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EDITORIAL MR 1

Equal opportunities and social mobility

The city of Florence has detailed records of the income of families living there in the mid-15th century. Thanks to these we
know that the Bernardi family was placed at the 90th percentile of earnings distribution; much higher than the Grasso
family at the 10th percentile. A study by the Bank of Italy economists estimates that, six centuries and 20 generations later,
the difference in earnings between the descendents of these two families, although much smaller, is still statistically
significant.

Florence’s experience may not be representative; in fact, Italy is one of the OECD countries with the least social mobility.
However, it does illustrate the ability of successive generations to pass on their level of wealth.

This persistence is essentially the result of the different opportunities enjoyed by descendents of families with a different
socioeconomic status. Certain abilities can be passed down from parents to children, through the genes, for instance. Those
families with more resources may also tend to invest more in human capital of their children. Parents with values and
attitudes such as the importance of hard work and sacrifice, which have helped them to improve their financial position,
make an effort to instil these same principles in their offspring. Some societies may also have customs or institutions that
protect certain privileges over several generations. Who knows, perhaps the Bernardi family had a profession protected
from competition that could be passed down from parents to children.

Open liberal societies, however, value social mobility and tend to promote this by balancing up opportunities to some
extent (I say balancing up because equal opportunity is a pipedream). There are good reasons for doing so. «Inherited
disadvantages» are inherently unjust and reducing them reinforces our notion of social justice. Greater social mobility
encourages ambition and hard work and fosters social cohesion, whereas a lack of mobility can result in castes that are
jealous of each other. Moreover, society makes better use of its talent, much of which can be found among young people
from more disadvantaged backgrounds. It is therefore a question of justice but also efficiency.

There can be little doubt that the best way to balance up opportunities is to ensure access to good quality education and
training. And this comes down to everyone. It is obviously the responsibility of the public sector but also of civil society and
educational communities. Local examples of efforts to promote the equality of opportunities and social mobility are
provided by three wonderful initiatives. Firstly, Caixa Proinfancia, one of "la Caixa” Foundation’s key programmes which
covers the whole of Spain and promotes the development of skills in young children and teenagers from families suffering
from poverty and social exclusion. Secondly, ProFuturo, an alliance also by“la Caixa” Foundation together with the Telefénica
Foundation which provides children from vulnerable backgrounds in Africa, Asia and Latin America with a digital education.
And, thirdly, the Joaquim Ruyra school in L'Hospitalet de Llobregat which, with more than 90% of its pupils of immigrant
origin, manages to achieve academic results comparable with those of an elite school. The school’s headmistress sums up
such initiatives when talking about her students: «We do not want life to choose for them».

Enric Fernandez
Chief Economist
28 February 2018
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CHRONOLOGY

FEBRUARY 2018

5 Jerome Powell takes over as Chair of the US Federal Reserve, replacing Janet Yellen.

JANUARY 2018

19 The Fitch ratings agency raises Spain’s credit rating from BBB+ to A-.
31 The European Banking Authority (EBA) begins stress tests for Europe’s banks for the period 2018-2020.

DECEMBER 2017

13 The Fed raises the fed funds rate by 25 bp to a range of 1.25% to 1.50%.
15 Fitch ratings agency upgrades Portugal’s credit rating to investment grade (BBB).

The European Council ratifies the agreement reached with the UK regarding the Brexit terms.
20 The US passes tax reforms.

NOVEMBER 2017

2 The Bank of England raises its benchmark interest rate by 25 bp to 0.50%.
30 OPEC announces it will extend oil production cuts until the end of 2018, nine months later than initially agreed.

OCTOBER 2017

22 Shinzo Abe is confirmed as Japan’s Prime Minister.

24 The 19th National Congress of the Communist Party of China re-elects Xi Jinping as General Secretary for a second five-year
mandate.

26 The ECB announces its plan to reduce the volume of asset purchases (QE). Specifically, from January to September 2018, the ECB
will reduce monthly purchases from EUR 60 to 30 billion.
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1 Quarterly national accounts (Q4). 3 Registration with Social Security and registered
2 Registration with Social Security and registered unemployment (March).
unemployment (February). 6 Industrial production index (February).
8 Governing Council of the European Central Bank. 16 Financial accounts (Q4).
9 Industrial production index (January). 18 Loans, deposits and NPL ratio (January and February).
16 Quarterly labour cost survey (Q4). 20 International trade (February).
19 Loans, deposits and NPL ratio (Q4). 26 State budget execution (March).
20-21 Fed Open Market Committee. Governing Council European Central Bank.
21 International trade (January). Labour force survey (Q1).
22 European Council. 27 Flash GDP (Q1).
26 Balance of payments (Q4). Flash CPI (April).
Net international investment position (Q4). Economic sentiment index of the euro area (April).
27 Flash CPI (March). US GDP (Q1).
Economic sentiment index of the euro area (March). 30 Balance of payments (February).

28 Balance of payments (January).
Household savings rate (Q4).
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EXECUTIVE SUMMARY

The markets come to the fore

Markets become unsettled. There was a remarkable
period of financial instability between the end of January
and early February, with spikes in volatility and the main
stock markets incurring losses of around 10%. This
episode was mainly due to US inflation and wage growth
being higher than predicted, pushing up long-term
interest rates and changing expectations regarding
thepace of interest rate hikes by the US Federal Reserve
(Fed). We should take good note of the lessons provided
by this episode. The US economy is in a very mature phase
of its business cycle. Pressure on inflation and wages is
therefore likely to increase even further. As long as this
process is gradual, the Fed will be able to normalise
monetary conditions as planned. But more upward
surprises are quite possible and this could result in further
episodes of volatility and stock market corrections. In fact,
fears this might happen are now greater due to the
various expansionary fiscal measures implemented by
the Trump administration. A substantial increase in federal
spending has been approved in the past month which, in
addition to having considerable impact on the US public
deficit, is also likely to increase pressure on inflation, at
least to some extent.

But we should still be optimistic: global economic
activity is speeding up. World GDP growth figures for Q4
2017 and various economic activity indicators for 2018
have been very positive. A case in point is the PMI
business sentiment index which, in January, reached its
highest level since March 2011. Also important is the fact
that this dynamism is widespread, observed both in the
advanced and emerging economies. Plus the evidence
points to the continuation of the momentum of the
global economy over the coming quarters, implying an
acceleration of growth. Specifically, we expect world

GDP growth to speed up from 2017’s rate of 3.7% to a
remarkable 3.9% this year. This figure is slightly above the
average GDP growth observed in the past few decades.

Europe confirms its positive outlook. Macroeconomic
indicators at the end of 2017 and beginning of 2018
certifythe euro area’s good cyclical position. The strong
push provided by the global economy, the continuation of
accommodative monetary policies by the ECB and strong
confident climate boosting job creation are the main
factors supporting Europe’s momentum. We have
therefore raised our euro area growth forecast by 0.3 pp,
both for 2018 and 2019, up to 2.5% and 2.0%,
respectively. The latest growth figures posted by Germany
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and France are particularly strong. It is evident that
Germany'’s political stalemate of the past few months has
not hampered its economic performance. Now all eyes are
on Italy which, after its general elections on 4 March, will
have to try to form a stable government to address the
structural problems still affecting its economy.

A favourable outlook for Spain and Portugal in 2018.
Both countries are benefitting greatly from the economic
dynamism of the world in general and the euro area in
particular. Spain posted good growth figures for Q4 2017,
as well as positive data in different areas and sectors
(dynamic labour market, consolidation of the upward
cycle in real estate and strong credit and tourist activity).
We therefore expect 2.8% GDP growth for the whole of
2018, clearly outperforming the average for the advanced
economies. One very important aspect of the current
expansionary cycle is that it is more balanced than the
previous ones, with both domestic and external demand
making a considerable contribution to growth. Prospects
are also highly favourable for Portugal. Its economy grew
steadily in Q4 2017 (2.4% year-on-year), bringing the
annual figure for 2017 to 2.7%, the highest rate for the
past 17 years. The outlook for the next few years is also
encouraging with growth expected to reach 2.4% in 2018
and 2.3%in 2019.
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FORECASTS

Year-on-year (%) change, unless otherwise specified

International economy
2016 2017 2018 2019 Q32017 Q42017 Q12018 Q22018 Q32018 Q42018
GDP GROWTH
Global 3.2 37 39 3.8 39 3.8 4.0 39 3.8 39
Developed countries 1.7 2.3 2.4 2.1 2.5 2.4 2.5 2.4 2.3 2.3
United States 1.5 2.3 2.7 2.2 2.3 2.5 2.8 2.7 2.6 2.6
Euro area 1.8 25 2.5 20 2.8 2.7 2.7 26 24 23
Germany 19 2.5 2.5 2.1 2.7 29 27 26 24 23
France 1.1 19 23 2.0 23 24 24 23 23 22
Italy 1.1 1.5 15 1.2 1.7 1.6 14 1.5 14 15
Portugal 1.6 2.7 24 23 24 24 24 24 24 24
Spain 33 3.1 2.8 24 31 3.1 3.0 2.8 2.7 2.6
Japan 09 1.6 13 1.0 19 1.6 15 1.2 09 1.2
United Kingdom 19 1.7 1.6 1.8 18 14 1.5 1.7 1.5 1.5
Emerging countries 4.3 4.7 4.9 5.0 4.8 4.7 5.0 4.9 4.9 4.9
China 6.7 6.9 6.5 6.3 6.8 6.8 6.6 6.5 6.4 6.4
India 79 6.4 73 7.5 6.5 7.2 7.0 7.2 74 7.5
Indonesia 50 5.1 5.5 56 5.1 5.2 5.5 55 55 5.6
Brazil -35 0.9 2.3 2.7 14 2.0 2.0 23 2.5 2.7
Mexico 29 2.1 2.2 24 1.5 1.8 19 2.2 2.3 24
Chile 16 14 26 3.0 22 22 2.5 26 26 26
Russia -03 1.7 1.8 2.1 18 19 19 1.8 1.6 1.8
Turkey 32 6.5 37 36 1.1 44 45 4.0 33 32
Poland 29 4.6 3.6 29 5.2 43 4.0 39 33 3.0
South Africa 04 0.9 12 1.3 1.0 13 1.7 1.3 1.0 1.0
INFLATION
Global 28 3.1 33 3.2 3.0 3.2 33 34 34 3.2
Developed countries 0.8 1.7 2.1 1.9 1.6 1.7 2.0 2.0 2.0 1.9
United States 13 2.1 26 2.1 20 2.1 23 2.8 2.8 24
Euro area 0.2 1.5 14 1.8 1.5 14 1.3 14 1.5 1.6
Germany 04 1.7 15 1.9 1.7 1.6 13 1.5 1.6 17
France 0.3 12 1.3 1.8 0.9 12 1.3 1.2 14 15
Italy 0.0 13 12 1.6 13 1.1 1.0 1.2 12 14
Portugal 06 1.6 1.5 1.6 13 18 13 13 1.6 1.8
Spain -0.2 20 1.5 1.9 1.7 14 1.1 1.5 1.9 1.7
Japan -0.1 0.5 1.2 09 06 06 14 1.2 14 1.0
United Kingdom 0.7 2.7 26 23 2.8 3.0 29 2.7 2.5 2.5
Emerging countries 4.3 4.1 4.4 4.3 38 4.1 4.4 4.5 4.5 4.2
China 20 1.6 2.1 23 1.6 1.8 2.2 24 2.2 14
India 49 33 47 49 3.0 46 48 46 5.0 44
Indonesia 35 38 4.2 4.6 38 35 3.6 4.0 4.5 4.7
Brazil 88 35 38 43 26 28 33 39 40 4.0
Mexico 28 6.0 4.0 3.6 6.5 6.6 49 3.8 3.8 36
Chile 3.8 22 24 2.8 17 20 26 2.5 22 24
Russia 7.1 3.7 36 40 34 26 29 32 40 42
Turkey 7.8 1.1 9.7 9.0 10.6 123 10.3 10.3 9.5 85
Poland -0.2 1.6 2.2 2.5 1.5 1.8 1.9 23 23 2.3
South Africa 6.3 53 5.1 54 4.8 4.7 4.2 4.6 54 6.1
Forecasts
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Spanish economy

2016 2017 2018 2019 Q32017 Q42017 Q12018 Q22018 Q32018 Q42018
Macroeconomic aggregates
Household consumption 29 24 26 20 24 25 28 27 25 24
General government consumption 0.8 1.6 1.2 0.8 14 24 1.6 1.3 1.1 09
Gross fixed capital formation 33 5.0 33 3.0 56 56 35 36 3.0 3.0
Capital goods 49 6.1 3.8 26 6.6 7.7 45 52 29 2.7
Construction 24 46 3.1 3.2 5.1 4.8 3.0 2.8 34 32
Domestic demand (contr. A GDP) 25 28 25 1.9 30 32 27 26 23 22
Exports of goods and services 4.8 5.0 35 4.2 56 44 3.0 3.1 36 4.5
Imports of goods and services 2.7 47 2.8 32 59 52 24 28 26 34
Gross domestic product 33 3.1 2.8 24 3.1 3.1 3.0 2.8 2.7 2.6
Other variables
Employment 3.0 2.8 24 2.1 29 29 2.7 24 2.2 2.3
Unemployment rate (% labour force) 19.6 17.2 153 135 164 16.5 16.5 15.5 14.6 14.6
Consumer price index -0.2 2.0 15 19 1.7 14 1.1 15 19 1.7
Unit labour costs -0.6 -0.2 038 14 -0.2 0.0 0.2 0.7 09 13
Current account balance (cum., % GDP)' 1.9 1.7 1.8 1.8 18 17 1.7 1.7 1.8 1.8
N(eétulrerr]rﬂrglg;)tzorrowing rest of the world 29 19 20 20 20 19 19 19 20 20
Fiscal balance (cum., % GDP)? -43 -3.1 -2.5 -1.8
Financial markets
INTEREST RATES
Dollar
Fed Funds 0.51 1.10 1.96 267 1.25 130 158 1.83 2.08 233
3-month Libor 0.74 1.26 2.21 292 1.32 147 1.84 2.09 233 2.57
12-month Libor 1.37 1.79 2.54 3.00 1.73 1.92 2.31 248 262 2.75
2-year government bonds 0.84 1.39 251 320 1.36 1.69 2.14 240 263 287
10-year government bonds 1.84 233 3.07 357 224 238 279 3.02 3.16 330
Euro
ECB Refi 0.01 0.00 0.00 0.08 0.00 0.00 0.00 0.00 0.00 0.00
3-month Euribor -0.26 -033 -0.33 -0.07 -033 -0.33 -033 -0.33 -0.33 -033
12-month Euribor -0.03 -0.15 -0.17 022 -0.16 -0.19 -0.19 -0.19 -0.18 -0.14
2-year government bonds (Germany) -0.58 -0.75 -048 0.06 -0.72 -0.74 -0.59 -0.51 -044 -0.37
10-year government bonds (Germany) 0.10 036 0.78 1.44 042 038 0.63 0.75 0.84 092
EXCHANGE RATES
43 1.11 113 1.20 1.22 1.17 1.18 121 1.19 1.20 1.21
¥/€ 12030 12664 13393 138.06 13038 13292 134.15 132.83 133.68 135.06
£/€ 0.82 0.88 0.88 0.87 0.90 0.89 0.88 0.88 0.88 0.88
OIL
Brent ($/barrel) 45.04 54.83 62.88 63.75 52.18 61.54 65.53 62.00 62.00 62.00
Brent (€/barrel) 40.73 48.62 5247 52.29 4484 51.95 54.46 51.92 51.96 51.52

Note: 1. Four quarter cumulative. 2. Cumulative over four quarters. Does not include aid to financial institutions.

Forecasts
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FINANCIAL OUTLOOK - Volatility
spikes in the financial markets

Financial volatility comes back on the scene in February.

In January, investors were encouraged by the positive growth
outlook, helping to push up the sovereign interest rates of the
advanced economies and boosting stock markets. In February,
however, this upswing in interest rates only continued in the
US, with an additional rise of almost +20 bp in 10-year US
sovereign yields. This movement reflected increased inflation
fears for the US economy and, hence, greater investor
confidence in the Federal Reserve (Fed) tightening its
monetary policy stance. As a result, there were corrections in
the US stock market which, in the first two weeks of February,
spread to almost all international equity markets, leading to
cumulative losses of around 10%. After this volatile episode,
stock markets started to recover in the second half of the
month, both in the advanced and the emerging economies.
Nevertheless, they are still at a lower level than the end of
January and even the beginning of the year. This episode was
largely restricted to equity, however. Unlike previous stock
market corrections, it did not seem to affect other financial
markets to such a great extent.

Stock market corrections highlight some latent risk factors.
Over the past few years, financial markets have enjoyed an
environment of extraordinarily low volatility, supported by a
scenario of good growth prospects and contained inflation.
These tow elements are key conditions for monetary
normalisation to be carried out gradually. However, such

an environment could encourage complacency and lead to
overvalued financial assets. As the stock market corrections
early in February have reminded us, inflation shocks and
changes in expectations regarding the Fed’s monetary policy
stance may lead to further sharp readjustments in investment
portfolios and more episodes of financial instability. Nor
should we forget the latent threat of international geopolitical
conflicts. These are a significant source of risk to which
financial markets have been sensitive in the past.

The main international stock markets reported losses
during the first half of the month. After considerable gains
at the start of the year, the main international stock markets
posted losses as from the last week in January, and corrections
continued over the first 10 days of February. This correction,
which began in the US with the publication of higher inflation
and wage growth figures than expected by investors, spread
rapidly to the rest of the international stock markets, both
advanced and emerging. The end result was cumulative losses
of around —10%. In particular, the US S&P 500 was down
—-10.2%, the Japanese Nikkei —12.3% and the UK FTSE 100
-8.8%, while the euro area’s main indices also posted
widespread losses in the first fortnight of February (Eurostoxx
50 -9.4%, Germany'’s DAX -10.7%, France’s CAC -8.4%, Italy’s
MIB —8.8%, Spain’s Ibex 35 -9.1% and Portugal’s PSI20 -7.6%).
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Losses were also considerable among the emerging
economies (the MSCI Emerging Markets Index was down
-10.2%) and widespread across all regions. In Latin America,
the episode resulted in losses of —11.1% in Brazil, -14.2% in
Argentina, -7% in Colombia, —6.4% in Mexico and -5.9% in
Chile, while in China the stock market was down by —12.1%
and in Russia it lost —10.7%.

Stocks recovered during the last two weeks of the month,
albeit unevenly. After the initial period of instability,
international stock markets began to make up for their losses
in the second half of February. Gains were made at different
speeds, however. US and emerging stocks quickly returned

to gains in the cumulative YTD figure while European equity
lagged behind. Nevertheless, with the exception of some
emerging indices, the stock markets were still down overall
for February as a whole. The factors explaining this episode of
stock market volatility are still present: doubts regarding the
sustainability of high stock prices in the US, greater investor
confidence in the gradual tightening of global financial
conditions through Fed interest rate hikes and the withdrawal
of QE by the European Central Bank (ECB), as well as technical
factors that amplify movements such as automated trading,
activated automatically when volatility spikes. Consequently,
further corrections cannot be ruled out.

Advanced central banks follow their game plan. In a month
without monetary policy meetings, neither by the Fed nor

the ECB, attention turned to the details offered by the minutes
of the meetings held in January. These were particularly
important in the case of the Fed as, unlike the ECB, no press
conference had been held after its meeting. The Fed’s minutes
conveyed greater confidence in the outlook for the US
economy, due partly to the bigger fiscal stimulus provided by
the Trump administration. The minutes also suggested that
the members of the Federal Open Market Committee (FOMC)
may also upgrade their projections and carry out four hikes for
the year as a whole (with the next one possibly taking place in
March). The minutes from the ECB meeting in January did not
provide any more clues than the information already given

by President Draghi in the post-meeting press release and
conference. The minutes repeated the Governing Council’s
greater confidence in the macroeconomic scenario, reinforcing
expectations of its forward guidance being adjusted in the
coming months to prepare investors for the withdrawal of net
asset purchases towards the end of 2018.

US Treasury yields continue to rise while European rates
remain stable. As a result of the readjustment in investor
expectations regarding the Fed’s monetary policy stance,

and as market valuations projected an expected path of three
interest rate hikes in 2018 for the first time since the Fed
began normalizing it policy rates, the yield on US Treasury
notes continued the upward trend observed in January. The
cumulative increase for February as a whole was around

12 bp (2-year yield) and 20 bp (10-year yield). Europe’s
sovereign interest rates, however, remained stable and risk
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Emerging stock markets by region
Index (100 = January 2016)

220

200 e

180

160

140

120

100

80 —

60 . . . .
01/16 07/16 01/17 07/17 01/18

e Total emerging Emerging Asia LatAm
Brazil China m— RUSSia

Source: CaixaBank Research, based on data from Bloomberg.

Yield on 10-year public debt
(%)
45

40

35

30

25

20

-0.5
01/10  01/1 01/12 0113 01/14  01/15 01/16  01/17  01/18

— S

Germany

Source: CaixaBank Research, based on data from Bloomberg.

Euro area: risk premia on 10-year public debt
(bp)
450

400

350 AN

300 — |M Ay

250 —A A »

200 Wt F—F"— e .

W
150 | 7.w’77 \
100 "L

50 T W iad

0 L 1 1 1 1
2014 2015 2016 2017 2018
e— Spain France Italy Portugal

Source: CaixaBank Research, based on data from Bloomberg.

CaixaBank Research



FINANCIAL MARKETS

premia contained, in the absence of any big news regarding
the ECB’s monetary policy and with investors expecting
monetary stimulus to be withdrawn very gradually.

The euro reacts indecisively against the dollar while
emerging currencies remain stable. After starting February
above USD 1.25, the euro ended the month at around USD
1.22 and looked rather volatile. Specifically, the euro had
depreciated to USD 1.22 during the episode of stock market
corrections, then appreciated again once stocks started to
recover, breaking through the barrier of USD 1.25. Finally,

in the last week of February, the euro calmed down again to
around USD 1.23. Beyond this short-term volatility, the euro
is likely to appreciate gradually over the coming months
given the ECB'’s preparations to withdraw its QE program and
greater investor optimism regarding euro area economic
activity. The emerging currencies remained relatively stable
against the dollar over the month as a whole in spite of the
depreciation suffered by the Brazilian real, Turkish lira and
South African rand during the episode of stock market
corrections. The Mexican peso and Turkish lira depreciated
slightly (both by around 1%), as well as the Brazilian real and
the Indian rupee (close to 2%), while the South African rand
appreciated very slightly and the Russian rouble remained
almost stable.

Volatile stock markets affect oil prices. After several weeks
of fluctuating around USD 70, stock market corrections
pushed down the price of Brent oil to USD 62 per barrel.

This was further reinforced by the publication of data pointing
to higher crude oil production in the US. However, as the
financial markets recovered from the stock market losses, oil
prices regained some of the ground lost and ended the month
at around USD 66 per barrel.
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FOCUS - How financial conditions are withstanding tighter

monetary policy

In December 2015, the Fed began to gradually tighten
its monetary policy stance. Since then it has raised the
fed funds rate five times (with another probable hike in
March), as well as starting to reduce its balance sheet.
In the past, tighter monetary policy has been passed
through to economic activity via its effect on the
universe of financial assets and consequently tighter
financial conditions (see the first chart). In the current
cycle, however, financial conditions are still highly
accommodative (see the second chart).

For economists, «financial conditions» are the current
state of those financial variables that influence, today,
how companies, consumers, savers and investors behave,
and thus affect the future state of economic activity.’
Financial Conditions Indexes (FCl) summarise the
behaviour of financial asset prices and act as a
«thermometer» for the financial markets. In other words,
they provide information on the future state of the
economy indicated by today’s financial variables. FCls
usually include variables affecting the cost of capital and
investment decisions, such as interest rates (sovereign
and corporate) and credit risk measures. Also important
are variables affecting household wealth and,
consequently, decisions to consume and save such as
equity and real estate prices and consumer credit interest
rates. Lastly, because of credit frictions, it is also
important to monitor uncertainty using variables that
capture asset price volatility and others that provide
information on the state of liquidity.

One of the benchmark financial «thermometers» in the
US is the financial conditions index produced by the
Federal Reserve Bank of Chicago, the NFCI.2 We must
look at its components in more detail to get an insight
into why the NFCl, and the other alternative FCls,
indicates that financial conditions have remained
highly accommodative in spite of the Fed tightening
its monetary policy stance. The NFCI comprises 105
indicators for a wide range of financial conditions in
money markets, debt and equity markets and the
traditional and shadow banking systems. These 105
indicators are classified into three large groups: i) risk
indicators, which capture volatility and funding risk such
as the TED spread (difference between three-month
interest rate on interbank loans and three-month US
government debt) and the VIX volatility index; ii) credit
indicators, which measure credit conditions for

1. See Hatzius, J. et al. (2010), «Financial Conditions Indexes: a Fresh Look
after the Financial Crisis», NBER Working Paper.
2. National Financial Conditions Index.
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households and companies; and iii) leverage indicators,
such as new corporate debt issuances.

After aggregating these 105 variables, the NFCl is
negative when financial conditions are looser than
average and positive when indicators reflect tighter than
average conditions (always in relation to the historical
average since 1971). In general, the index rises with risk
indicators and falls with credit and leverage indicators.
For example, an increase in the TED spread points to
higher credit risk in the interbank market and therefore
suggests tighter financial conditions. On the other hand,
an increase in the number of households indicating
easier access to consumer credit reflects looser financial
conditions.

US: monetary policy and financial conditions,
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US: contributions to financial conditions
Index (0 = average 1971-2018)
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Source: CaixaBank Research, based on data from the Federal Reserve Bank of Chicago.

The state of the macroeconomy is also a key determinant
for financial conditions. When economic activity is
buoyant, good economic growth prospects reduce risk,
improve credit quality, make it easier to issue corporate
debt, etc. That is why the Chicago Fed also publishes a
financial conditions index adjusted for the state of the
economy. This is the ANFCI,> which measures financial
conditions as if the economy were always at the same
point in the business cycle. As can be seen in the third
chart, which separates financial components (risk, credit
and leverage) from the contribution made by the
economic cycle, in the past few years solid economic
activity is helping accommodative financial conditions
to continue: Without discounting the macroeconomy’s
contribution, the ANFCI would be slightly below -0.80,
a much more accommodative value than the actual
figure of -0.61.

Apart from the tailwinds provided by the economy’s
good performance, both the NFCl and ANFCI suggest
that financial conditions are still very loose in spite of

the Fed's tighter monetary policy. Moreover, as the third
chart shows, the risk, credit and leverage indicators all
contribute to these loose conditions. To understand

this situation better, we have looked at which of the 105
variables became more or less accommodative between
July 2016 and December 2017, when financial conditions
became even looser. Although 50 of the 105 variables
became less accommodative, the change was very
limited. As can be seen in the fourth chart, this tightening
only led to a 0.06-point increase in the index. And around
50% of this rise is concentrated solely in three variables
(short-term interest rate spreads in money markets)
which, in any case, remain looser than their historical
average. However, the aggregate index (adjusted for the
economic cycle) fell by —0.36 points, particularly because
of more compressed interest rate spreads (mortgage,

3. Adjusted National Financial Conditions Index.
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CDS, corporate debt, etc.) and lower volatility in stock
(VIX index) and bond (MOVE index) markets.

Lastly, a similar exercise can be carried out to analyse the
impact of stock market corrections at the end of January
and early February this year. The indicators suggest that,
during these weeks, financial conditions deteriorated
slightly with a 0.08-point rise in the ANFCI (excluding
the cyclical component of the economy). This can almost
entirely be explained by two indicators: more volatile
stock markets and worse liquidity conditions in the
market for options on futures for the US stock market
index S&P 500. Most of the financial variables therefore
remained very loose. This suggests such stock market
corrections were a contained episode and did not spill
over into other markets or cause a risk-off movement
which would considerably tighten up financial
conditions overall.

In conclusion, the economy’s current cyclical expansion
is contributing to highly accommodative financial
conditions. The gradual and predictable way in which the
US Fed has tightened up its monetary policy may have
also played its part, as well as the substantial monetary
stimuli still in place in other locations such as Europe and
Japan. This has encouraged an environment of low
volatility and narrow credit spreads.’ The Fed’s tighter
monetary policy stance has now started to be felt in
short-term financial assets. Consequently, continued
interest rate hikes, in addition to less monetary stimulus
in Europe, should help financial conditions to normalise
over the coming quarters.

US: change in financial conditions
(from July 2016 to December 2017) *
Index points (0 = average 1971-2018)

Total change July 2016 -
December 2017: -0.36 points
} I I
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30-year Jumbo/Conforming fixed rate mortgage spread
1-month Merrill Lynch Options Volatility Expectations (MOVE)
3-month TED spread (LIBOR-Treasury)
Moody’s Baa corporate bond/10-year Treasury yield spread

B CBOE S&P 500 Volatility Index (VIX)
Counterparty Risk Index (formerly maintained by Credit Derivatives Research)
Bank of America/Merrill Lynch 3-5 year AAA CMBS OAS spread
COMEX Gold/NYMEX WTI Futures Market Depth
Markit High Yield (HY) 5-yr Senior CDS Index
Bank of America/Merrill Lynch Home Equity ABS/MBS yield spread
S&P 500 Financials/S&P 500 Price Index (Relative to 2-year MA)

M Other indicators which have become looser
3-month Overnight Indexed Swap (OIS)/Treasury yield spread
Indicators which have become less loose

Note: * Conditions adjusted for the economic cycle.
Source: CaixaBank Research, based on data from the Federal Reserve Bank of Chicago.

4. See «A paradoxical tightening?», BIS Quarterly Review, December 2017.
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KEY INDICATORS
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ECONOMIC OUTLOOK - The global
economy keeps its momentum
going at the start of the year

Global economic activity indicators continue to look
positive in Q1 2018. The data released has been really positive
in the early part of the year. One case in point is the (PMI)
composite global business sentiment index which, in January,
reached its highest level since March 2011. More importantly,
this positive trend is widespread and occurring in both the
advanced and emerging countries. These positive trends
bolster the outlook of CaixaBank Research which forecasts

a moderate growth accelerationfrom the 3.7% estimated in
2017 up to 3.9% in 2018. The factors supporting this sanguine
scenario have not changed: Financial conditions will remain
accommodative (normalisation is expected to remain gradual,
even in the US), oil prices will stay within a reasonable range
which will help exporting countries but without harming
importers (In fact, the recent stabilisation of oil slightly below
USD 70 per barrel indicates a limited recovery in prices),and
the good growth prospects for the emerging economies will
intensify owing to the cruising speed of emerging Asia and
the gradual recovery in Russia and Brazil.

Nevertheless, there are still risks. One considerable source of
risk is the possibility of further corrections in financial markets.
The correction originating in the US last month was not big
enough to modify the favourable outlook for the world
economy. However, the factors behind this correction
(increased expectations of interest rate hikes, rising inflation,

a potentially overvalued stock market and amplification due
to automated trading) will still be very much present over the
coming months. We will therefore have to keep a close eye

on possible further corrections and their impact on global
economic activity. There are also sources of geopolitical

risk (for an in-depth analysis, see the Focus «Geopolitical
uncertainty and economics: Deep impact?» in this Monthly
Report). On the one hand, a clear victory by Eurosceptic parties
and populists in the Italian elections on 4 March would reduce
the leeway to promote the desired economic reforms in the
euro area. And, on the other side of the Atlantic, there is the
risk of NAFTA negotiations not being completed in Q1. This
could lead to a stalemate and exacerbate political polarisation
in the US and Mexico given the intense electoral calendar this
year (July’s presidential elections in Mexico and November’s
mid-term elections in the US).

UNITED STATES

Growth prospects improve thanks to a tax boost larger than
expected. Early in February, Congress passed a law to raise
federal spending levels in 2018 and 2019 with particular
emphasis on defence. The increase in budget is slightly more
than expected, with an estimated impact of around +0.2 pp on
the US economy’s growth, both in 2018 and 2019. We have
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therefore increased our 2018 growth forecast from 2.4% to 2.7%
(the remaining 0.1 pp can be explained by the robust GDP
data published for Q4 2017) and, for 2019, from 2.0% to 2.2%.

Inflation surprises to the upside in January. Specifically,
inflation remained at 2.1% year-on-year in January, the same
figure as December. However, this was notably higher than
the CaixaBank Research forecast (1.8%) and those of most
analysts. It is remarkable that the rise in the price index was
generalised in most of its components . This trend, in addition
to substantial growth in wages (2.9%), points to a phase with
greater price tensions in 2018, especially from Q2 onwards
(with inflation potentially reaching 3% in some months). Given
these inflation figures and the upward revision of GDP, we
have raised our inflation expectations for 2018 (from 2.2% to
2.6%) and 2019 (from 2.0% to 2.1%). Inflation dynamics are
very important for the US economy and directly affect
monetary policy, since higher than expected inflation could
lead to faster interest rate hikes by the Fed. This context
endorses our monetary normalisation scenario of now four
(previously three) interest rate hikes in 2018.

Full-speed ahead for the US economy at the start of the
year. All the latest economic activity figures seem to point to
strong growth in Q1 2018. The labour market looks particularly
dynamic with 200,000 jobs created in January, an even more
impressive figure considering how close the US economy is

to full employment. The economic and business sentiment
indicators were also strong, posting very good figures. For
instance, the consumer confidence index produced by the
prestigious University of Michigan was close to its peak for this
new expansionary cycle.

Fiscal stimulus: a double-edged sword? The fiscal stimulus
resulting from increased spending adds to other expansionary
measures such as tax cuts and higher spending on
infrastructures, which were already known. Such measures
have a relatively moderate and limited impact on economic
growth as the economy is in a mature phase of the cycle in
which it does not seem to be in any great need of further
stimuli. However, it is estimated that all these policies as a
whole (i.e. tax cuts and increased spending) will raise the fiscal
deficit to GDP ratio by 1.3 pp in 2018 and by 1.7 pp in 2019,
resulting in a fiscal deficit of around —5% of GDP in 2018 and
2019. This higher public deficit is not good news as it could
imbalance the public accounts and push up public debt and
generate inflationary tensions.

JAPAN

The Japanese economy looks resilient. In Q4 2017, Japan'’s
economy slowed down (growing by 0.1% quarter-on-quarter
compared with 0.6% in Q3) but remained in positive figures.
This is the eighth consecutive quarter of growth, something
last achieved in 1989. The recovery in private consumption is
particularly important, given its decline the previous quarter.
We expect 1.3% growth year-on-year for 2018, considerably
higher than the country’s estimated growth potential of
between 0.5% and 1%.
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EMERGING ECONOMIES

The emerging economies flex their muscles. On the whole,
the emerging economies continue to post substantial
growth in economic activity. This can be seen in the latest
macroeconomic data as well as business sentiment indices.
The composite PMI for the emerging economies has climbed
to 53.6 points, way above the 51 points recorded on average
over the past two years. The different economic activity
indices, such as the one produced by the IIF, also point to
momentum for the emerging economies. Nevertheless, the
decline in Asian stock markets after the US correction and
recent capital outflows suggest that tighter than expected
monetary policy in the US could harm the good performance
of the emerging economies.

China: very calm before an intense month. The different
economic activity data (PMI, trade data...) indicate that the
Chinese economy has started the year as solid as it ended
2017. However, the latest figures must be interpreted with
caution as they partly reflect distortions caused by the
festivities for the Chinese New Year (falling in mid-February

in 2018 but at the end of January in 2017). The composition

of the new National People’s Congress will soon be revealed.
This is the country’s highest legislative body and it will hold
its annual session early in March, when the growth target for
2018 will be disclosed. The most outstanding news this month
has been the Communist Party’s proposal to eliminate the
country’s presidential term limits. This would pave the way for
Xi Jinping to prolong his leadership beyond 2022 should the
Assembly approve the proposal.

Mexican economy rebounds in a really complex
environment. In Q4 2017, Mexico’s growth accelerated to
1.0% quarter-on-quarter (1.8% year-on-year) compared with a
0.3% decline the previous quarter. The growth figure is slightly
higher than expected but a large proportion of the increase is
due to the effect of the atypical decline the previous quarter,
caused by temporary factors (earthquakes and hurricanes).

In annual terms Mexico grew by 2.1%. The outlook im the
upcoming quarters will be hindered by the uncertainty of
presidential elections this July and doubts regarding the
NAFTA negotiations.

Russia comes out of its decline while India shines again.
The recovery of the Russian economy explains S&P’s
decision to upgrade Russian debt and lift it out of «junk
bond» territory. However, the agency has warned that the
country’s dependence on revenue from oil and gas exports,
international sanctions in a complicated geopolitical context
and institutional weaknesses will constrain growth in the
medium term (for more detail, see the Focus «Russia’s
economic outlook: politics (not business) as usual» in this
Monthly Report). India, however, has recovered its brilliance
and finally left behind the temporary shocks that had
hindered its growth in the first three quarters of 2017. With
7.2% growth in Q4, the Indian economy is in an unbeatable
position to accelerate again in 2018.
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MR

FOCUS - Geopolitical uncertainty and economics: Deep impact?

One recurring theme in the media is the relationship
between geopolitics and economic variables. But not
only in the media: economists are also increasingly aware
of the importance of geopolitical risks in accurately
gauging economic prospects. But although geopolitics
may be in vogue, their relationship has hardly been
quantified. This article provides a preliminary
examination of the issue.

To accurately measure global geopolitical uncertainty
we have created an index that takes into account both
political uncertainty at a global level and the trend in
conflicts, also at a global level." To begin our analysis, it
is useful to look at the degree of correlation between our
geopolitical uncertainty index and various indexes for
economic activity. First of all, we have analysed the
relationship between this index and the global PMI
business sentiment index. As can be seen in the first
chart, the relationship between them is clearly negative:
the higher the geopolitical uncertainty index, the lower
the business sentiment index. Another indication of

the close relationship between both indexes is that

an increase in the uncertainty index of a magnitude
equivalent of that to November 2016, after Donald
Trump's unexpected victory, goes hand in hand with a
4-point reduction in the PMI index. To provide a clear
idea of this magnitude, the central 50% of observations
of the PMi index are located within a range of 5 points.

Another way of analysing the relationship between
geopolitical uncertainty and economic activity is to
directly observe the correlation between geopolitical
uncertainty and world GDP growth. In this case, an
increase in uncertainty equivalent to that of Q4 2016
tends to be associated with a decrease in world GDP
growth of 0.3 pp in the same quarter.

Finally, another way of quantifying t the relationship
between the geopolitical risk index and economic
activity indicators is to compare it with the correlation
observed with indicators that are similar but from other
areas. One good benchmark is the financial volatility
index, the VIX, as it is commonly agreed that increases in
the VIX tend to have a considerable effect on economic
activity. An increase of the same magnitude in either
index tends to be associated with a similar decrease

in world GDP growth. Specifically, if we apply a shock

to the VIX index equivalent to the one occurring in the
geopolitical risk index in Q4 2016, the reduction in world
GDP growth would be approximately 0.4 pp.>

1. Specifically, we regress the lacovello & Caldara geopolitical risk index
against the Baker, Bloom & Davis global political uncertainty index and
the conflict index constructed in MR01/2018, and use the predicted
value as our geopolitical uncertainty variable.

MARCH 2018

Economic activity and geopolitical
uncertainty
Composite global PMI (level)

65

60

55

50

45 -

40 L2

35 L L L L L L L L L J

60 70 80 90 100 110 120 130 140 150 160

Global geopolitical uncertainty index (level)

Note: Monthly data since July 1998.
Source: CaixaBank Research, based on data from Markit and lacovello & Caldara.

World growth’s response to a geopolitical shock

(pp)

15

1.0

0.5

0.0 L

05 b P

\ -~

-1.0 e

-15

-20

-2.5

0 1 2 3 4 5 6 7 8 9

Quarters after the shock

Note: A vector autoregression with six lags is estimated including quarterly data from the
geopolitical uncertainty index, VIX and world GDP growth. Uncertainty shock observed
inQ42016. The broken lines represent a 95% confidence interval.

Source: CaixaBank Research.

Such findings are useful for a preliminary analysis of the
relationship between geopolitics and the economy but
they only measure correlations. In other words, they
show how economic and geopolitical variables move

in synch but do not indicate the cause of this effect
(Does geopolitical uncertainty increase purely due to
geopolitical reasons or are such changes caused by other
variables? ). To carry out a more sophisticated analysis,
we have used a statistical technique® that quantifies the
impact of an exogenous uncertainty shock caused by
geopolitical reasons, on the economy over time. As can
be seen in the second chart, it is estimated that a shock
of uncertainty, of a magnitude such as that occurring in

2. Specifically, we standardise the series of the geopolitical risk index
and the VIX to be able to apply a shock of similar magnitude in both
cases.

3. The technique used is vector autoregression (VAR). More details
are provided in the notes for the second and third chart.
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Q4 2016, significantly reduces world growth by almost
1 pp between six months and one year after it occurs.

To properly understand how global geopolitical
uncertainty operates, one important question is whether
its impact is similar in both advanced and emerging
countries. As can be seen in the third chart, on the whole
emerging countries withstand geopolitical uncertainty
much worse than advanced economies. Specifically, at
the peak of the geopolitical shock (three quarters after it
occurred), the reduction in GDP growth in the emerging
economies is 1.45 greater than in the advanced. The
effect on emerging countries also lasts longer than in
the advanced. This asymmetry observed between the
advanced and emerging blocs might be due to the fact
that advanced countries have a more mature and well-
established institutional system which provides them
with a larger buffer to tackle geopolitical uncertainty.
On the other hand, many emerging countries are
stillimmersed in consolidating their institutional
environment, making them more fragile and
consequently more sensitive to geopolitical ups and
downs. Emerging countries should therefore be more
concerned about avoiding tensions that could generate
geopolitical uncertainty.

Finally, we have also analysed the importance of
geopolitical factors for world growth over time. We study
the relative weight of global geopolitical factors,* of
macrofinancial factors® and of financial volatility (VIX)

to explain the variation in GDP growth at a global level.
The sample was divided into three periods: 2000 to 2007
(previous expansionary cycle), 2008 to 2012 (economic
crisis) and 2012 to 2017 (recovery).

The findings are remarkable. Geopolitical factors are
now less important compared with the expansionary
cycle prior to the economic crisis of 2008 and 2009 but
are still significant. Between 2000 and 2007, geopolitical
factors carried a weight of 49% in the explained variance
in global growth. Between 2008 and 2012, their relative
weight was only 13% (macrofinancial conditions
explained 62%, reflecting the impact of the financial
crisis) while between 2013 and 2017, their relative weight
was a significant 30% (volatility and macrofinancial
conditions explained 41% and 29%, respectively).

The greater relevance of geopolitical factors between
2000 and 2007 might be due to the fact that geopolitical
tensions were subdued (with the exception of the period
2001-2003, coinciding with the 9-11 attacks and the

4. We include the global geopolitical uncertainty index, the lacovello

& Caldara risk index and the CaixaBank Research conflict index.

5. We include the Financial Conditions Index of the Federal Reserve

of Chicago, the S&P 500 and the MSCI Emerging Markets index.

6. See the Focus «Financial volatility and political uncertainty: who says
there is fear?» in MR09/2017.
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invasion of Afghanistan and Irag), so geopolitics acted

as a key support for growth. On the other hand,
macrofinancial factors have gained in importance since
the crisis: quantitative easing programmes have helped
to reduce volatility significantly6 and accommodative
financial conditions have boosted economic growth.
However, the importance of geopolitical factors seems to
on the rise again. This trend could consolidate as financial
conditions become less accommaodative and if populism
continues to spread.

Advanced vs. emerging: growth’s response
to a geopolitical shock

(pp)
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Note: A vector autoregression with six lags is estimated including quarterly data from
the geopolitical uncertainty index, VIX and GDP growth in OECD countries (advanced)
and non-OECD countries (emerging). Uncertainty shock observed in Q4 2016.
Source: CaixaBank Research.
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Note: The explained variance for world growth is 62% between 2000 and 2007, 72%
between 2008 and 2012, and 74% between 2013 and 2017.
Source: CaixaBank Research.
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FOCUS - Russia’s economic outlook: politics (not business) as usual

If we are to believe the overwhelming advantage
indicated by the polls, Vladimir Putin will win Russia’s
presidential elections on 18 March. It is therefore
relevant to ask what might be expected from his fourth
presidency (2018-2022) in terms of economic growth.
The quick answer is «<not much». Forecasts point to
moderate acceleration in economic activity growth,
from the 1.5% estimated for 2017 to around 2% in 2018
and 2019. Medium-term projections suggest Russia will
post the smallest GDP growth of all major emerging
economies in 2017-2027. So what is the reason for this
low growth?

Three key factors weigh heavy on the Russian economy:
its dependence on commodities, demographic decline
and institutional quality with room for improvement.
The first factor may come as some surprise since most
analysts predict moderate price rises in oil for the years
of Putin’s presidency. However, the key word here is
«moderate»: the boom occurring in the first half of the
2000s will not be repeated. Most analysts also expect
natural gas to fall in price over the coming years. This
results in a relatively poor prospect for Russia as both
products account for 60% of its exports and 35% of its
tax revenue.

The country’s demographic situation is the second
challenge facing the Russian economy. Although its
decrease in population may not seem extraordinary
(in 2022, the number of inhabitants will be 0.4% fewer
than today, around 500,000 people), the reduction in
the working age population will be substantial. Some
projections put this decrease at 7% during the next
presidency (around five million workers less).

Finally, the quality of the institutional environment to
develop economic activity is still far from satisfactory.
According to the World Economic Forum's Global
Competitiveness Report, although Russia is the 38th
most competitive economy (out of 137), its institutions
rank just 83rd. Moreover, some of the most important
institutional variables in terms of protecting
investment, such as defence of copyright and judicial
independence, ranked 116 and 90 (out of 137), are way
below standard.

Given this situation, a logical response by economic
policy would be to promote far-reaching structural
reforms. But Putin did not take this course in his last
presidency, when he actually shifted more towards
protectionism, greater public sector involvement in

the economy and less market freedom. Nor does it seem
to be a priority in his future political agenda. To really
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Source: CaixaBank Research, based on data from the Yuri Levada Analytical Center.

understand this stance, we have to look at how
economics is perceived in Russia and its relationship with
politics. Promoting economic success as much as possible
tends to be important in liberal democracies. However,

in Russia, de facto, the economy is traditionally seen

as a political tool. Consequently, provided the level of
prosperity is acceptable (and Russians have a greater
tolerance of shortages in this respect than people in the
West), Russia’s economic resources are used to underpin
its political goals.

One clear example of this is Russia’s foreign policy, an
area of particular interest for the rest of the world since
it forms part of that sizeable ragbag known as «global
geopolitical risks». Russia’s foreign policy has been
strongly proactive in the past ten years, using
conventional diplomatic instruments but also resorting
to economic measures to pursue political aims, and
even military intervention in various armed conflicts.
Ultimately, the country’s commitment to this foreign
stance can be seen in its military spending. This has
increased non-stop, going from 3.4% of GDP in 2011 to
5.4% in 2016, in spite of the strong recession in 2015-2016
and the sanctions imposed by the US and EU.

Such a proactive foreign policy is strongly supported

by Russians, 87% of whom agree with the President’s
current approach to foreign affairs. The use of the
economy for political aims is therefore unlikely to change
over the next few years. The key word is «continuity».

Or, as we said in the title, politics as usual.
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KEY INDICATORS

Year-on-year change (%), unless otherwise specified

UNITED STATES

Activity
Real GDP

Retail sales (excluding cars and petrol)
Consumer confidence (value)

Industrial production

Manufacturing activity index (ISM) (value)

Housing starts (thousands)

Case-Shiller home price index (value)
Unemployment rate (% lab. force)
Employment-population ratio (% pop. > 16 years)

Trade balance' (% GDP)
Prices

Consumer prices

Core consumer prices

Note: 1. Cumulative figure over last 12 months.

2015

29
43
98.0
-0.7
514
1,107
179
53
594
-2.8

0.1
1.8

2016

1.5
37
99.8
=12
514
1,177
189
49
59.7
2.7

1.3
2.2

Q42016

1.8
34
107.8
-0.1
533
1,248
192
4.7
59.7
-2.7

1.8
2.2

Q12017

2.0
40
117.5
0.6
57.0
1,238
197
4.7
60.0
-2.8

25
2.2

Q22017

2.2
29
118.1
2.1
55.8
1,167
199
4.4
60.1
-2.8

19
1.8

Q32017

2.3
28
1203
1.7
58.6
1172
200
43
60.2
-29

2.0
1.7

MRS

Source: CaixaBank Research, based on data from the Department of Economic Analysis, Department of Labor, Federal Reserve, Standard & Poor’s, ISM and Thomson Reuters Datastream.

JAPAN

Activity
Real GDP

Consumer confidence (value)

Industrial production

Business activity index (Tankan) (value)
Unemployment rate (% lab. force)

Trade balance' (% GDP)
Prices
Consumer prices

Core consumer prices

Note: 1. Cumulative figure over last 12 months.

2015

14
413
-1.2
12.8
34
-05

08
14

2016

09
4.7
-0.2

70

3.1

0.7

-0.1
06

Q42016

1.5
422
2.8
100
3.1
0.7

03
0.2

Source: CaixaBank Research, based on data from the Communications Department, Bank of Japan and Thomson Reuters Datastream.

CHINA

Activity
Real GDP
Retail sales
Industrial production
PMI manufacturing (value)
Foreign sector
Trade balance’ (value)
Exports
Imports
Prices
Consumer prices

Official interest rate? (value)
Renminbi per dollar (value)

2015

6.9
10.7
6.1
49.9

608
-2.3
-14.2

14
4.35
6.3

Notes: 1. Cumulative figure over last 12 months. Billion dollars. 2. End of period.
Source: CaixaBank Research, based on data from the National Bureau of Statistics of China and Thomson Reuters Datastream.
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2016
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6.0
503

512
-84
=57

2.0
4.35
6.6

Q12017
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10.0
6.8
516
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14
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1.3 1.7
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0.7 0.6
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Q22017
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2.1
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0.6
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0.2
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6.8
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6.3
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6.9
14.7

1.6
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6.7

Q42017 01/18
25 -
2.2 37

126.0 1243
35 37
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2.1 2.1
1.8 1.8
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1.6 -
447 44.7
45 1.0
250 -
2.8
0.5 0.8
0.6 1.3
03 04
Q42017 01/18

6.8 -

99

6.2

517 513
435 405
10.1 10.3
13.2 369

1.8 1.5

4.35 4.35
6.6 6.4

CaixaBank Research



EUROPEAN UNION

ECONOMIC OUTLOOK - A positive
momentum in the euro area
business cycle

The euro area’s growth outlook is improving. After
navigating through a complicated 2017, the euro area has
made a good start to 2018. This can be seen both in GDP
growth data for Q4 2017 and the first economic activity
indicators for the year. It can also be observed in the 2018
growth forecasts made this February compared with the
same predictions made February last year. Although some
medium-term risk factors could mar the euro area’s good
macroeconomic prospects, in the short term we believe there
is enough slack to sustain a high GDP growth rate. This is due
to several factors such as the drive provided by the global
economy, accommodative monetary policy and a confident
climate boosting job creation. As a result, CaixaBank Research
has raised its euro area growth forecasts by 0.3 pp, both for
2018 and 2019, to 2.5% and 2.0%, respectively.

The political factor diminishes as a source of economic
uncertainty. Although all eyes are now on Italy’s general
election on 4 March, the polls continue to predict a
fragmented parliament. This limits the new government’s
ability to implement far-reaching reforms. However, it also
contains the risks resulting from a potentially populist/
Eurosceptic government. Importantly, several studies suggest
Italy’s new electoral law (Rosatellum) might lead to a less
fragmented parliament than indicated by the polls. Moreover,
as pointed out by the same studies, this might benefit the
centre-right parties the most, whose manifestos entail a
limited risk regarding the construction of Europe in the short
term. In Germany, the conservatives and social democrats
(SPD) have reached a coalition agreement. This still has to be
approved by the SPD members, on the same day as the Italian
elections, 4 March. The agreement contains higher public
spending on social policies, education and infrastructures,

as well as more emphasis on European integration (by
Germany making a larger net contribution to the budget and
supporting the creation of a European Monetary Fund). Finally,
negotiations are still underway between the UK and euro area
to reach an agreement on the Brexit transition period. The
biggest hurdle to achieving an agreement lies in the EU’s
demand that, although the UK must leave all the EU’s
legislative bodies during this period, it must still apply all
European legislation approved in the meantime. Although
there are risks, we expect an agreement to be reached by

the end of March to be approved at the European Council
meeting. This would allow both blocs to begin negotiations
on future commercial relations.

Good momentum for the euro area at the end of the year.
As we have already noted, GDP growth figures for Q4 2017
indicate a favourable growth dynamic whose inertia suggests
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Euro area: 2018 growth forecast
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Source: CaixaBank Research, based on own sources and data from Consensus Economics.

European Union: GDP in Q42017
Year-on-year change (%)

5

Poland Spain  Germany Euro area Portugal France Italy UK

Source: CaixaBank Research, based on data from Eurostat.

Euro area: composite PMI economic
activity indicator
Level

65

60

55 “MAA o 4

T Expansion

l Contraction

50

45 . . . . . . . .
01/14  07/14  01/15  07/15 01/16  07/16  01/17  07/17  01/18

e EUro area France Germany

Source: CaixaBank Research, based on data from Markit.

CaixaBank Research



EUROPEAN UNION

it will continue into the first half of 2018. Germany and France
posted particularly good growth figures, up by 2.9% and 2.4%
year-on-year in Q4, the highest rates for the whole of 2017.
This brought their overall growth for the year to 2.5% and
1.9%, respectively. Even Italy, which is still lagging behind

the rest of the euro area, grew in Q4 by 1.6% year-on-year,
bringing the annual figure to 1.5%, its highest since 2010.
Outside the euro area, the eastern countries maintained the
strength shown in previous quarters with year-on-year
growth in Q4 of 4.8% by Hungary and 4.3% by Poland.
Considering the high growth posted by the EU as a whole,
the poor performance by the UK was significant. Its economy
grew by just 1.5% year-on-year in Q4, still affected by the
uncertainty caused by the Brexit negotiations.

Economic activity indicators remain high. As we have
already mentioned, this suggests that economic activity
should continue strong at the beginning of the year. There
was a sharp rise in the industrial production index, up by
5.2% year-on-year in December, resulting from strong
growth in the production of capital goods and durables. The
business sentiment index for the euro area as a whole
posted 57.5 points in January 2018. Although this is a slight
decrease compared with the previous month (58.8 points),
it is still above the average for the second half of 2017 (56.6
points) and in a clearly expansionary zone (above 50
points).

Positive outlook for demand. Consumers continue to benefit
from highly accommodative monetary policy and a labour
market that is creating jobs, with the unemployment rate
falling by 1.0 pp throughout 2017, down to 8.7% in December.
Given this context, confidence is still high, boosting growth in
consumption. One sign of this is the performance of the
consumer confidence index in February which stood at 0.1
points, 2.5 points above the average for 2017. Retail sales also
grew by 2.2% year-on-year in December, a similar rate to the
2017 average.

Inflation remains contained. In February, euro area inflation
fell by 0.1 pp compared with the previous year, down to

1.2%. Mostly, this is due to the decrease in the component

of unprocessed food. Core inflation posted the same figure as
in January, namely 1.2%. Although these price growth rates
are moderate considering the recovery in economic activity,
there is still significant slack in the labour market which

limits upward pressure on wages and therefore on prices.
Discounting the case of Germany, whose labour market has
gone through structural changes resulting in a dramatic fall

in the unemployment rate, the combined Phillips curve for
France, Italy, Spain and Portugal shows that, in 2017, the curve
was at a similar level to 2010 and there is still plenty of margin
before inflationary pressures kick in. CaixaBank Research
therefore predicts the labour market will start to enter a more
mature phase of the business cycle towards the end of 2018
and, from then on, inflation will recover, gradually reaching
1.8%in 2019.
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Euro area: consumption indicators
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More balanced growth. The euro area has managed to
increase its GDP growth rate while maintaining a current
account surplus. In 2017, the euro area had a surplus of 3.5%
of GDP, 0.1 pp higher than in 2016, thanks to a larger surplus
in the services and income accounts which more than offset
the deterioration in the balance of goods. Given the strong
growth in private consumption, this figure confirms the
competitiveness gains achieved by the euro area over the
past few years.

PORTUGAL

The data at the end of the year augur well for 2018. The
Portuguese economy continued to enjoy solid GDP growth in
Q4 2017 with year-on-year growth of 2.4%. This brings the
total figure for 2017 to 2.7%, its highest growth rate since
2000. Over the coming years, CaixaBank Research predicts
2.4% growth in 2018 and 2.3% in 2019, forecasts that have
been raised by 0.1 pp in both cases. These forecasts are partly
supported by external factors such as a stronger global
economic outlook and in the euro area in particular. Domestic
support factors include dynamic exports resulting, to some
extent, from Volkswagen’s new car production plant and

the good performance by the tourism industry. This is
accompanied by a very confident climate that is benefitting
from a fast job creation rate and will continue to boost growth
in private consumption. We predict the country’s healthy
position in the business cycle, and the recent fall in its risk
premium (down by 20 bp in January to around 130 bp, where
it has remained in February) will give the government leeway
to increase public spending without harming the fiscal deficit
targets. We also expect this higher growth to be achieved
while maintaining a current account surplus.

Public debt continues to fall. After fluctuating for several
years around 130% of GDP, in December 2017 Portugal’s
public debt fell by 4.2 pp compared with the same month
the previous year, down to 125.9% of GDP. The factors
supporting this reduction has been greater fiscal effort,
faster growth and, as already mentioned, a fall in the
country’s risk premium. Over the next few quarters, we
expect Portugal’s debt to continue decreasing thanks to
faster growth in GDP, reaching around 123.2% of GDP by
the end of 2018, 1 pp below the target set by the European
Commission (124.2%).

Inflation remains surprisingly low. In January, inflation fell
more than expected, down to 1.1%, due to an aggressive
sales campaign and the impact of an appreciating euro on
the energy component in the basket of goods. We have
therefore lowered our inflation forecast for 2018 slightly,
to 1.5%. However, the high rate of growth in employment
(3.7% year-on-year change in December) is reducing the
slack in the labour market. We therefore expect wages to
start recovering gradually and, ultimately, this should
help inflation to recover in the second half of 2018 and
throughout 2019.
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FOCUS - Portuguese real estate: one market, many nuances

The expansion of the Portuguese real estate market is
strengthening. This can be seen in the evolution of house
prices, which maintain the upward trend that started in
2014 and have risen by 20% over the past four years.'
Likewise, the evolution of house sales is very positive:
they have been growing by 22% year-on-year on average
since early 2015. This dynamism in activity can be seen in
all the regions in Portugal, and is supported by several
fundamental factors that are common throughout the
country and that are boosting housing demand. In
particular, higher household disposable income and
greater consumer confidence thanks to the economic
recovery and strong labour market performance. Another
factor is the improvement in credit conditions,
encouraged by the ECB's monetary policy and the
restructuring of Portugal’s banking sector.

Nevertheless, this expansion is particularly marked in
certain areas. As can be seen in the enclosed map, the
Algarve and the Metropolitan Areas of Lisbon and Porto
have high house prices relative to the rest of the regions,
especially those inland. These three regions have also
seen the largest cumulative rises in house prices since
2015 (over 5.0% per year on average)? and concentrate a
large proportion of house sale contracts.>

One of the more «local» factors that are pushing up
housing demand in these areas is the purchase of
properties by investors to meet the growing demand for
tourist accommodation. As can be seen in the second
chart, those regions with the highest tourist demand,
as measured by the number of overnight stays in tourist
accommodation,* are those that experience the highest
and fastest growth in house prices. For example, the
Algarve and Lisbon’s metropolitan area are two of
Portugal’s main tourist destinations, concentrating
almost 60% of all overnight stays by tourists and a large
part of the increase in tourist demand since 2014.

At the same time, purchases of housing by foreigners are
also affecting the real estate market in these regions. This
higher demand is largely due to the introduction of two
schemes aimed at attracting professionals and investors.
In particular, a special tax treatment for «<non-habitual»
European residents was introduced in 2009, and in 2012,
a residence permit, known as a Golden Visa, aimed at
non-EU citizens that invest a certain amount in Portugal,
including on house purchases was introduced in 2012.°

Lastly, supply factors have also helped to boost the
sector in those zones where demand for housing is

1. Appraised value.

2. In nominal terms.

3.62% of the total in 2017, while their share of the population is 48%.
4. Hotels, apartment hotels, B&B, tourist apartments and others.
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strongest. Although residential investment started to
recover in 2015, there has not been enough new housing
built to satisfy the rapid rise in demand. In fact, although
the number of building permits has doubled since 2014,
the current levels of permits are still far below those
observed before the financial crisis. The gap between
supply and demand is therefore likely to remain over

the next few years.®

5. Under this scheme, 5,717 residence permits have been granted and EUR
3,176 million has been invested in buying real estate since October 2012.
6. Almost 79% below the levels of 2007, specifically.
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FOCUS - The minimum wage in the EU: beyond controversy

The minimum wage is a widely used policy in the EU,
with 22 countries applying it, although it is not without
its opponents.’ The aim of setting a minimum wage is
usually to protect those workers with the least skills and/
or work experience. Nevertheless, there can be negative
repercussions for employment depending on the level at
which a minimum wage is set.

More specifically, in a competitive labour market wages
tend to reflect worker productivity: the higher a worker’s
productivity, the higher theirincome. Setting a relatively
high minimum wage might therefore encourage
production processes to be automated, making it more
difficult for less productive workers to find employment,
who tend to have less training and/or work experience.
But some workers might accept a job at a wage below
what they contribute to the company. This may happen,
for instance, if they believe it is difficult to switch jobs. A
minimum wage could help lower-paid workers in such a
situation. In any case, the higher the minimum wage, the
greater the aforementioned negative effect and, in
general, the smaller the positive effect.

So what is the level of minimum wage that provides the
greatest benefits compared with the potential costs?
Economists have yet to reach a consensus in spite of
several decades of intense debate in the academic
world.2 Generally speaking, empirical evidence points
to the current minimum wage levels established in most
developed countries having a moderately negative effect
in aggregate terms. Several studies have also noted that
the impact is greater for certain groups, such as young
people and unskilled workers, precisely the groups such
protection is aimed at.

The decision process followed to agree on the level of
the minimum wage is crucial in minimising its negative
impact. The mechanism used to establish this varies
across countries in the EU. Some governments set a
minimum wage directly via legislation while others
negotiate with the social agents. But, in addition to
transparent, it is also important for this mechanism to
be thorough. It is significant that, in countries where
the minimum wage has only been introduced recently,
such as the UK, Ireland and Germany, a commission of
independent experts evaluates, in detail, the minimum
wage's effect on employment and provides the

1. Austria, Cyprus, Italy, Denmark, Finland and Sweden do not have

a minimum wage although a large proportion of their workers are
covered by collective bargaining agreements.

2. Recent contributions are Neumark, D. (2015), «The Effects of Minimum
Wages on Employment», FRBSF Economic Letter 2015-37 and Dube, A.
(2010), «Minimum Wage Effects Across State Borders», Review of
Economics and Statistics, Vol. 92-4.
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government with a binding recommendation. Moreover,
this recommendation often includes a lower minimum
wage to be established for people who might be harder
hit by a higher minimum wage, such as young people
without any work experience.

Whatever the case, in an attempt to minimise the
negative impact on employment, the minimum wage
tends to be set at a relatively low level. This means it ends
up having a limited effect on improving the conditions
of lower-income workers. It is therefore useful to consider
other measures in order to protect such workers. Firstly,
logically, by improving their training and employability.
This kind of policy does enjoy widespread consensus
among economists. Measures are also often
implemented that lighten the tax burden of the most
disadvantaged workers. One such instrument that boosts
the income of these workers is a complement to wages,
such as the UK’s Working Tax Credit. This does not have

a direct negative impact on employment and can be
focused on the most disadvantaged workers, making it
more effective.? Finally, conditional benefit schemes have
also been proposed in order to improve the conditions of
low-income people, including those who cannot get a
job. One such case is the minimum income, which could
be useful if appropriately designed and implemented
(see the Focus «Minimum-income benefits in a changing
labour market» in MR01/2018).

3. See the article «The use of fiscal incentives to increase the labour force
participation» in the Dossier of MR09/2013.
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KEY INDICATORS

Activity and employment indicators
Values, unless otherwise specified

2015 2016 Q12017 Q22017 Q32017 Q42017 12/17 01/18 02/18
Retail sales (year-on-year change) 2.7 1.5 22 29 30 2.1 1.9
Industrial production (year-on-year change) 2.1 1.5 13 27 37 43 52
Consumer confidence -6.2 -7.8 =55 -2.7 -15 -0.2 05 14 0.1
Economic sentiment 103.6 104.3 107.5 109.5 111.5 114.3 115.3 114.9 1141
Manufacturing PMI 522 525 556 57.0 574 59.7 60.6 59.6 58.5
Services PMI 54.0 53.1 55.1 56.0 553 559 56.5 58.0 56.7
Labour market

Employment (people) (year-on-year change) 1.0 13 16 16 17 - -
}f,/';ﬁ;;;")":‘r’}g;‘c‘;“ rate: euro area 109 100 95 9.1 90 87 86 86

Germany (% labour force) 46 42 39 38 37 3.6 36 3.6

France (% labour force) 104 10.0 9.6 95 95 9.1 9.0 9.0

Italy (% labour force) 119 11.7 1.6 1.2 112 11.0 109 1.1

Spain (% labour force) 22.1 19.6 18.2 173 16.8 16.6 16.4 16.3

Source: CaixaBank Research, based on data from the Eurostat, European Central Bank, European Commission and Markit.

Foreign sector
Cumulative balance over the last 12 months as % of GDP of the last 4 quarters, unless otherwise specified
2015 2016 Q12017 Q22017 Q32017 10/17 11/17 12/17 01/18
Current balance: euro area 34 37 37 35 3.8 3.8 3.8 3.8
Germany 85 83 8.3 7.7 7.8 7.8 79 79
France -04 -09 -1.1 -1.2 -09 -09 -11 -1.2
Italy 1.5 2.7 29 2.8 2.8 2.8 29 29
Spain 1.1 1.9 19 1.9 1.8 1.8 1.7 1.7
Nominal effective exchange rate’ (value) 91.7 94.3 93.7 95.2 98.5 98.6 98.5 98.8 99.4

Note: 1. Weighted by flow of foreign trade. Higher figures indicate the currency has appreciated.
Source: CaixaBank Research, based on data from the Eurostat, European Commission and national statistics institutes.

Financing and deposits of non-financial sectors
Year-on-year change (%), unless otherwise specified

2015 2016 Q12017 Q22017 Q32017 Q42017 12/17 01/18

Private sector financing

Credit to non-financial firms' -0.3 1.8 2.2 23 2.4 3.0 3.1 34
Credit to households 2 0.7 1.7 23 26 2.7 28 29 29
Interest rate on loans to non-financial

firms? (%) 16 14 13 1.3 13 13 13

Interest rate on loans to households

for house purchases* (%) 21 18 18 17 1/ 1/ 1/
Deposits

On demand deposits 11.1 10.0 9.5 103 10.7 10.1 9.7 99
Other short-term deposits -38 -1.9 -24 -29 -3 -2.5 =21 -19
Marketable instruments 26 2.7 5.7 06 -0.6 =22 -43 -6.6
Interest rate on deposits up to 1 year 08 05 04 04 04 03 03

from households (%)

Notes: 1. Data adjusted for sales and securitization. 2. Including NPISH. 3. Loans of more than one million euros with a floating rate and an initial rate fixation period of up to one year. 4. Loans with a floating
rate and an initial rate fixation period of up to one year.
Source: CaixaBank Research, based on data from the European Central Bank.
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ECONOMIC OUTLOOK - Strong
growth in the Spanish economy

The outlook for 2018 is favourable. After posting growth

in excess of 3% for three consecutive years, Spain’economy
continues to enjoy solid GDP growth. Moreover, all the
evidence points to this high growth rate continuing over the
coming quarters. This optimistic forecast is due to several
factors. Externally, the euro area economies are also expected
to perform well (with 2.5% growth forecast for this year). This
should help exports to continue increasing at a good rate. The
fall in Spain’s risk premium is also benefitting the economy. On
the domestic front, the good job creation rate is expected to
continue, vital for household consumption to remain one of
the main supports for the current expansionary business cycle.
Given the strong economic activity growth in 2017 (3.1%) and
the aforementioned context, CaixaBank Research forecasts
2.8% growth in GDP for the whole of 2018, a clearly higher
figure than the average for the advanced economies.

Domestic demand drives growth. National account data
confirm the Spanish economy continued to enjoy solid GDP
growth in Q4 (0.7% quarter-on-quarter). This was due to the
0.6 pp contribution made by domestic demand (0.8 pp in Q3),
the main supports being consumption and investment.
Consumption will continue to boost growth in 2018, helped
by dynamic job creation and continuing favourable credit
conditions. In fact, the first data available for 2018 confirm
this trend. In fact, consumer confidence returned to positive
figures in the first two months of the year, averaging 0.9
points, far above the average of —0.7 points posted in 2017.

External demand picks up and offsets a slight slowdown in
domestic demand. In fact, net external demand contributed
0.1 pp to GDP growth in Q4 (0.1 pp in Q3). The favourable
global environment has undoubtedly benefitted exports,

up by 5.0% for the whole year in real terms. Given the
considerable gains in competitiveness achieved over the past
few years and the economic strength of euro area countries
(the destination of 51.5% of Spain’s exports), exports should
remain dynamic in 2018. Together with the contained increase
in imports, this dynamism will help to keep the foreign sector’s
contribution to GDP growth at similar levels to those recorded
in the last part of 2017.

Economic activity looks robust at the start of the year.
Leading indicators confirm that economic activity continue

to grow strongly in Q1 2018. January’s business sentiment
indices remained in a clearly expansionary zone. The PMI
business sentiment index for services recorded a significant
rise in January, reaching levels close to those of last
September and thereby ending three months of continued
falls. The production sector also provided optimistic indicators.
The manufacturing PMI stood at 55.2 points in January,
slightly higher than the average recorded in 2017.
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Contribution to year-on-year growth (pp)
5
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mmmmmm  Domestic demand Foreign demand GDP *

Note: * Year-on-year change (%).
Source: CaixaBank Research, based on data from the National Statistics Institute.

GDP
Quarter-on-quarter change (%)
Q12017 Q22017 Q32017 Q42017
GDP 0.8 0.9 0.7 0.7
Private consumption 0.5 0.8 0.7 0.6
Public consumption 1.1 0.5 04 04
Investment 2.8 0.6 14 0.7
Capital goods investment 3.7 0.1 28 09
Investment in construction 25 1.0 0.2 1.0
Exports 24 1.0 0.6 0.3
Imports 37 0.5 1.0 0.0
Source: CaixaBank Research, based on data from the National Statistics Institute.
Economic activity indicators
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Source: CaixaBank Research, based on data from Markit.
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The employment trend is still favourable. National account
data indicate that equivalent full-time employment rose by
2.8% in 2017 as a whole, representing 506,000 more full-time
jobs, a similar figure to the one posted in 2016, indicating that
the labour market is still very dynamic. Throughout 2018 we
expect the job creation rate to be a strong 2.4%, in line with
the favourable trend in economic activity. In fact, the latest
data indicate that this dynamism is continuing. In January,
the number of registered workers affiliated to Social Security
rose by 3.4% in year-on-year terms while registered
unemployment totalled 3,476,528 people in January.
Although this figure has fallen by 1.5 million in the past five
years it is still a cause for concern, especially given the high
long-term and youth unemployment rates. Because of this,
the approval of Spain’s new Employment Strategy represents
a step in the right direction towards a better system to
manage active labour market policies (for more details, see
the Focus «Active labour market policies: a results-based
evaluation» in this Monthly Report).

Prices rise slightly. In February inflation rose to 1.1%, up by
0.5 pp compared with January’s figure. However, it should be
noted that January’s figure was quite weak, namely 0.6%,

as a result of the base effect of electricity prices since these
increased dramatically in January 2017 and then fell notably
the following month. This fact explains the increase posted by
inflation during February 2018. Core inflation remained stable
at 0.8%, showing that inflationary pressures are still contained
for the moment. We therefore predict core inflation will
continue to rise very gradually, largely supported by an
equally progressive improvement in wages. Headline inflation
is likely to increase more sharply, however, pushed up by its
energy component.

The current account ends its fifth consecutive year of
surpluses although declining slightly due to higher oil prices
and growth in non-energy imports. Imports of consumer
durables and capital goods increased considerably in

December, driven by household consumption and investment.

Non-energy imports therefore rose by 7.3% year-on-year

(in nominal terms) according to Customs figures. However,
exports performed particularly well, up by 7.1% in December
in year-on-year terms and thereby helping to maintain the
current account surplus. Oil prices are expected to stabilise

in 2018 and exports are likely to remain dynamic. This and the
good outlook for the tourism industry will help to support a
current account surplus of around 1.8% of GDP, 0.1 pp higher
than 2017’ figure (1.7%).

Public accounts are boosted by the dynamic economy and
improved employment. The notable growth in the Spanish
economy over the past three years has helped to significantly
reduce the general government deficit. This is very likely to
have fallen to 3.1% of GDP by the end of 2017 thanks to

the improved performance by the income account and
moderation in spending. The dynamic labour market is
particularly making its mark on Social Security contributions,
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and registered unemployment
Year-on-year change (%) Year-on-year change (%)
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Source: CaixaBank Research, based on data from the Ministry of Employment and Social Security.
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Note: * Year-on-year change (%).
Source: CaixaBank Research, based on data from the National Statistics Institute.

International trade in goods *
Year-on-year change, cumulative over 12 months (%)
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Note: * Nominal data, series not seasonally adjusted.
Source: CaixaBank Research, based on data from the Customs Department.
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up by a notable 5.6% in November compared with the figure
one year ago. In 2018, we expect the favourable economic
outlook to continue reducing the public budget deficit, which
could fall to 2.5% of GDP. This would be a considerable
achievement and would allow Spain to leave its excessive
deficit procedure. However, it is still important to focus on
improving public accounts given the country’s level of debt,
now 98.3% of GDP after five years of being close to 100%.

The consolidation of the upward trend in real estate is
another sign of the economy’s health. House purchases rose
by 14.6% in 2017, exceeding the total of 460,000 for the first
time since 2008. Strong housing demand is undoubtedly
having an effect on prices, up by 2.4% in 2017 (appraised
value) in a context where supply remained relatively limited.
However, new building permits grew by 26% year-on-year in
the cumulative figure for the year up to November. The
outlook for the real estate market will continue positive for
2018. Housing demand is expected to remain strong with
house purchases increasing at a rate of around 8% (see the
Focus «House purchases in 2018: what can Google tell us?» in
this Monthly Report for more information). This higher demand
will be reflected in mortgage loans and house prices, which
are expected to continue rising. In fact, January’s figures
confirmed this positive trend. New mortgage loans granted
grew by 13.9% in January, as did the rest of credit which

also posted a positive trend, especially new consumer loans
(26.0%). The economic recovery and active management of
bank balance sheets is helping to improve credit quality and
push NPL rates down to more sustainable levels. In 2017 the
bank NPL ratio fell by 132 bp to 7.79%, explained by the
considerable reduction in doubtful loans of 16% year-on-year
in December 2017.
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Source: CaixaBank Research, based on data from the Bank of Spain.
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FOCUS - House purchases in 2018: what can Google tell us?

The bullish cycle of the real estate sector consolidated
in 2017, as shown by more than 460,000 homes being
sold in Spain, up by 14.6% on the previous year. Will
house purchases continue to rise at such a considerable
rate? According to Google search data, the outlook is
promising.

Google Trends is a free tool from Google that provides
information on the online searches carried out for
different themes and geographical areas. Specifically,
Google Trends provides monthly information on trends
in the popularity of search terms chosen by users (such as
«buy flat»). It can also provide data based on a certain
timeframe, country or search category (for example,

«real estate market»).’

A statistical analysis of the data trends provided by
Google shows that the popularity of internet searches
using the term «comprar piso» (buy flat) in Spain is
closely related to the actual house purchases made in
the following quarters (see the first chart).? This means
that searches carried out today in Google can provide
many clues as to the house purchases we can expect
within one year.

The popularity of the search term «comprar piso» was
lower but nevertheless still high in 2017. This suggests
that house purchases will continue to grow in Spain
over the coming quarters, albeit at a somewhat slower
rate than last year. Growth could be around 8% in 2018
which would result in half a million transactions (see the
second chart). A somewhat more detailed analysis based
on the popularity of search terms such as «<comprar piso
en Barcelona» (buy flat in Barcelona) and «comprar piso
en Madrid» (buy flat in Madrid) suggests that the growth
in sales of these two zones will outperform Spain’s
average and could reach 10%.

The use of Google search data opens up a new paradigm
for the forecasting of real estate trends, a notable
achievement given the sector’s cyclical nature. Being
able to more accurately predict changes in house
purchase trends before these actually happen could
improve the capacity of housing supply to react to
changes in demand. This is particularly important for
sectors such as real estate where supply tends to react

1. This tool does not provide the total number of searches but the
popularity of each search term based on a random sample of data that
is regularly altered. This could limit the scope of the analysis since the
index’s relative popularity may change as a result of other events not
related to the real estate sector. Historical data may also differ slightly
depending on the date they are downloaded from the website as
random sampling is used.

2. A time series regression analysis confirms that the relationship
between the two series is statistically significant.
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slowly. This results in a large amount of real estate
for sale accumulating during periods of economic
slowdown, aggravating the downward pressure
on property prices.

House purchases and Google searches
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FOCUS - Active labour market policies: a results-based evaluation

On 15 December 2017, the Spanish government passed
the Spanish Active Employment Strategy (EEAE in
Spanish) 2017-2020. In spite of solid growth in
employment over the past four years, the EEAE highlights
the important pending challenges, such as the high long-
term unemployment rate, namely 50.4% of all
unemployment and particularly among older workers, as
well as youth unemployment which is still at a high 37.5%.
It also points out the need to boost labour market
participation given the country’s adverse demographic
conditions, as well as improving the employability of
relatively unskilled young people (young people who are
neither in employment or training, called «ninis» in
Spanish, accounted for 17.7% of the 16-29 age group in
2017). Strategic targets have been set to tackle these
challenges. These include enhancing the employability of
the most vulnerable segments, such as young people, the
long-term unemployed and those aged over 55, in order
to boost employment as a key means of social inclusion.

The EEAE gives continuity to the strategy approved for
the period 2014-2016. The most relevant aspect of it was
the modification of the criteria applied to distribute
funds for managing active labour market policies among
the different autonomous communities. Until2012, these
funds were allocated based on the social and labour
conditions of each region. However, since 2013 the
allocation has also taken their performance in terms of
targets achieved into account. In fact, last year for the
first time all funds were allocated based on the
achievement of the targets set in the Annual Plan of
Employment Policy (PAPE in Spanish).” The PAPE 2017

established a total of 44 indicators to assess how far
the targets had been met (see the enclosed table).
For instance, nine indicators are used to measure the
achievement of the «Guidance» target. The aim is to
assess the services provided in terms of information
and professional guidance for employment and
entrepreneurship by measuring, among others, the
degree of coverage by information services, guidance
and establishment of personalised itineraries and also
how successful jobseekers are in finding employment.

This results-oriented system improves transparency

and objectivity in allocating the funds to manage active
labour market policies across the different autonomous
communities. It also encourages a more efficient use of
employment office resources. However, a close eye needs
to be kept on potentially adverse effects entailed by such
assessments. For example, those regions starting off in

a worse position may find it more difficult to meet the
targets. In such cases reducing their funding would
merely aggravate the situation. Indicator design is also
crucial since intangible aspects should also be measured,
such as service quality, in addition to aspects such as the
quantity and proportion of jobseekers benefitting from
the services provided. Finally, it is also important to ensure
that indicators are effectively measuring the degree to
which the ultimate goals have been achieved. In this
respect, it could be useful to implement programmes
that regularly evaluate the effectiveness of active labour
market policies ex post and, if necessary, readjust the
parameters and indicators used in the assessment system.

PAPE * 2017: targets, relative weights and components

Relative Number of

weight (%) components
Strategic targets 50 12
Improve the employability and employment of the under 30s not in employment or training 10 4
Enhance the employability of the long-term unemployed, particularly the people over 45 years old 15 2
Improve the quality of vocational training 10 3
Encourage the activation of jobseekers on unemployment benefit 5 2
Promote entrepreneurship 10 1
Structural targets 50 32
Guidance 13 9
Training 13 8
Job opportunities 8 5
Equal opportunities for jobseekers 5 2
Entrepreneurship 5 3
Improve the national framework of the National Employment System 8 5

Note: * PAPE refers to the Annual Plan of Employment Policy.
Source: CaixaBank Research, based on data from Royal Decree 1032/2017, of 15 December.

1. The PAPE is the instrument used to programme and coordinate
active labour market policies in the autonomous communities and
State Employment Service (SEPE in Spanish). It has been designed as
an instrument to evaluate active labour market services and schemes.
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2. PAPE 2018 was presented to the autonomous communities at a Sector
Conference on 21 December 2017 and is currently being revised by the
Cabinet. In fact, the new EEAE has announced a commitment to approve
each year's PAPE before the year in question begins.
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KEY INDICATORS

Year-on-year (%) change, unless otherwise specified

Activity indicators
2015 2016 Q12017 Q22017 Q32017 Q42017 01/18 02/18
Industry
Electricity consumption 1.7 0.1 1.7 14 05 3.1 =20
Industrial production index 33 19 1.9 2.1 25 53
Indicator of confidence in industry (value) -03 -23 03 -05 -0.1 43 42 24
Manufacturing PMI (value) 535 532 54.8 54.9 53.6 559 552 56.0
Construction
Building permits (cumulative over 12 months) 20.0 437 24.5 184 23.5 251
House sales (cumulative over 12 months) 109 13.1 152 122 133 14.5
House prices 1.1 19 2.2 1.6 2.7 3.1 -
Services
Foreign tourists (cumulative over 12 months) 56 82 10.0 10.2 103 9.1 83 22
Services PMI (value) 573 55.0 56.4 57.8 56.8 54.5 56.9
Consumption
Retail sales 30 36 06 25 18 09
Car registrations 213 114 7.8 6.3 6.7 10.8 203
Consumer confidence index (value) 03 -38 -2.8 1.5 0.2 -15 13 04

Source: CaixaBank Research, based on data from the Ministry of Finance, Ministry of Public Works, INE, Markit and European Commission.

Employment indicators
2015 2016 Q12017 Q22017 Q32017 Q42017 12/17 01/18
Registered as employed with Social Security’
Employment by industry sector
Manufacturing 2.2 2.8 30 3.1 3.1 3.2 33 33
Construction 4.7 26 53 6.1 6.1 7.1 74 7.6
Services 3.5 3.2 34 38 3.6 3.6 3.5 35
Employment by professional status
Employees 35 35 40 44 4.1 4.1 4.1 4.1
Self-employed and others 19 1.0 09 09 0.7 05 03 05
TOTAL 3.2 3.0 34 3.8 35 35 34 34
Employment? 3.0 2.7 23 2.8 2.8 2.6 - -
Hiring contracts registered?
Permanent 12.3 14.2 154 10.2 1.0 129 7.2 15.2
Temporary 1.2 7.2 121 9.6 5.0 26 -3.5 6.3
TOTAL 1.3 7.8 124 9.6 55 34 -2.8 7.1
Unemployment claimant count?
Under 25 -11.0 -126 =133 -17.3 -94 -8.7 -89 -9.7
All aged 25 and over -7.2 -8.2 -9.2 -103 -8.7 -80 -7.7 -74
TOTAL -7.5 -8.6 -9.6 -10.9 -8.8 -8.0 -7.8 -7.5

Notes: 1. Mean monthly figures. 2. LFS estimate. 3. Public Employment Offices.
Source: CaixaBank Research, based on data from the Ministry of Employment and Social Security, INE and Public Employment Offices.

Prices
2015 2016 Q12017 Q22017 Q32017 Q42017 01/18 02/18
General -0.5 -0.2 2.7 2.0 17 14 0.6 1.1
Core 0.6 0.8 1.0 1.1 1.3 0.8 0.8
Unprocessed foods 1.8 23 4.1 25 -0.2 4.0 1.6
Energy products -90 -84 153 8.0 54 4.1 -1.7

Source: CaixaBank Research, based on data from the INE.
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201

1.7
-04
215
33.7

-12.2

6

Q12017

5.1
37
21.6
320
-104

Foreign sector
Cumulative balance over the last 12 months in billions of euros, unless otherwise specified
201
Trade of goods
Exports (year-on-year change, cumulative over 12 months) 4.3
Imports (year-on-year change, cumulative over 12 months) 3.7
Current balance 12.2
Goods and services 253
Primary and secondary income -13.
Net lending (+) / borrowing (-) capacity 19.2

24.2

241

Source: CaixaBank Research, based on data from the Department of Customs and Special Taxes and Bank of Spain.

Public sector
Percentage GDP, cumulative in the year, unless otherwise specified
2015
Net lending (+) / borrowing (-) capacity’ -53
Central government -26
Autonomous regions -1.7
Local government 04
Social Security -1.2
Public debt (% GDP) 99.4

Note: 1. Includes aid to financial institutions.

Source: CaixaBank Research, based on data from the IGAE, Ministry of Taxation and Bank of Spain.

Credit and deposits in non-financial sectors
Year-on-year change (%), unless otherwise specified

2015
Deposits?

Household and company deposits -0.6
Sight and savings 147
Term and notice -163

General government deposits 6.7

TOTAL -0.2

Outstanding balance of credit?

Private sector -55
Non-financial firms -73
Households - housing -46
Households - other purposes -26

General government 0.2

TOTAL -5.2

NPL ratio (%) 10.1

2016

2.5
16.0
-16.0
-14.2
1.2

-36
-53
-3.7

2.0
-29
-3.6

9.1

Notes: 1. Aggregate data from Spain’s banks. 2. Residents in Spain. 3. Data up to end of period.

Source: CaixaBank Research, based on data from the Bank of Spain.
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-4.5
2.7
-0.8
0.6
-1.6
99.0
Q12017

32

18.6

-220

-28.0

1.0

-2.7

4.3

=30

36

-3.2

-2.7

8.8

Q12017
-0.4
-04
-0.2

0.1
0.1
100.0

Q22017

25
18.8
249
-26.7
0.5

=21
-3.0
-2.8
32
-12.6
-29
8.4
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31
Q22017 Q32017 10/17 117 12/17
56 76 8.7 8.6 89
5.7 9.0 103 10.6 10.5
21.2 20.6 20.4 20.1 19.8
326 319 314 309 311
-114 -113 -11.0 -10.8 =112
234 22.6 22.5 221 21.7
Q22017 Q32017 10/17 11/17
-2.2 -15 - -
-1.1 =15 -1.2 =15
-0.7 0.1 0.1 0.1
0.1 0.5 - -
=05 -0.6 -0.6 -0.7
99.8 98.7 - -
Q32017 Q42017 10/17 11/17 12/17
23 2.7 2.7 36 1.9
17.2 154 16.7 15.9 135
=251 —-244 -255 -243 -234
6.8 133 7.0 18.9 14.0
2.6 33 2.9 4.5 2.5
=23 -1.8 -20 -2.0 -15
-39 -3.1 -3.3 -33 2.7
=27 -2.5 -2.7 -2.8 2.2
36 4.1 4.0 44 39
-11.6 -10.2 -11.6 -10.9 -8.0
-3.0 -24 -2.7 -2.6 -2.0
8.3 7.8 8.2 8.1 7.8
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EQUAL OPPORTUNITIES AND SOCIAL MOBILITY
Social mobility: up or down?

One of the most worrying issues in many developed countries is the legacy we leave to our future generations, such as many
citizens believing their children will be in a worse financial situation than their own: only 9% of the French, 19% of the Japanese
and 24% of the Spanish think their children will be better off.' But is such pessimism warranted? This Dossier examines one of the
key mechanisms to be able to face the future with optimism: intergenerational social mobility.

Social mobility can be defined as the relationship between the economic or social situation of parents and their children.?Broadly
speaking, this relationship can be analysed in two ways, each providing us with different information and to some extent being
complementary. One alternative is social mobility in absolute terms, which measures whether the earnings received by children
are larger or smaller than those received by their parents at the same age (adjusted for cost of living differences). The second
alternative looks at social mobility in relative terms: i.e. the relationship between the children’s position in a certain country’s
income distribution and the position occupied by their parents at the same age.

Absolute social mobility measures the likelihood of a child’s economic level being higher than his or her parents (in euros, for
instance). Differences highlighted by this measure may therefore be due to changes in public policies or economic structure that
directly affect the capacity of parents or their children to progress economically. However, this measure is also influenced by the
economic growth occurring between generations. An increase in GDP per capita growth tends to improve absolute social
mobility and vice versa.

A relative measurement of social mobility, however, focuses on differences in position on the «social ladder» and is therefore not
affected by changes in GDP growth (at least not directly). It could be the case that relative social mobility has increased but,
because of a relatively prolonged slowdown in GDP growth, such as the one observed the past few years in many developed
countries, absolute social mobility has actually decreased. Both measures therefore provide complementary information and
must be taken into account and analysed carefully.

Moving from theory to practice, we can start by examining indicators of absolute social mobility. In general, in most developed
economies a large number of citizens have improved their economic situation compared with their parents over the past few
years. In the US, for example, several studies have shown that between 65% and 85% of individuals today have higher incomes
than their parents.? This general statement is not without its opponents, however. For instance, a recent study by Chetty et al.
(2016)* has brought into question the existence of the xAmerican Dream». According to the authors, in 2012 just 50% of Americans
aged 30 were better off economically than their parents.>¢ This reduction in absolute mobility over the past few decades in the
US is particularly acute in the Rust Belt (mostly the Mid-West states such as Michigan and lllinois). The data for Europe, however,
suggest the American Dream is still alive and well. According to Eurofound (2017),” in all countries most individuals are better off
economically in absolute terms compared with their parents.

But what about the social ladder? As we have already mentioned, in this case we must look at relative mobility and the most
widely-used measure is intergenerational earnings elasticity; i.e. the relationship between the income distribution of parents
and children. Several examples illustrate this. There is 100% elasticity when the distribution of the parents and children is
completely the same: for instance, a parent with 10% higher earnings than average when the child also has 10% higher
earnings than average. On the other hand, there is 40% elasticity if the parent has 10% higher earnings than average but the
child has 4% higher earnings than average. In short, the greater the intergenerational earnings elasticity, the lower the social

1. Pew Research Center, <2017 Global Attitudes Survey».

2. Alternatively, occupational status mobility and class mobility have been measured, among others. See Torche, F. (2013), <How do we characteristically measure and
analyze intergenerational mobility?», Stanford Center on Poverty and Inequality, vol. 29, pp. 2-3.

3.See Reeves, R. and Halikias, D. (2016), «<On the new Chetty-bomb that only half of Americans are better off than their parents», Brookings.

4. See Chetty, R. et al. (2017), «The fading American dream: trends in absolute income mobility since 1940», Science 356(6336), pp. 398-406.

5. Along similar lines, the study by Piketty, T., Saez, E. and Zucman, G. (2018), «Distributional national accounts: methods and estimates for the United States», The
Quarterly Journal of Economics, 1-57, shows that the income of the bottom 50% of adults in the US has remained constant over the past 50 years.

6. Winship (2017) moderates these results on finding that mobility is closer to 68% once adjusted for different family sizes and using earnings measured at the age
of 40.

7.Measured in occupational terms. Eurofound (2017), «Social mobility in the EU», Publications Office of the European Union.
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Intergenerational earnings elasticity mobility.2 An overview shows significant differences across
(%) countries (see the first chart). The Nordic countries and
50 Canada have the highest social mobility while it is clearly

lower in the US, Italy and UK.
40

Intergenerational earnings elasticity may be the most widely-
used measure but it is not without its limitations. Most
particularly because intergenerational elasticity may alter at
different points in the income distribution and such
information is not provided by this measure. Other relative
measures focusing on different points of income distribution
are therefore becoming increasingly popular. One example
would be the likelihood of a child moving to the highest

30

20

Dematowaﬂ%_\ﬂ\ﬂ%ﬁ“@;&@\& 5 o o o0 59@\21@\@6 O o @Y income qui .ntlle when the parent is in the lowest qu !ntlle.
SN Using this kind of measure, Chetty has observed that, in the
Source: CaixaBank Research, based on data from Corak, M. (2013), «Inequality from generation to US, the mobility of individuals now entering the labour market

generation: the United States in comparison».

is the same as for those born in the 1970s. As can be seen in
the second chart, a child’s chances of reaching the top quintile
from any point in the income distribution has remained stable over the past decades.’ In other words, the probability of going up
a rung on the social ladder seems to be almost the same as in previous generations. However, Chetty himself stresses that the
income distribution among US citizens has altered compared

with previous decades and the marginal distributions of  ys: probability of reaching top quintile

income have widened; i.e. inequality has increased. Thatis by birth cohort

why, although the likelihood of changing social class has (%)
remained relatively the same, the benefits, or costs, associated 35

with this change are different. 30 =

25 — — - - - -
In most European countries, however, thereisanupwardtrend ~ *° = TN T -
in relative social mobility indicators such as social fluidity™ ]Z D
according to Eurofound (2017). Nevertheless, it is important s ST T T T
that, for the latest cohorts, these indicators have stabilised in 0 . : : : : .
some countries such as Germany and Spain and have even ue7 Uers Uew7 1550 ks 1986
declined slightly in France. Parent quintile

Q1 Q2 Q3 Q4 Q5
The social ladder therefore seems to be in Working order. Note: Broken line: data from birth cohorts between 1980 and 1986 from income tax returns.
N hel q . he si q diff | Solid line: data from birth cohorts between 1971 and 1982 from Statistics of Income (SOI) data.

evertheless, we sometimes perce|vet esituation difrerent y. Source: CaixaBank Research, based on data from Chetty R. et al. (2014), «Is the United States Still
In arecent StUdy Alessina et al. (20]7)11 have shown that actual a Land of Opportunity? Recent Trends in Intergenerational Mobility», American Economic Review:

. R 3 X i Papers and Proceedings, 104 (5).

social mobility differs quite considerably from perceived
mobility. Americans tend to overestimate the probability of
moving from the lowest income quintile to the highest whereas this likelihood is actually lower. Europeans, however, believe
that social mobility in their countries is lower than is actually the case. We therefore have our homework cut out for us: not only
to continue improving social mobility but also to bring perception closer to reality.

Josep Mestres Domenech
CaixaBank Research

8. Ideally, the comparison would be between the lifetime earnings (or permanent income) of both generations but this information is rarely available or contains
measurement errors, so a more frequent comparison is made between the mean income over several years or at a specific age, such as 40.

9. See Chetty, R. et al. (2014), «Is the United States still a land of opportunity? Recent trends in intergenerational mobility» American Economic Review: Papers and
Proceedings, 104 (5).

10. There is greater social fluidity when there is less association between the origin (defined as the father’s occupation) and destination (defined as the son’s
occupation).

11. See Alessina, A., Stantcheva, S. and Teso, E. (2017), «Intergenerational mobility and preferences for redistribution», NBER Working Paper 23027.
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Jay Gatsby’s American Dream: between inequality and social mobility

In Spain, the richest 1% of the population earns 8.6% of the country’s income while this figure reaches 20.8% in the US. Are such
high levels of inequality desirable or detrimental? Ultimately such a question must be answered by each country according to its
own social preferences and values. However, the answer also depends on the equality of opportunities offered by the economy.
According to the American Dream, US citizens are more likely to put up with inequality because they see it as the price paid for
an economy in which anyone, irrespective of their status in society, has the chance to climb the social ladder through their own
hard work and talent. This world view implies a greater tolerance of inequality so long as it is positively associated with social
mobility. The data, however, appear to contradict the American Dream: as shown by the first chart, the most unequal countries
have less social mobility. Let us take a look at the reasons for this situation.

The large impact of the first chartin media outlets hasleditto  The Great Gatsby curve
be popularly known as the «Great Gatsby curve», in reference  Intergenerational earnings elasticity

to the society of the Roaring Twenties. It is worth taking a A 06 o

closer look at the figure. The horizontal axis shows inequality 05 . aus
represented by the Gini coefficient, which indicates whether 05 e PP

income is equally distributed (values close to zero) orisowned 2| ¢ L =

by a small group (values close to one). The vertical axis is a ?;; 2: Germany @ __--"" ® Japan

measure of intergenerational social mobility: namely, the =z | _ esweden .-~ ®NewZealand
intergenerational earnings elasticity, which indicates the 2| , =

extent to which a cohort of children’s income dependsonthe 3| 5, __finiana ® g™

income of their parents (higher values suggest adult earnings 01 ' L - - - - - ;
are more closely linked to the parents’ earnings at the same vy by e O O B4 Bb Bn O e
age).' Although the association expressed by the Great Gatsby More inequality (Gini coefficient)

curve is statistical and does not demonstrate cause and effect,  Note: income inequality is measured as the Gini coefficient using disposable household income in 1985,
th lati hip i isinal | d q | The intergenerational earnings elasticity is calculated using data on a cohort born in the 1960s and

e relationship Is surprisingly clear and, more importantly, measuring their adult outcomes in the mid-1990s.
can be seen across countries with a similar level of economic Source: CaixaBank Research, based on data from Corak, M. (2013), <Income Inequality, Equality of

. R . . R Opportunity, and Intergenerational Mobility», Journal of Economic Perspectives, and the OECD.

development. There is also evidence that this relationship
holds across time within the same country (in particular, in
the US). For instance, Olivetti and Paserman (2015)2 document a reduction in social mobility between 1870 and 1920, coinciding
with an increase in the national income owned by the richest 1% of the population. Along the same lines, and also in the US,
Chetty et al. (2016)* estimate that the decline in absolute social mobility between 1970 and 2014 was mainly due to an increase
in inequality. In other words, under the current distribution of GDP and solely via economic growth, we would need real GDP
growth rates above 6% per year, over 30 years, to return to the rates of absolute mobility seen in the 1940s. Finally, Chetty and his
co-authors (2014)° have also shown that those US cities with the highest income inequality are also the cities with the lowest
social mobility. However, in a comparative study across cities, Chetty et al. (2014) find evidence that not all types of inequality are
related to social mobility in the same way. While the relationship is strong when measured via the Gini coefficient, at the city level
no significant correlation is observed between social mobility and the earnings of the top 1%, suggesting that factors affecting
the middle and lower classes are more important.

In order to analyse the link between inequality and social mobility more closely, it is useful to interpret social mobility as a
mechanism that transmits inequality from one generation to the next. The family, the market and the state are the three large
institutions that determine transmission between social mobility and inequality. Based on a family’s socioeconomic status, a
child’s cognitive, emotional and social development moulds her capacity to learn and, hence, her educational attainment. In turn,
these determinethe labor market outcomes of the child (the likelihood of finding a job, the job’s characteristics, etc.), influencing
her emotional wellbeing and socioeconomic status as an adult, and thereby establishing a new environment for the next

1. For a more precise definition, see the article «Social mobility: up or down?» in this Dossier.

2. See Olivetti, C. and Paserman, M. D. (2015), «In the Name of the Son (and the Daughter): Intergenerational Mobility in the United States, 1850-1940», American
Economic Review.

3. Chetty et al. (2016), «The Fading American Dream: Trends in Absolute Income Mobility since 1940», NBER Working Paper.

4. Absolute mobility is defined as the percentage of children who, as adults, have a higher income than their parents. The cohorts range from children born in 1940
to those born in 1984 and their income is measured when they are 30. See the article «Social mobility: up or down?» in this Dossier for a more precise definition of
absolute social mobility.

5. Chetty et al. (2014), «\Where is the Land of Opportunity? The Geography of Intergenerational Mobility in the United States», NBER Working Paper.
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generation. Throughout this cycle, public policies may also  Canada: parent-child transmission
affect people’s lives with mechanismssuch as the public ~ of labour opportunities

education system or taxation and transfers. Percentage of children working in the same company
as their parents had worked

0.70

The family determines the cognitive and social development
of children at an early age. Decades of research in the fields of 065
psychology and neuroscience have shown that experiences ¢
during the earliest years of life have a persistent impact on
people’s socioeconomic status as an adult because they affect
the architecture, biochemical composition and genetic 920
expression of neuronal circuits that are key to defining o045 Al
cognitive, emotional and social skills. Moreover, the evidence | - “A gy
indicates that it is much more difficult for later life experiences V
to reverse the effect of the early years of life.® In this respect,
the socioeconomic level of families determines their capacity o030 v o
to invest in their children, both in monetary terms (books, 0 > 1015 20125 30 35 40 45 50 55 60 65 /0 /5 80 & 90 % 100
computers, private SChOOlS, extracurricular activities, summer ?ource{Cg/’)(aBankResearch/ basedon qgra from Corak, M. and Piraino, P. (2010), «The Intergenerational
ransmission of Employers», IZA Discussion Paper.
camps, etc.) and non-monetary (passing on contacts and
reputation). US data show that the richest families spend an
average of over USD 9,000 per child on products and services to promote their cognitive and emotional development, almost
seven times more than families with the fewest resources.” Inequalities across families also determine access to education and
the labour market. For instance, although statistics show that, once someone has graduated from college, the likelihood of them
having a low, medium or high income is less dependent on their parents’ income, access to higher education itself is biased
against lower-income families. In the US, for example, over 50% of children from the highest-income families get a university
degree while this figure falls to 7% among the lowest-income families.® Similarly, the second chart shows how parents’ experience
in the labour market helps their children to get a job, especially among the highest earners. Although the chart shows the case
of Canada, there is similar evidence for other countries such as the US and Denmark.’

0.55

035 . :

But the family is not the only determining factor for personal development. The findings of the study by Chetty et al. (2014)
indicate that the characteristics of the area in which children live have the strongest explanatory power for differences in social
mobility across cities. A larger fraction of single-parent families, lower social capital rates, ™ higher residential segregation by race
and income and a lower-quality educational environment are associated with less mobility. Furthermore, it is important to note
that these characteristics influence the social mobility of all those living in the area; children from two-parent families also have
statistically less social mobility if they live in a zone with a high fraction of single-parent families. In fact, possibly the best
illustration of this «<neighbourhood effect» is the fact that social mobility is higher in more compact cities (i.e. where less time is
taken up with commuting).

In conclusion, inequality and social mobility are closely linked because inequality helps to define the framework of opportunities
for the next generation and amplifies the future consequences of the environment in which people are born. Thus, if one is
concerned about the inequality of opportunity, she should also pay attention to the inequality of outcomes.

Marta Guasch Rusifiol and Adria Morron Salmeron
CaixaBank Research

6. Knudsen et al. (2006), <Economic, neurobiological, and behavioral perspectives on building America’s future workforce», Proceedings of the National Academy of
Sciences of the USA.

7.See Duncan, G. and Murnane, J. (2011), <Whither Opportunity?: Rising Inequality, Schools, and Children’s Life Chances», Russell Sage Foundation.

8. See Bengali, L. and Daly, M. (2013), «U.S. Economic Mobility: The Dream and the Data», FRBSF Economic Letter.

9. See Corak, M. (2013), «Income Inequality, Equality of Opportunity, and Intergenerational Mobility», Journal of Economic Perspectives, vol. 27, no. 3.

10. Social capital is measured with indicators such as electoral participation and the percentage of individuals who form part of local civic organisations.
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Equal opportunities: levelling the playing field for everyone

Let us begin with a fundamental question: when is income inequality tolerated in a society? The logical answer: when it is not
excessive. So the question now becomes: at what level does inequality become excessive? One way to tackle this is to ask
citizens what they believe would be the ideal distribution of wealth and compare it with the current situation. This is precisely
what Michael Norton and Dan Ariely have done, and with surprising results. They asked people from the US, a country with
relatively high wealth inequality, to choose the distribution they preferred. Their main choice was a considerably more equitable
alternative (specifically, a slightly modified version of Sweden, presented to subjects as «<Equalden).” If the gap between the
ideal and real situation is so wide, why is it tolerated? There are various explanations but one probably widely accepted answer
is that inequality is tolerated provided the reason behind it is fair. A recent experiment with children supports this explanation.>
Five prizes (erasers) had to be shared between two children who had done the same work. The other children in the class were
asked how to distribute the erasers and they asked for one eraser to be eliminated so that the prizes could be awarded equally.
But when the experiment’s organisers explained that one of the children had worked harder, they readily agreed to give three
erasers to the child who had worked the most (and two to the child who had worked less). This unequal reward was therefore
acceptable but only if it was for a good reason.

Inequality of opportunities Far from being an isolated finding, this experiment is consistent
Indlon with the core notion of attempts by different social scientists
Guatemala to conceptualise what constitutes a fair society. Although the
PanBa’inZ‘a‘ vast literature diverges in many respects, there is significant
Cyprus consensus that equal opportunity is crucial to the concept of
Setit Affcr; social justice. High income inequality is therefore acceptable
UK in a society provided there is also a high degree of equal
Nether\saaaéz opportunity.
us
Geggs’gey The key issue is to accurately define what we mean by equal
Sweden opportunity since different concepts are used depending on
H;;ganz the context. For instance, in the area of public policy equal
Uganda opportunity tends to be equated with ensuring equal access
v to education, health and other public goods. In the academic

000 005 010 o015 020 o025 o030  o3s field, however, equal opportunity, which cannot be observed

Note: The higher the index, the greater the inequality of opportunities. directly, has sometimes been equatEd with another

Source: CaixaBank Research, based on data from Brunori etal. (2013). measurable concept, that of social mobility. It is often

believed that a society does not have good equal opportunity

when low social mobility is observed, for example when someone’s position in a certain income quintile can be quite reliably

predicted based on their parent’s position. This issue is important and we will return to it later, since the very notion of equal

opportunity needs further examination. Nevertheless, we can note here that such a simple and direct comparison between equal
opportunity and social mobility is not accurate.

The above approaches to the concept of equal opportunity may not be the most adequate. However, one solid and relatively
well-accepted starting point is the definition provided by John Rawls. He asserts that individuals with the same levels of talent
and ability, and exhibiting the same ambition to use them, should have the same prospects of success irrespective of their initial
positionin society. Awhole theoretical structure has been built up based on this idea that significantly furthers our understanding
of the practical implications of the equal opportunity issue. In particular, John Roemer adopts a «Rawlsian» view on asking the
key question that concerns us here; namely distinguishing between morally acceptable and unacceptable inequality.* Roemer’s
core idea, and that of many economists in his intellectual wake, is that we need to differentiate between personal effort and
circumstances. In a fair society, those inequalities resulting from individual decisions will be acceptable, but not those resulting
from circumstances beyond the will of the individual. The immediate implication is that public policies must compensate for
inequalities resulting from circumstances but not other kinds of inequality.

1. See Norton M. |. and Ariely, D. (2011), «Building a Better America—One Wealth Quintile at a Time», Perspectives on Psychological Science, 6 (1), pp. 9-12.

2. See Shaw, A. and Olson, K. R. (2013), «All inequality is not equal: children correct inequalities using resource value», Europe PMC, Frontiers in Psychology 4: 393.

3. See Rawls, J. (1999), <A Theory of Justice», Belknap Press of Harvard University Press.

4. See Roemer, J. (1998), «Equality of Opportunity», Harvard University Press and Roemer, J. (2004) «Generational Income Mobility in North America and Europe»,
Ch. 3 (Equal opportunity and intergenerational mobility: going beyond intergenerational income transition matrices), pp. 48-57, Cambridge University Press.
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However, in order to set this boundary between morally acceptable and unacceptable inequality, we must first consider the role
of the family in creating inequalities, a critical aspect for Roemer and for almost all inequality literature. Specifically, the author
identifies four channels through which parents affect the opportunities of their children. Firstly, the provision of social connections
or contacts. A second channel is the formation of beliefs and skills through family culture and investment made in developing
children’s skills. Thirdly, there is the genetic transmission of ability. And, finally, families mould the formation of preferences and
aspirations of their children.®

Thus, there are four large sources of inequality. But are they all equally reprehensible from the point of view of social justice? The
first channel, family contacts, is unlikely to be considered as related to personal effort. This would therefore be a circumstance
that leads to morally unacceptable inequality. Perhaps the second and third channels enjoy less consensus of opinion, but surely
a majority would still believe that inequality is unfair when it results from a lack of investment by parents in developing their
children’s abilities, by them passing on beliefs that limit their life opportunities or the limitations suffered by children who have
inherited genes which make them less able than others in their generation. The last channel, however, is perhaps further from
being universally accepted since it seems complicated to establish the criterion of justice when assessing a family’s influence on
their children’s preferences and, consequently, identify a moral need for compensation.

At this point it is useful to refer back to an aspect mentioned previously, namely the relationship between equal opportunity and
social mobility. We have already mentioned that, in theory, high equality of opportunity could co-exist with low social mobility.
Now we realise that, in order for both aspects to be totally equated, one prior condition is that the four aforementioned sources
need to be compensated.

Briefly, when attempting to discriminate between acceptable and unacceptable inequality, the conceptual debate struggles with
difficulties of a moral nature almost right from the start. For example, one fundamental issue with far-reaching ramifications is
whether, in a society with high equal opportunity, mechanisms are required to compensate the relationship between effort,
talent and reward. If someone’s talent is vastly superior to someone else’s, should they also receive a comparably greater
remuneration or only up to a certain cut-off point? The answer can only come from the society itself but it is evident that, first of
all, society must realise there is a decision to be taken.

Given these conceptual problems, it seems more than necessary to attempt to shed light on the debate with empirical evidence.
Unfortunately, there is not much to choose from. Perhaps the best work to date has been carried out by Francisco Ferreira and his
co-authors, who looked at eight different studies to compare the inequality of opportunities in 41 countries.® The basic difficulty
lies in the fact that what we are interested in, namely effort (an acceptable or justified case of inequality) cannot be directly
observed. We can see the outcomes (usually income inequality) and family circumstances (household income, household
consumption, etc.) but not individual effort. The empirical strategy applied is to see to what extent income inequality can be
attributed to circumstance variables, with the unexplained part (technically, the residual) approximating individual effort.

Given the incipient nature of this empirical analysis, the conclusions are necessarily tentative. However, it appears that a significant
portion of income inequality observed in the world is not due to individual effort but to factors beyond the person’s control, such
as family circumstances. There is also considerable cross-country variation; for instance, Brazil's inequality of opportunity more
than triples Finland’s. A second conclusion is that there is a positive correlation between inequality of opportunities and income
inequality. As addressed in the article «Jay Gatsby’s American Dream: between inequality and social mobility» in this Dossier,
social mobility studies point to what is called the Great Gatsby Curve which relates low social mobility (resulting from
circumstances, in this literature) with high inequality.

Ortega and Gasset once said «l am | and my circumstance; and, if | do not save it, | do not save myself». Seen in a different context,
the Spanish philosopher sums up the essential conclusion to this debate: equal opportunity ultimately means levelling the
playing field so that (uncontrollable) circumstances are as minor as possible and people’s lives should be, above all, the result of
free will, of assiduously cultivated talent and hard work.

Mar Domeénech and Alex Ruiz
CaixaBank Research

5. Roemer applies the usual distinction in economics between beliefs (second channel) and preferences (fourth channel).
6. See Brunori, P., Ferreira, F. and Peragine, V. (2013) «Inequality of Opportunity, Income Inequality and Economic Mobility: Some International Comparisons, IZA
Discussion Paper no. 7155.
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Measures to improve equality of opportunities

The vast majority of our compatriots prefer to live in a society that promotes equality of opportunities. There are a large number
of circumstance we cannot control or be responsible for (where we are born, our family environment and also our race and
gender) which may affect our situation in terms of our personal life, employment and ultimately income. For this reasons, public
policies should as far as possible help to alleviate the consequences of such circumstances.

Public policies that aim to ensure equal opportunity tend to act in three areas or stages of our lives: early childhood, the
educational stage and the labour market. Most of their measures focus on the educational stage since the human capital acquired
at this time largely determines our professional

possibilities. Actions are largely concentrated on two  Policies to promote equality of opportunities

areas: mandatory education up to a certain age and the Stage/Area of application Examples of policies
implementation of mechanisms to ensure universal Early childhood + Medical supervision during pregnancy and post-
access to good quality education. IELE]

- Raising awareness of the importance of nutrition
and establishing affectional bonds

But these two areas of action are not enough to achieve - Mandatory pre-school education
the goal of equality. Theability to take advantage of the : Longdpare”ta'('jeav? o
. . . Education - Mandatory and universal education
educatlona! resources available and transform them into clnglydualsed cduesilom Qusaer
human capital also depends on what we do when we are - Longer class time
not in the classroom. In Finland, for instance, attempts are + Elimination of early tracking and selection
d lise th t ided hild b mechanisms
made to personalise the support provided to children by - Subsidised lunches
teachers, largely to remedy different personal situations. - Technology:
In Denmark class time has been increased so that pupils - Universal access
. . , - ICT training for all teachers
can do their homework at school, with the teachers . .
. . b1 frs RE Labour market + Blind recruitment
SUppOft. Asa reSU|t, Chl|dren WhO m|ght f|nd it dlffICU|t to . Equa“ty and work/life balance p|an5 in companies
do schoolwork at home are not at a disadvantage - Continued training

compared with other classmates who have the support of ~ Source: CaixaBank Research.

their parents. This measure has also been introduced in

other countries such as Greece and Cyprus but as an option, keeping schools open beyond the normal school timetable so that
pupils who want to can remain behind to do their homework with teacher support.!

Another important measure applied during the educational stage is the elimination of early tracking and selection. An increasing
number of European countries have abolished such selection policies. The theory is that differences in the knowledge acquired
by children according to their social origin get smaller as they grow. Consequently, early selection and segregation in schools
substantially reduces the possibilities of those children from a more disadvantaged background.

Measures are also required outside the classroom to improve performance within it. Family orientation sessions on the importance
of education should also form part of educational policies. Social measures such as subsidised lunches are also important at this
stage since a good diet is essential to achieving good academic results.>

And still in the area of education, new technologies can also be used to help equalise opportunities, especially in higher education.
Information and communication technologies can ensure more access to the best teachers and best educational resources, for
example through online classes. Distance learning also means that timetables are more flexible, allowing people to work and
study at the same time, an indispensable option in many cases which helps to reduce dropout ratesamong the most disadvantaged
classes in society. Artificial intelligence systems applied to education can also help teachers to detect certain specific learning
difficulties at an early stage.? Teachers can thereby adapt their teaching to the specific requirements of each pupil, increasing
academic attainment. Technology also provides specific learning tools for these cases, improving the equality of opportunities
between pupils with different abilities.*

1. See Eurofound (2017), «Social mobility in the EU», Publications Office of the European Union, Luxembourg.

2. See Anderson, M. L., Gallagher, J. and Ritchie, E. R. (2017), «School Lunch Quality and Academic Performance», NBER Working Paper.

3. In many schools children do mathematical or language exercises on computers using computer programs and tools. These programs analyse their answers to the
exercises and can detect problems of dyslexia or dyscalculia, among others.

4. See Jacob, B., Berger, D., Hart, C. and Loeb, S. (2016). «Can Technology Help Promote Equality of Educational Opportunities?», RSF: The Russell Sage Foundation
Journal of the Social Sciences.
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Nevertheless, some aspects of technology can act as a barrier to levelling the playing field. The most obvious is unequal access
to technology since those pupils with better access to digital tools tend to also be those who come from a family with a higher
income level. Apart from limited access, it can also be difficult to use new technologies effectively in order to take advantage of
the benefits they offer. It could therefore be useful to have a supervisor or expert adult to guide children in certain cases.

We will now move on to a different stage and look at policies focusing on early childhood. First of all, it is significant that an
increasing number of measures are being implemented during this stage to level the playing field. Public policies applied in the
first few years of life may seem to focus more on meeting basic needs than equalising opportunities but recent studies have
shown that the pre-school stage is of vital importance for the child’s future development, both in emotional and cognitive terms.
Nutrition, the mother’s good habits while pregnant and the newborn’s relationship with the parents before starting school
largely determine the aptitudes and cognitive skills developed later on. Poor development during this initial stage tends to
hinder success in the formal educational stage and, subsequently, in the labour market.

Assuming this stage starts during the mother’s pregnancy and ends when the child’s mandatory schooling begins (in Spain
around six years of age), it is evident that many policies need to focus on the parents. For instance, measures that guarantee
thorough medical supervision during pregnancy help to equalise opportunities. Policies to raise parent awareness of the benefits
of a healthy diet or of establishing a good affectional bond in the first few years of life also aim to improve equality.

Some experts recommend a mandatory pre-school stage to encourage such good practices in children at the beginning of their
lives. They claim that, in this way, all children would receive a similar level of «attention» in the first few years and would reach the
formal educational stage with a similar background. However, making this mandatory at such an early age could conflict with the
freedom of parents to choose how to bring up their children. In some cases it might even harm the infant since they might
otherwise be receiving individual attention from their parents or an instructor hired by them. For this reason, several people have
proposed longer parental leave, such as the 49 weeks in Norway, in order to help create the important affectional bond between
children and their parents.

After early childhood and the educational stage people enter the world of work, where it is also important to promote equality
of opportunities. This stage should particularly ensure equality of opportunities in access to the labour market and afterwards
equality throughout one’s career.

In terms of finding a job, some companies and countries have started to introduce blind pre-selection practices which aim,
precisely, to avoid any discrimination.’ This also tends to promote diversity in the workforce, an added value that should be
taken into account. France was one of the pioneers when, in 2006, it passed a law making it obligatory to carry out such blind
recruitment procedures in companies with over 50 employees. However, these were not applied until 2015 since it is not easy
for companies to adopt new recruitment methods, especially smaller ones. In Spain, in summer 2017, just over 75 firms and
organisations joined a government programme to examine how to develop a protocol to apply an anonymous curriculum
procedure at company level.

On the other hand, it is also important to keep opportunities equal throughout people’s careers. To this end, it is vital to promote
equal opportunity and work/life balance plans in companies. Policies that foster continued training for workers also help to level
the playing field during this stage.

In short, policies that aim to enhance equal opportunity attempt to compensate or eliminate the barriers which often arise due
to circumstances beyond our control. Here we have seen how, in addition to policies affecting the educational sphere, it is also
important to consider the pre-school and professional stages of people’s lives. Both areas are increasingly attracting the attention
of the authorities to achieve the much desired goal of equality of opportunities.

Claudia Canals and Cristina Farras
CaixaBank Research

5.See Bertrand, M. and Mullainathan, S. (2004). «Are Emily and Greg More Employable than Lakisha and Jamal? A Field Experiment on Labor Market Discrimination»,
American Economic Review, 94(4), pp. 991-1013.
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