996, which brought the deficit down to 4.6% of GDP. The adjustment continued in
1997 when the deficit fell to 2.6% of GDP.

                                 
       

Source: Commission
Note: The 1998 figure represents the Commission forecast

The major budgetary adjustment which occurred in 1996 and 1997 was brought about by a
tightening of expenditure. The cyclical component did not play a role in 1996 and the favourable
cyclical conditions prevailing in 1997 did little to reduce the deficit.

In 1996, current government expenditure increased less than nominal GDP, owing to a fall in
interest payments and in current transfers to enterprises and to low growth in government
consumption. Government investment and transfers of capital were drastically reduced. In 1996,
furthermore, revenue increased more rapidly than nominal GDP, mainly on account of higher
revenue from social security contributions and an increase in consumer taxes.  The primary
balance showed a small surplus in 1996.
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In 1997 the deficit reduction was mainly due to discretionary measures to contain expenditure,
based on a freeze in civil servants’ wages and restrictions on the purchase of goods and services
and on capital expenditure. The significant fall in interest rates largely offset the impact which
the increase in government debt in 1996 had on interest payments. High fiscal revenue resulting
from strong growth also helped to reduce the deficit in 1997.

In 1998 the Commission expects public-sector deficit to reach 2.2% of GDP. This reduction is
due to modest growth in social expenditure, in interest payments and in government
consumption. Total fiscal revenue should increase at the same rate as nominal GDP, partly on
account of an additional increase in indirect taxes. Government investment is expected to rise
more rapidly than nominal GDP.

In line with the Spanish convergence programme of April 1997, the  public-sector deficit should
fall to 1.6% of GDP in the year 2000, in a context of sustained economic growth. The reduction
in the  deficit will be secured by means of restrictions on government expenditure and a fall in
debt costs, with the burden of the reduction to be shared by all levels of government. In this
connection an agreement has been reached between the central government and the Autonomous
Communities which establishes ceilings for the regional governments’ budget deficits.

To summarize, Spain’s public-sector deficit has declined substantially since 1995 and in 1997 it
fell below the reference value. It is expected that the reduction in the deficit will continue in 1998
and in succeeding years.

(d) Government debt in relation to GDP

The criterion for government debt stipulates that the debt should not exceed 60% of GDP unless
it is falling by a sufficient amount and is approaching the 60% limit at a satisfactory rate.

Government debt increased by 10.1% from 60% of GDP in 1993 to 70.1% in 1996. In the latter
year the increase was essentially due to the issue of debt by the Treasury for an amount
exceeding what was strictly necessary in order to take advantage of the low interest rates
prevailing at the end of 1996. 

In 1997 the upward trend in government debt was halted and the ratio fell by 1.3% to 68.8% of
GDP. This improvement is accounted for by an increase in the primary surplus (the surplus
excluding interest payments)  and by the proceeds of privatization.  

The reduction in the debt ratio is expected to continue in 1998, mainly on account of a further
improvement in the primary surplus and strong economic growth.

According to the April 1997 convergence programme the reduction in public-sector deficit will
lead to a fall in the debt ratio to approximately 65% of GDP in the year 2000.

The Commission’s March 1998 report indicates a primary surplus of 1.9% in 1997 and forecasts
that the level of debt will fall below the 60% reference value in the year 2003.
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Note: The 1998 figure represents the Commission forecast.

Table 2: Sustainability of the trend in Spanish debt

1997 Change in Actual Primary Gap* in Number of Year in
government the 1996-7 primary debt- debt years which the
debt ratio debt ratio surplus in stabilizing stability in needed in debt ratio
(%GDP) (%GDP) 1997 surplus in 1997 order to will fall

(% GDP) 1997  (% GDP) reduce the below 60%
     (1) (% GDP) debt ratio to of GDP**

      (2) (3)=(2)-(1) below 60%
of GDP**

68.8 -1.3 1.9 0.7 -1.2 6 2003

Source: Commission
* A negative sign means that the actual primary surplus is big enough to reduce the debt ratio in 1997
** The calculations have been performed as follows: by using the spring 1998 economic forecasts for
debt ratio up to 1999 and for subsequent projections, by fixing government debt interest rates at 6% and
the inflation rate at 2%, and by maintaining actual GDP growth-rate trends and primary surpluses
constant at the levels forecast for 1999.

The EMI report also draws attention to the increase in the average age of the population (i.e. the
size of the population aged 65 or over, expressed as a percentage of the population aged between
15 and 64) during the early years of the next century. The proportion will increase from 23.5% in
the year 2000 to 41% in 2030 and represents an additional factor which will add to government
debt by increasing the cost of pension payments.
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The same report points out certain characteristics of the structure of Spanish government debt. In
1997 the proportion denominated in pesetas accounted for 90.4% of the total, whilst domestic
ownership of the debt represented 78.5% of the total. The average maturity has gradually
increased from 1 year in 1990 to 3.7 years in 1997, in which year the short-term debt (less than
one year) was 30.6%, medium-term debt (between 1 and 5 years) was 37.2% and long-term debt
(over 5 years) was 32.1%.

In conclusion, government debt increased until 1996 and fell for the first time in 1997. However,
in a context in which strong economic growth and low interest rates are expected, government
debt should be on a downward trend over the next few years.

(e) Normal fluctuation margins of the exchange-rate mechanism

The criterion for participation in the European Monetary System (EMS) stipulates that the
Member States’ currencies must remain within the normal fluctuation rates for the EMS
exchange-rate mechanism without experiencing undue pressure and for a period of at least two
years prior to the examination. Furthermore, those currencies must not have been devalued in
relation to the currency of any other Member State in the course of the same period.

The Spanish peseta has been participating in the EMS exchange-rate mechanism since 19 June
1989, i.e. for a considerably longer period than the required two years prior to the examination.
During the reference period from March 1996 to February 1998 the peseta, which benefited from
sizable short-term interest rate differentials vis-à-vis most other participating currencies, has
normally traded close to its central rates against other currencies in the exchange mechanism.
Occasionally the peseta has traded outside a range close to its central rates. The maximum
upward and downward deviations from the central rates were 3.5% and -2.1% respectively
(disregarding the independent upward trend of the Irish punt).

The episodes in which such deviations occurred were temporary, the degree of exchange-rate
volatility vis-à-vis the German mark decreased steadily to a low level and short-term interest rate
differentials against those EU countries with the lowest short-term interest rates narrowed
significantly during the reference period, during which Spain did not devalue its currency's
bilateral central rate against the currency of any other Member State.

To summarize, the peseta has remained stable within the EMS exchange-rate mechanism and has
traded at values close to the central rates vis-à-vis the currencies of the other participating
Member States, with the exception of the Irish punt.
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Table 3 :Peseta exchange-rate stability
(1 March 1996-27 February 1998)

Member of the European Monetary System (EMS) Yes
Member since 19 June 1989
Devaluation of the bilateral central rate on own initiative No

Maximum upward (+) and downward (-) deviations of the peseta’s
central rates in the EMS vis-à-vis:

Belgian franc 2.0 -0.2
Danish crown 3.5 0.2
German mark 2.4 -0.1
French franc 3.3 0.2
Irish punt 5.1 -9.7
Italian lira 1.4 -0.9
Dutch guilder 1.7 -0.5
Austrian schilling 2.4 -0.1
Portuguese escudo 2.4 -1.7
Finnish markka 0.2 -2.1

Source: Calculations by the Commission and the EMI

(f) Independence of the Bank of Spain

In their respective reports the Commission and the European Monetary Institute analyse the
compatibility of each Member State's national law (including the statutes of its national central bank)
with the Treaty and the statute of the ESCB.

The statutes of the Bank of Spain were substantially amended back in 1994 in preparation for
economic and monetary union. Law 13/1994 of June 1994 establishes the bank's independence from
the government and sets price stability as the prime objective of monetary policy.

The 1994 law has recently been amended by two decrees. Law 66/1997, which amends the 1994 law
as regards certain aspects relating to the bank's independence, was adopted and published on 31
December 1997. A draft law which has yet to be adopted by Parliament was tabled in February 1998
with a view to amending the 1994 law as regards aspects such as the bank's objectives, the
incorporation thereof into the ECSB and other legislation.

The law of 1997 will come into force on the date on which the European Central Bank is established
and the Spanish Government expects that the draft law of February 1998 will be adopted before the
ESCB is set up, so that it can come into effect when Spain adopts the single currency.

The Commission and the European Monetary Institute consider the Bank of Spain's statute to be
compatible with the Treaty and the ESCB statute, provided that the draft law of February 1998 is
adopted in its current form and that it comes into force at the appropriate time.
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(g) Growth and unemployment

The policies adopted (and subsequently implemented) by Spain in the context of EMU (a monetary
policy designed to maintain price stability and a restrictive fiscal policy designed to bring down the
public-sector deficit) have brought about a reduction in inflation and in the deficit (and,
consequently, in interest rates). All of these factors, combined with wage restraint, have caused a
growth in GDP (particularly since the 1993 recession) and a moderate fall in unemployment.

           Source :
Commission

If we observe the growth trend since 1990 it is apparent that GDP fell constantly until the 1993 crisis
(in which year it even fell below zero). Subsequently, following the implementation of EMU
policies, there began an upward trend which is still continuing and which has given Spain a growth
rate in excess of 3%.

Unemployment also increased until 1994, after which it began to decline, the reduction being
particularly noteworthy in 1997. Once again, this is due to the reduction in inflation and the public-
sector deficit and to wage restraint following implementation of EMU policies. 

                                



Spain and EMU

13 PE 166.063/rev. 2- 13 -

Source: Data provided by Spain

The Employment Plan drawn up by the Spanish Government following the Luxembourg Summit
held in November 1997 provides for training and guidance initiatives and other active policies
designed to help the current 2.76 million unemployed people in Spain. The target is a 15% reduction
in unemployment over three years. Given that the last survey of the active population revealed there
to be 3 292 700 unemployed people in the country, this means that there needs to be a reduction of
approximately 490 000 at a rate of 160 000 per year - a smaller reduction than the one which
occurred in 1997, when unemployment fell by 199 100. Employment is forecast to grow by 7% over
the period in question and it is expected that the active population (particularly that of women) will
continue to grow.

Source: Data provided by Spain
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Unit labour costs declined during the 1990-1994 period and increased in 1995 and 1996, although
without at any time reaching the kind of figures seen at the beginning of the decade. Over the last
two years the trend has once again been a downward one, reflecting the low inflation rates.

(h) Balance on current account

Spain’s balance on current account has improved regularly since 1993 and has always remained more
or less in balance.

Graph 8: Balance on current account (as % of GDP)

Source: Commission
Note: The 1998 figure represents the Commission forecast.

The deficit which occurred in 1993 and 1994 turned into a surplus in 1995 and remained more or
less in balance in 1996 and 1997 (0.3% and 0.6% of GDP respectively). A slight improvement is
forecast for 1998.
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The political situation

(i) The government 

The People’s Party (Partido Popular, PP), led by Mr José Maria Aznar, won the elections held in
Spain on 3 March 1996.  However, since it did not have an absolute majority (156 seats out of a total
of 350 in the Congress of Deputies), in order to obtain the support necessary for its parliamentary
majority, the PP was forced to reach agreement with the nationalist parties of Catalonia, the Basque
Country and the Canary Islands - Convergencia i Unío (CiU), Partido Nacionalista Vasco (PNV) and
Coalicíon Canaria (CC).  In return for their support for the PP, the nationalist parties were given
more financial resources for their respective regions, including 30% of household income tax.

The agreement between the PP government and the nationalist parties (CIU, PNV and CC) ensures
political stability for a period of at least two years.  It has already facilitated the drawing up and
adoption of the 1997 budget by means of joint negotiations.

Mr Aznar said in his inaugural speech that the essential priority for his government was compliance
with the Maastricht criteria, so that Spain could be in the first wave of Monetary Union.

Last October he restated that his position was irreversible and that he was seeking no change in
either the deadline or the convergence criteria.  'Monetary Union has more advantages than
disadvantages for Spain', he said in an interview with a British newspaper, and added that we could
not run the risk of the single currency's driving a wedge between the North and the South of Europe.

(ii) The political parties

The Spanish Workers’ Socialist Party (PSOE), led by Felipe González, was in power from 1982
until the elections of 3 March 1996.  Its downfall was brought about by several corruption cases. The
PSOE is currently led by Joaquín Almunia. The Socialist government pursued a policy of
stabilization in its last two years in office. It was not until this period that the public-sector deficit
was taken in hand, after it had reached its highest level of 7.5% of GDP in 1993.

The policy of privatizations and tax restrictions pursued by the PSOE over this period was reinforced
by the PP when it came to power, given the urgent need to fulfil the fiscal convergence criteria for
membership of EMU in 1999. In the area of European policy, the PSOE is in favour of the objectives
of the Maastricht Treaty and shares the government's aim of ensuring that Spain is in the first group
of countries to adopt the single European currency.

The left-wing, Communist-dominated coalition Izquierda Unida believes there is a need for an
alternative policy to that set out in the Maastricht Treaty, which is very costly in terms of growth and
employment.  For this reason it favours a referendum on the revision of the Treaty.

The Catalan nationalist party (CiU) has played an important role as arbitrator in national politics;
in the last two elections the winning parties, the PSOE and the PP respectively, did not gain the
absolute majority needed to form a stable government and consequently had to make major
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concessions to the CiU, which holds fewer than 5% of the seats in the national parliament. The pact
it signed with the PP guarantees that the government will be able to function for at least the next two
years.  Under the terms of the pact the regions have fiscal co-responsibility and the regional
governments administer 30%  of revenue from income tax, while the CiU supports the PP in its
economic policy.  The CiU supports the broad lines of the PP’s economic policy and its commitment
to EMU.

Other nationalist parties such as the Partido Nacionalista Vasco (5 seats) and the Coalición
Canaria (4 seats) have also signed a parliamentary pact with the PP.

(iii) Bank of Spain

Since the reform of its statutes the Bank of Spain has been independent.  This means that it can
neither ask for nor accept instructions from Community institutions or agencies, from the Member
States or from any other body.  Its main task is to develop a monetary policy geared to price stability.

The Governor of the Bank of Spain and Vice-President of the EMI, Luis Angel Rojo, is  in favour
of Spain’s participating in the third phase and joining the single currency as quickly as possible in
order to avoid the penalties which the markets will inflict on the countries which stay outside the
euro zone.  These penalties could include speculative attacks against the peseta and/or higher interest
rates resulting from a higher risk premium. The Governor’s strategy is to make the new reductions
in interest rates conditional upon the implementation of the very firm fiscal policies which will
enable the single currency to be introduced.

(iv) The trade unions

The Confederación Española de Organizaciones Empresariales (CEOE), the employers' organization,
shares the PP's position on EMU, and the left-wing unions - the Socialist Unión General de
Trabajadores (UGT) and the Communist Comisiones Obreras (CCOO) - accept the spending cuts
needed to meet the convergence criteria, provided that they do not affect social expenditure.  The
government has undertaken to maintain levels of protection and social spending with a view to
furthering the social dialogue between employers' and employees' representatives as a means of
improving employment levels.
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Conclusion

During the reference period the average inflation rate in Spain was 1.8%, which is significantly lower
than the 2.7% reference value stipulated in the Treaty. This criterion has been met since July 1997.
The forecasts for 1998 and 1999 indicate that the inflation rate will be slightly higher than 2%.

During the reference period the average long-term interest rate was 6.3%, which is also lower than
the 7.8% reference value. Long-term interest rates have been on a downward trend, especially since
1995, and they have been below the reference value since November 1996.

The public-sector deficit in relation to GDP was 2.6% in 1997 (i.e. lower than the 3% reference
value) and the deficit is forecast to fall even further, to 2.2% in 1998.

The government debt/GDP ratio is higher than the 60% reference value. It reached its highest level
of 70.1% in 1996 and then fell to 68.8% in 1997, with 67.4% forecast for 1998. However, the
expected combination of strong economic growth and low interest rates should place public-sector
debt on a downward trend over the next few years.

On the evidence of the trends in public-sector deficit and government debt, the Commission
considers the excessive deficit situation in Spain to have been rectified and an excessive deficit no
longer to exist. The Commission has therefore recommended to the Council that the decision relating
to the existence of an excessive deficit in Spain should be cancelled.

The Spanish peseta has participated in the European Monetary System for a period considerably in
excess of two years. During the reference period it remained stable around the central rates, which
have not been altered.

The legislation concerning the Bank of Spain was substantially revised in 1994. Law 13/1994
guarantees the independence of the central bank and establishes price stability as the main objective
of monetary policy. This law was amended by Law 66/1997 on certain aspects relating to the bank’s
independence and by the draft law of February 1998 on aspects such as the incorporation of the
central bank into the ESCB. If the draft law is adopted by Parliament in its existing form, the Bank
of Spain’s statute will be compatible with the Treaty and the ESCB’s statute.

The Commission’s and the EMI’s convergence reports reveal that Spain fulfils the convergence
criteria. The Commission therefore considers that a high degree of sustainable convergence has been
achieved in Spain and it therefore advises the Council that Spain meets the necessary conditions for
the adoption of the single currency.


