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EDITORIAL MR

Big companies

It would be very beneficial for the population as a whole if there were more big companies. For years, if not decades,
many economists have been trying to convince business leaders and economic policymakers that actions must be
taken to stimulate business growth. They have the overwhelming support of the empirical evidence, yet the attempts
by economists have not yielded results. There are still few large companies in Spain, especially when compared to the
major developed countries. This is undoubtedly one of the main reasons why the productivity of the Spanish economy
remains relatively low. In other words, this is one of the main reasons why GDP per capita in Spain, or many Spaniards’
purchasing power, remains far from the benchmark countries. Will COVID succeed where economists have failed?

Allow me to briefly point out the relationship between enterprise size and productivity. The proportion of large
enterprises in an economy is relevant because they tend to be much more productive. In figures: sales per employee in
companies with more than 250 workers more than double those of smaller firms. This is a pattern we see across the
board in all developed countries. The productivity level is similar for companies of equal size. What changes is the
relative weight of different-sized companies in each country. In Spain, for instance, only 0.13% of companies have more
than 250 workers, while in Germany this figure is 0.3 pps higher. This difference may seem small, but the impact it has
on the distribution of employment and on production is profound. In Germany, the proportion of people working in
large enterprises is 10 pps higher, with significant ramifications in terms of productivity at the aggregate level.

Bigger companies are more productive, partly because they have been the best at adapting their structure to their
customers’needs. They were already more productive when they were small, which is what allowed them to grow. But
moreover, their larger size has enabled them to exploit economies of scale and thus further improve their productivity.
Thanks to their larger size they can also invest more in innovation, both in terms of technology and in intangible assets,
and they can train their workers and offer them better working conditions. The employment they offer is generally
better quality (for example, the proportion of permanent contracts is clearly higher), and the remuneration is
substantially higher (50% higher than in smaller firms).

So, will COVID act as a catalyst for increasing the proportion of large enterprises? It is likely. There were three latent
factors pushing in this direction prior to the pandemic, which have accelerated in recent months. The first is the
digitalisation of companies. The enormous investment this entails in some sectors, such as banking, acts as a driver for
concentration at the sector level. The digitalisation of sales channels also multiplies the potential market that businesses
can access. We have seen this during the pandemic with SMEs that have pursued the online sales channel to cushion
the impact of the restrictions. Once these restrictions are lifted, sales through this channel continue to grow at double-
digit rates.

The structure of global enterprises is likely to change over the coming years as well, requiring companies of a larger
size. The pandemic has highlighted the importance of having a more resilient production structure, and this will surely
lead companies to diversify the geographical location of their production sites, while simultaneously seeking to be
closer to the end customer. In short, this will lead to a more complex structure which will likely require a larger size of
business to achieve optimal performance.

Finally, the pandemic has also increased the demands of business’ various stakeholders. For instance, customers,
workers, investors, and in some sectors also regulation, have increasingly high demands in relation to climate change
and environmental issues. The investment needs that this will entail in many sectors are also likely to push up the
optimal operating size.

These are just a few examples of forces that have been operating for years, but which the pandemic has accelerated.
The financial environment, and also the fact that large enterprises have faired much better during the crisis triggered
by the pandemic, are factors that give additional impetus to the increase in the company size. A clear reflection of this
is the number and volume of mergers and acquisitions, which globally are at a record high.

In this context, the Spanish government has just passed the Create and Grow Act which, among other things, aims to
improve the regulatory environment in order to promote business growth. To achieve this, it is essential to ensure there
are no substantial changes in companies’labour, tax or accounting costs when they surpass certain thresholds (such as
the number of workers or their turnover). Sometimes, actions which pursue a desirable goal (for example, to help
smaller firms) can have counter-productive effects. And those which affect business growth end up being very
damaging for the population as a whole.
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CHRONOLOGY | AGENDA

Chronology

NOVEMBER 2021

13 The COP26 Climate Summit closes with a new deal on
climate.

15 Migration crisis on the border between Belarus and
Poland.

22 New mobility restrictions in Europe and spread of the
Omicron variant.

SEPTEMBER 2021

1 The crisis affecting Chinese real estate firm Evergrande
intensifies.
17 Moody’s upgrades Portugal’s rating (from Baa3 to
Baa2).
26 Elections in Germany, bringing an end to the 16-year
Merkel era.

6 Iran informed the International Atomic Energy Agency
of its uranium enrichment activities, a decision quickly
condemned by several countries.

15 The COVID-19 delta variant rapidly spreads around the
world.

23 The 2020 Tokyo Olympic Games are held without any
crowds in the stands.

30 First sentence in Hong Kong under the controversial
national security law.

Agenda

MR

OCTOBER 2021

3 The International Consortium of Investigative
Journalists publishes its investigation into accounts in
tax havens: the Pandora Papers.

15 The delta plus variant of COVID-19 begins to spread.
30 G-20 summit at which the global minimum corporate
tax is endorsed.

1 The withdrawal from Afghanistan by the US and its
European allies accelerates and the Taliban regain
power.

9 The UN’s Climate Change report talks of mankind’s
responsibility in relation to global warming and warns
of changes that are irreversible for centuries.

17 The European Commission disbursed the first 9 billion
euros of the NGEU funds to Spain.

11 G7 summit at which an agreement was reached on a
global minimum tax on multinationals.

15 First issue linked to Next Generation EU, raising 20
billion euros.
Five-year truce agreed by the EU and the US in the trade
dispute between Airbus and Boeing.

16 The European Commission endorses Spain’s Recovery
and Resilience Plan.

DECEMBER 2021 JANUARY 2022

2 Spain: registration with Social Security and registered
unemployment (November).
10 Spain: Fitch rating.
Portugal: turnover in industry (October).
14-15 Federal Open Market Committee meeting.
16 Governing Council of the European Central Bank meeting.
16-17 European Council meeting.
17 Spain: quarterly labour cost survey (Q3).
22 Spain: loans, deposits and NPL ratio (October and Q3).
23 Spain: quarterly national accounts (Q3).
Spain: balance of payments and NIIP (Q3).
Spain: state budget execution (November).
Portugal: home prices (Q3).
Portugal: household savings rate (Q3).
30 Spain: CPI flash estimate (December).
Spain: household savings rate (Q3).
Portugal: NPL ratio (Q3).
31 Portugal: CPI flash estimate (December).
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3 Portugal: tourism activity (November).
4 Spain: registration with Social Security and registered
unemployment (December).
7 Portugal: employment and unemployment (November).
Euro area: economic sentiment index (December).
10 Portugal: turnover in industry (November).
11 Spain: financial accounts (Q3).
21 Spain: loans, deposits and NPL ratio (November).
24 US: GDP (Q4 and 2021).
25-26 Federal Open Market Committee meeting.
27 Spain: labour force survey (Q4).
Euro area: economic sentiment index (January).
28 Spain: GDP flash estimate (Q4).
31 Spain: CPI flash estimate (January).
Portugal: GDP flash estimate (Q4).
Portugal: industrial production (December).
Euro area: GDP (Q4).
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KEY POINTS OF THE MONTH

A stop on the road

The economic activity cycle is facing its umpteenth test in
the months ahead, taking into account: the emergence of
the new variant in the pandemic (Omicron), the mobility
restrictions announced in countries of central Europe, the
accumulation of negative surprises related to inflation
and the continuing deterioration of industry due to
supply chain disruptions. The sensation is that the
forecasts for at least Q1 of next year will need to be
revised down, as we are facing a new mini-cycle in which
the limitations on the movement of goods and people
will increase. Right now there is still a lot we do not know,
from the reproduction rate of the Omicron variant (initial
estimates place it slightly above the delta variant) to the
extent to which the vaccines will prove effective (opinion
is split in the health industry). In any case, it is still too
early to estimate what the net effect on economic activity
will be, and it should be noted that economic agents’and
authorities’ capacity to respond has been improving with
each new episode of COVID-19 mutation, as part of a
continuous adaptation and learning process.

What is new on this occasion is that the Omicron variant
has emerged at a time when we are seeing a string of
negative surprises in prices. In November, inflation in the
euro area rose once again to 4.9% (2.6% for core inflation),
reaching the highest level in decades in countries such as
Germany (6%) and Spain (5.6%), while industrial prices
continue to climb to levels not seen since the oil shocks
of the 1970s (+32% in Spain and +19% in Germany in
October). Thus, even in the most favourable scenarios,

a turning point in inflation is not anticipated until well
into next year. As the Federal Reserve chairman (Jerome
Powell) has just acknowledged, the transitory hypothesis
is beginning to lose credibility, given that there is no
immediate end to the problem in sight. This is especially
the case in the US, where the price increases in the most
volatile components are filtering down to the rest, and
job turnover ratios (The big quit) are already at 3% of the
workforce (7% in sectors such as hospitality), causing
labour shortages in many segments of the labour market.
We expect inflation in the US to peak at around the 7%
mark in late Q1 2022, but more importantly, core inflation
at that point will be approaching 6%, and this could force
the Fed to intensify the tapering process with a view to
raising interest rates before the summer if necessary.

In this context, the question is: how might the new variant
of the virus affect price behaviour? Judging from the
experience of what happened in 2020, the drop in
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demand should reduce pressure on production markets
and lead to a fall in prices, starting with commodities.
However, this time may be different, as with global
logistics already strained, any further disruption (closure
of ports in China, etc.) could introduce new restrictions
on the functioning of value chains, complicating stock
management and entrenching tensions in the price
formation process. This would complicate the incipient
process of monetary normalisation, as central banks
would find themselves stuck between a rock and a

hard place, trying to keep financial conditions very lax
while facing a longer-than-expected period of inflation
deviating sharply from the targets. The most fragile part
of the scenario will remain emerging countries, especially
those dependent on tourism and with high short-term
funding needs.

Therefore, the recovery will have to face a new hurdle in
the short term. While this should not change its trajectory,
it could once again cloud the economic landscape over
the coming weeks, at least until we have all the necessary
information to refine the health and economic policy
responses. The expectations of businesses and consumers
will determine the impact in the short term. In the
medium term, the factors that have been consolidating
the revival in recent quarters continue to apply: the
effectiveness and adaptability of the vaccines, high levels
of savings, and highly expansionary monetary and fiscal
conditions. We are facing a new stop on the road, after
which the business cycle should continue on the path

of recovery.



FORECASTS

Average for the last month in the period, unless otherwise specified

Financial markets

INTEREST RATES

Dollar
Fed funds (upper limit)
3-month Libor
12-month Libor
2-year government bonds
10-year government bonds

Euro

ECB depo

ECB refi

Eonia

1-month Euribor
3-month Euribor
6-month Euribor
12-month Euribor

Germany
2-year government bonds

10-year government bonds

Spain
3-year government bonds
5-year government bonds
10-year government bonds
Risk premium

Portugal
3-year government bonds
5-year government bonds
10-year government bonds
Risk premium

EXCHANGE RATES
EUR/USD (dollars per euro)
EUR/GBP (pounds per euro)

OIL PRICE
Brent ($/barrel)

Brent (euros/barrel)

Forecasts
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Average
2000-2007

343
3.62
3.86
3.70
470

2.05
3.05
3.12
318
3.24
3.29
340

341
4.30

3.62
391
442

368
3.96
449

19

1.13
0.66

423
364

Average
2008-2018

0.68
0.90
1.40
0.96
261

0.26
0.82
047
0.58
0.74
0.88
1.07

3.66
430
5.03
334

1.28
0.84

81.5
629
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2019

1.75
1.91
1.97
1.63
1.86

-0.50

0.00
-0.46
-045
-040
-0.34
-0.26

-0.63
-0.27

-0.36
-0.09
0.44
71

-0.34
-0.12
0.40
67

1.1
0.85

65.2
58.6

2020

0.25
0.23
0.34
013
093

-0.50

0.00
-047
-0.56
-0.54
-0.52
-0.50

-0.73
-0.57

-0.57
-0.41
0.05
62

-0.61
-0.45
0.02
60

1.22
0.90

50.2
413

2021

0.25
0.15
030
0.40
1.75

-0.50

0.00
-0.48
-0.55
-0.53
-0.50
-046

-0.70
-0.20

-0.29
-0.12
0.40
60

-043
-0.21
040
60

1.14
0.85

80.0
70.2

2022

0.75
0.83
1.24
1.00
215

-0.50

0.00
-048
=051
-0.46
-0.41
-0.35

-040
0.00

-0.02
0.15
0.60

60

-0.05
0.21
0.65

65

0.84

65.0
56.5
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2023

1.65
1.95
1.60
245

-0.50

0.00
-048
-0.48
-040
-0.28
-0.15

-0.15
0.20

0.31
045
0.85

65

0.34
0.54
0.90

70

0.82

63.0
529



FORECASTS MR

Percentage change versus the same period of the previous year, unless otherwise indicated

International economy
23(‘)’33387 Zé\ggfgg‘;s 2019 2020 2021 2022 2023
GDP GROWTH
Global 45 34 28 -3.1 6.0 45 3.8
Developed countries 2.7 1.4 1.7 -4.5 5.1 3.9 2.4
United States 27 1.6 23 -34 54 35 26
Euro area 2.2 08 1.6 -6.5 5.1 4.7 24
Germany 1.6 13 1.1 -49 26 4.5 2.2
France 22 09 1.8 -8.0 6.8 4.0 1.9
Italy 15 -04 04 -9.0 6.2 45 25
Portugal 1.5 0.3 2.7 -84 43 49 2.6
Spain 37 0.5 2.1 -10.8 44 59 35
Japan 14 0.5 0.0 -4.7 1.8 24 1.1
United Kingdom 29 1.2 1.7 -9.7 6.8 49 1.9
Emerging and developing countries 6.5 5.0 37 -2.1 6.9 5.1 4.9
China 10.6 82 6.0 23 83 5.7 54
India 72 6.9 48 -7.0 9.2 73 75
Brazil 36 1.7 14 -4.1 53 22 2.5
Mexico 24 2.1 -0.2 -83 6.2 30 23
Russia 72 1.1 13 -3.1 3.8 2.5 20
Turkey 54 49 09 16 83 33 39
Poland 42 3.5 48 -2.5 53 49 3.0
INFLATION
Global 4.1 3.7 35 3.2 44 4.1 3.1
Developed countries 2.1 1.6 1.4 0.7 3.0 3.0 1.6
United States 2.8 1.8 1.8 1.2 4.6 4.7 19
Euro area 2.2 14 1.2 0.3 25 24 14
Germany 1.7 14 14 04 3.0 2.7 1.5
France 1.9 13 13 0.5 2.1 24 14
Italy 24 15 0.6 -0.1 1.8 23 14
Portugal 3.0 1.2 03 0.0 12 14 1.4
Spain 3.2 14 0.7 -03 29 2.6 1.3
Japan -03 04 0.5 0.0 -0.2 038 0.7
United Kingdom 1.6 24 1.8 09 23 26 1.6
Emerging countries 6.7 5.6 5.1 5.1 55 4.9 4.1
China 1.7 26 29 2.5 1.0 1.7 14
India 45 7.7 37 6.6 5.0 55 45
Brazil 7.3 59 3.7 3.2 7.3 45 3.5
Mexico 52 42 36 34 54 39 35
Russia 14.2 8.2 4.5 49 6.3 44 4.1
Turkey 272 9.1 15.5 14.6 17.3 14.2 11.0
Poland 35 19 2.1 3.7 49 53 32
Forecasts
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Percentage change versus the same period of the previous year, unless otherwise indicated

Portuguese economy
23(‘)’33887 Zgggfgg‘;s 2019 2020 2021 2022 2023
Macroeconomic aggregates
Household consumption 1.7 03 33 -7. 44 44 24
Government consumption 23 -0.5 2.1 04 4.4 0.5 0.2
Gross fixed capital formation -0.3 -1.2 54 -2.7 53 74 8.0
Capital goods 32 2.7 1.6 -6.2 115 7.8 8.1
Construction -15 -35 7.7 1.6 2.7 57 43
Domestic demand (vs. GDP A) 13 -0.2 30 -56 48 44 32
Exports of goods and services 5.2 40 4.1 -187 75 11.9 57
Imports of goods and services 3.6 2.5 5.0 -122 84 9.7 6.8
Gross domestic product 15 0.3 2.7 -84 43 49 2.6
Other variables
Employment 04 -0.6 1.2 -1.9 2.7 0.7 0.2
Unemployment rate (% of labour force) 6.1 11.8 6.6 7.0 6.6 6.5 6.4
Consumer price index 30 1.2 03 0.0 1.2 14 14
Current account balance (% GDP) -9.2 -32 04 -1.2 -0.7 -05 -04
External funding capacity/needs (% GDP) -7.7 -19 1.2 0.1 1.2 1.8 1.9
Fiscal balance (% GDP) 4.6 =55 0.1 -5.8 43 -29 =15
Forecasts
Spanish economy
23(‘)’83(9)87 22(‘)’23(9)‘;’8 2019 2020 2021 2022 2023
Macroeconomic aggregates
Household consumption 36 -0.1 09 -122 46 5.7 36
Government consumption 50 1.0 20 33 3.1 0.8 -04
Gross fixed capital formation 56 -1.9 45 -95 36 7.1 53
Capital goods 49 0.0 32 -129 144 6.5 43
Construction 5.7 -3.8 7.1 -9.6 -2.7 75 59
Domestic demand (vs. GDP A) 43 -03 13 -9.1 45 49 3.0
Exports of goods and services 47 29 2.5 -20.1 114 92 55
Imports of goods and services 7.0 0.1 1.2 -15.2 11.1 6.3 42
Gross domestic product 3.7 0.5 2.1 -10.8 44 5.9 35
Other variables
Employment 32 -0.7 26 -7.6 6.5 43 23
Unemployment rate (% of labour force) 10.5 20.0 14.1 15.5 15.1 14.0 13.1
Consumer price index 32 14 0.7 -03 29 26 13
Unit labour costs 3.0 03 3.1 5.0 1.5 0.6 1.1
Current account balance (% GDP) -59 -05 2.1 0.7 1.5 1.6 1.7
External funding capacity/needs (% GDP) -52 -0.1 26 1.1 1.7 1.8 1.9
Fiscal balance (% GDP)' 04 -6.3 -29 -11.0 —7.7 —53 -39

Note: 1. Excludes losses for assistance provided to financial institutions.

Forecasts
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Inflation and Omicron in investors’
spotlight

Greater volatility in the face of doubts over the duration of
the inflation rally and the risk posed by Omicron. Signs of
stress in inflationary pressures and the possible implications
for monetary policy were once again the dominant issues in
the markets. The credibility of the central banks’ narrative
regarding the transitory nature of the inflation rally was
dented by the persistence of the bottlenecks, the high energy
prices, and the signs that these pressures are spreading to
other components of the CPl. Meanwhile, the discovery of
the new COVID variant, Omicron, raised fears among investors
about the impact it could have on economic growth, given
the risk of it leading to new restrictions and exacerbating the
distortions in supply. Not surprisingly, in this context volatility
has increased somewhat more markedly among fixed-income
assets and currencies. In the case of equities, the uncertainty
triggered by the Omicron variant led to substantial declines in
the stock markets at the end of the month.

Investors count on two rate hikes by the Fed in 2022. In the
US, inflation expectations and sovereign debt yields resumed
an upward trend, following the higher-than-expected CPI
figure for October and the strength of the labour market.
However, this pattern was interrupted in the final sessions of
the month by the shock generated by Omicron and investors’
resulting flight to safety. Thus, the 10-year Treasury closed the
month of November with an 11-bp fall, bringing it to 1.44%.
Another important factor as we approach the end of the year
will be the approval (or suspension) of a new debt ceiling
before 15 December. In the money markets, it is assumed
that the Fed will respond with two official rate hikes in 2022
following the completion of the tapering process, which is due
to reach its conclusion by the middle of the year according to
the plan set out at the November meeting. Our forecasts also
foresee two rate hikes in 2022. Meanwhile, US President Joe
Biden announced that Jerome Powell will remain at the head
of the Fed for a second term.

The ECB, firm in its discourse of transitory inflation. The
speeches given by the members of the Governing Council
confirmed a firm position on their view of the price rally as
being transitory, while official rate hikes in 2022 are ruled out.
In contrast, the markets are assuming that the first increase in
depo rates (10 bps) will occur between the end of that year
and the beginning of 2023. At the December meeting, the ECB
is likely to prolong the TLTROs with less favourable conditions
than the current ones and to announce that the end of the
PEPP next March could be partially offset by higher purchases
under the APP. The ECB's firmness on the transitory nature of
inflation on the one hand, coupled with the deterioration in
the health emergency on the other, has been reflected in a
considerable weakening of the euro against the dollar.
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Implicit volatility in the financial markets
Index Index
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Sovereign bond yields have also registered widespread
declines.

Emerging markets accelerate the rate hikes. The strength
of the dollar and investors’ expectations of a more aggressive
withdrawal of the stimulus by the Fed has added to the
pressure on many emerging-country central banks to
approve a new round of official rate hikes. However, these
measures were not enough to prevent their currencies from
depreciating, a trend which continues to exert upward
pressure on their respective inflation rates. Thus, according
to the Institute of International Finance, net portfolio flows to
emerging economies moderated in October to 24.9 billion
dollars (compared to 31.8 billion in September). However,
Turkey remains the major exception. Its central bank lowered
the official rate by 100 bps for the third consecutive month,
weakening the lira to historic lows.

The return of the ghost of natural gas and the slump in the
oil price. After showing signs of stabilisation in October, the
price of natural gas resumed its upward trend and closed the
month with a 42% rise (based on the Dutch TTF). The major
factors driving this pattern included, on the one hand, the
German authorities’ decision to temporarily suspend
certification of the Russian Nord Stream 2 gas pipeline and, on
the other, the lack of a significant increase in supply to Europe
by Russia’s Gazprom. In the oil market, the price of a barrel of
Brent behaved erratically, driven by fears of how the Omicron
variant might impact demand over the coming months, as
well as by the possibility of OPEC revising its rate of supply at
its December meeting. This triggered the price to drop to 70
dollars at the end of November, a level not seen since August.

Omicron interrupts the good times in the stock markets.
The market shock which began on Black Friday, with the news
of Omicron, was enough to undo the gains registered during
the month in the international stock markets following the
positive Q3 corporate earnings campaigns on both sides

of the Atlantic. In fact, for the third consecutive quarter,
corporate earnings among companies of the S&P 500
exceeded the analyst consensus forecasts. On balance, the
main stock market indices closed the month with marked
declines, of 1% in the case of the S&P 500 and of around 4%

both in Europe (—8% for the Ibex 35) and in emerging markets.

For the time being, caution has taken precedence among
investors, who are waiting for new information to weigh up
the risk that Omicron could pose for their earnings forecasts.

MR

Change in official interest rates in 2021
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Interest rates (%)

30-November 31-October ch,\ell‘r?gr;g}lgp) Yearitbc:)-)date Year-on-(ybe:)r change
Euro area
ECB Refi 0.00 0.00 0 0.0 0.0
3-month Euribor -0.57 -0.55 -2 -2.8 -47
1-year Euribor -0.51 -0.46 -5 -0.6 -1.8
1-year government bonds (Germany) -0.79 -0.65 -14 74 -11.0
2-year government bonds (Germany) -0.74 -0.59 -15 -3.7 -19
10-year government bonds (Germany) -0.35 -0.11 -24 220 17.9
10-year government bonds (Spain) 040 0.61 =21 352 280
10-year government bonds (Portugal) 033 0.52 -19 300 254
us
Fed funds (upper limit) 0.25 0.25 0 0.0 0.0
3-month Libor 0.17 0.13 4 -6.5 -59
12-month Libor 038 0.36 2 4.1 49
1-year government bonds 0.22 0.12 10 114 117
2-year government bonds 057 0.50 7 444 399
10-year government bonds 144 1.55 =11 53.1 518
Spreads corporate bonds (bps)
30-November 31-October ch,\gr?gg?gp) Yearztbc;)-)date Year—on—(yl;e;)r change
Itraxx Corporate 57 51 7 9.6 10.8
Itraxx Financials Senior 68 58 9 8.6 104
Itraxx Subordinated Financials 130 113 16 18.8 223
Exchange rates
30-November 31-October crll\g‘r)]rg]]tehz"y@ Year—(’gzidate Year—on—)(/;)a)r change
EUR/USD (dollars per euro) 1.134 1.156 -19 7.2 -6.1
EUR/JPY (yen per euro) 128.320 131.770 -26 1.7 19
EUR/GBP (pounds per euro) 0.853 0.845 0.9 -4.6 =52
USD/JPY (yen per dollar) 113.170 113.950 -0.7 9.6 85
Commodities
30-November 31-October dl]\g(r)]r;zhzoy@ Year—(zzidate Year—on—)(loe/oa;r change
CRB Commodity Index 564.2 571.2 -1.2 27.1 321
Brent ($/barrel) 70.6 84.4 -164 36.2 488
Gold ($/ounce) 1,774.5 1,7834 -0.5 -6.5 =22
Equity
30-November 31-October cmﬁgteh&) Year»(gz;date Year»on—)(/oeba)r change
S&P 500 (USA) 4,567.0 4,605.4 -0.8 21.6 24.7
Eurostoxx 50 (euro area) 4,063.1 4,250.6 44 144 153
Ibex 35 (Spain) 8,305.1 9,057.7 -83 29 20
PSI 20 (Portugal) 5433.1 57320 -52 109 184
Nikkei 225 (Japan) 27,8218 28,892.7 -37 14 39
MSCI Emerging 12124 1,264.8 4.1 -6.1 -09
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The global economic recovery:
the game of hot and cold

New variant, same message: it is important that the
vaccination reaches everyone. Over the past two years, the
pandemic has taught us that, although it seems that all
countries are facing the same phenomenon, its impact is not
the same for all of them. On the cusp of the Christmas season
and the cold months in the northern hemisphere, Europe is
facing a new wave of infections and is confirming the impact
of the vaccines: the surge in infections and mortality is proving
much more pronounced in countries and regions with lower
vaccination rates. Also, the new variants of coronavirus are
showing no signs of calling a truce in other regions of the
world. Different economic structures, uneven progress in the
vaccination programmes and differentiated health policies
lead us to anticipate that their impact will be felt over the
coming months. Thus, the virus will remain the main risk to
the economic outlook, whether in terms of its implications for
changing consumption, leisure and working habits or in
relation to the impact it could continue to have on global
supply chains. An additional factor is the energy crisis which,
together with the logistical problems, adds pressure to an
already stressed inflation. Although we were right a year ago
to anticipate that the vaccinations would provide a boost to
economic activity, their undoubted positive effect has also
failed to provide an economic miracle, particularly given their
uneven deployment. Thus, between the northern and
southern hemispheres, advanced and emerging economies,
more and less vaccinated populations, the picture we find as
we enter the festive season is as varied and multi-coloured as
the Christmas lights.

ADVANCED ECONOMIES

The US economy, somewhere between vitality and
overheating. Following a sharp slowdown in Q3 (after
registering 1.6% quarter-on-quarter growth in Q2, the US
economy grew by a modest 0.5% in Q3), some indicators for
Q4 were better than expected, particularly the data related to
business sentiment and the labour market. In the latter
sphere, 531,000 jobs were created in October, while the
unemployment rate continued to fall, reaching 4.6%. The
composite Purchasing Managers’ Index (PMI), meanwhile,
remained in expansionary territory in November, marking a
modest decline compared to October (56.5 vs. 57.6). Despite
confirming the favourable winds in the US economy, the
survey points to significant increases in production costs,
which sooner or later will translate into higher consumer
prices, and it also confirms the supply-side tensions caused by
shortages of supplies and available labour. Wage dynamics
(wages rose by 4.9% year-on-year in October) highlight
concerns about the economy’s overheating. In this context,
Congress gave its final approval to the infrastructure portion
of Biden's investment plan, to the tune of 1.2 trillion dollars.
The House of Representatives also approved the 1.75-billion-
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Europe: vaccination and mortality
in November 2021
Fully vaccinated population (%)

100

Portugal
Malta .
80 ?/Spaln
@Belgium
‘\ltaly
60 @Austria Hungary
France Germany
Poland
40
Romania
Bulgaria
20 £
0
0 5 10 15 20 25

Mortality per million inhabitants

Source: BPI Research, based on data from Our World in Data, the University of Oxford.

Advanced economies: composite PMI
Level

70

60

50

40

30

20

10

0 v L L L L L L L L L L L L

9 N N N N N N N N N N N

o\

R L L L NG L L G G
us Japan Euro area
France United Kingdom — Germany

Note: The index for November corresponds to the flash estimate. The data for Japan are up to October.
Source: BPI Research, based on data from Markit.

Emerging economies: composite PMI
Level

70

60

50

40

30

20

10

0 v . . . . . . . . . . .

A L LT LN UG U L
China e |ndia Russia

Source: BP| Research, based on data from Markit.

DECEMBER 2021 10



INTERNATIONAL ECONOMY |

dollar social and climate spending package. This proposal,
however, must now go to the Senate and will likely return to
the House, so the path that lies ahead before its final approval
remains long.

Warming inflation in the US is a source concern, while in
the euro area signals are tepid. US inflation was once again
higher than expected, rising by 0.8 pps in October to 6.2%,
while core inflation stood at 4.6%. Of particular note was the
widespread increase in prices across virtually all components.
This is the most obvious symptom of the supply shortages,
caused by the difficulties in supply chains and the «Great
Resignation», at a time when the rigidity of the supply of jobs
following the pandemic is exacerbating the pressures on
prices. The latest data suggest that these pressures will persist
during the first half of 2022, which leads us to substantially
increase our inflation forecasts for the US (from 3.6 to 4.6% for
headline inflation, and from 3.2 to 4.3% in the case of core
inflation in 2022). In this environment, the Federal Reserve
should begin to raise rates during the course of 2022 (twice,
according to our latest forecasts). In Europe, meanwhile, the
inflationary outlook gives us a somewhat different picture,
despite sharing some common factors with the US such as
high energy prices and the global bottlenecks. In particular,
headline inflation in the euro area stood at 4.9% in November,
while core inflation reached 2.6%. Not only are labour-market
pressures not yet occurring in the euro area, but a part of the
current inflation will fade for mechanical reasons beginning in
January 2022, once the base effect of the temporary VAT cut in
Germany in the second half of 2020 has been undone. In this
regard, we will have to wait until 2023 to see rate hikes from
the ECB (see the Financial Markets economic outlook article
for more details).

The climate cools, but economic sentiment in Europe
keeps warm. With the rise in infections in several European
countries causing concern, millions of citizens are back in
widespread lockdowns. Nevertheless, European confidence
indicators show signs of improvement: November’s PMIs
were higher than expected in Germany (52.8 vs. 52.0), in
France (56.6 vs. 54.7) and for the euro area as a whole
(55.8 vs. 54.2). However, these indicators do not yet reflect
the impact of the tightening of health restrictions. What
they do reflect is the upward price pressures, as
expectations for production costs are at an all-time high,
partly driven by the crisis in global supply chains. In this
regard, the bottlenecks in these chains are particularly
affecting the «<German engine», given its high exposure to
the industrial sector and the automotive industry in
particular, which is highly integrated into global value
chains. Also, the Ifo Business Climate Index for Germany
has registered yet another decline (its fifth in a row,
bringing it to 96.5 points), signalling significant downside
risks to Germany’s economic growth in the coming
quarters. Indeed, for the euro area as a whole, the risks

for our growth forecasts are also skewed to the downside
(5.1% in 2021, 4.7% in 2022), as a result of the new
outbreaks and the persistent global supply problems.

MR

US: GDP
Change (%)

-12

Q32017 Q32018 Q32019 Q32020 Q32021

Quarter-on-quarter change = e Year-on-year change
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The Japanese economy is back in contractionary territory.
Japan’s economic activity in 2021 is experiencing a year
marked by ups and downs, dependent on developments in
the pandemic and the obstacles in global supply chains.
Japanese GDP fell by 0.8% quarter-on-quarter in Q3 (+1.4%
year-on-year), following a modest 0.4% quarter-on-quarter
advance in Q2 (and a 1.1% fall in Q1). Nevertheless, the recent
reopening of numerous economic activities should return the
country’s activity to expansionary territory in Q4.

EMERGING ECONOMIES

China faces a front of cold air mass from the real estate
sector. The Chinese economy continues to give mixed signals,
between the outbreak of the crisis in the real estate sector and
the recovery in industrial production and retail sales, and as
supply-side pressures caused by the energy crisis and the
health restrictions subside. Nevertheless, the real estate sector
continues to hamper the progress of China’s economic activity,
and this continues to affect investment, which fell in October
in the case of fixed assets (-2.5% year-on-year compared to
-1.7% in September). In a regulatory environment that is
particularly unfavourable for companies with high debt ratios,
the crisis in the sector will continue to pose a significant risk
to the economy, given the sector’s significant knock-on effect.
However, China’s authorities are already taking steps to
contain the effects of this crisis, as evidenced by the relaxation
of some regulations in the real estate and mortgage market
and the increase in issues of debt by local governments.
Despite some short-term turbulence, China’s growth is
expected to remain at around 5% in 2022.

Emerging economies are particularly exposed to the heat of
inflation. Although almost all emerging economies will likely
recover their pre-pandemic GDP levels during the course of
2022, the surge in inflation continues to weigh down on their
economic outlook, as it is affecting financial flows to these
economies as well as triggering a tightening of their monetary
policies. Despite the significant disparity between countries,
the fiscal response and the GDP declines associated with the
pandemic caused the levels of public debt in emerging
economies to increase by around 10 pps (from 54.7% of GDP
in 2019 to 64.3% in 2021, according to the IMF). Furthermore,
the discrepancy in monetary policies this year was also clear.
For instance, while Brazil was «ahead» of the yield curve in
2021, with its central bank implementing significant rate
hikes, the risk of fiscal imbalances is a source of concern in the
medium term. On the other hand, in Turkey, despite its low
levels of debt, the recent interest-rate cuts have intensified

the sharp depreciation of the Turkish lira, and in the event of a
further surge in inflation they could force a U-turn in monetary
policy during 2022. In this environment, central banks'’
tapering in advanced economies, political instability and
China’s slowdown will also continue to weigh on the economic
outlook.
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Economic structure and resilience against shocks in the euro area

As is well known, the COVID-19 pandemic was an
unprecedented health, social and economic shock, with a
highly uneven impact across countries, despite the
decisive economic policies implemented to soften the
blow. These disparities can be largely explained by the
severity of the restrictions that were imposed, the
sectoral structure of the different economies, their
starting point, and even the quality of their institutions.'

From the difficulties experienced by the service
sectors which rely on social interaction...

With regard to the sectoral composition, the nature of
the measures imposed to curb the spread of the virus
dealt a particularly heavy blow to activities with a high
component of social interaction (tourism, hospitality,
entertainment, etc.).? In fact, at the height of the crisis
(from Q4 2019 to Q1 2021), the most pronounced drops in
economic activity occurred where these sectors account
for a larger portion of GVA. Focusing on the big four

EU economies, only in Germany these branches had

a relative weight clearly below the euro area average

in 2019 (19.8% versus 22.4%), while in France it stood
around the average (20.6%), and in Italy and Spain it
was clearly above the average (25.5% and 28.5%,
respectively).

It is true that these sectors experienced a significant
recovery beginning in Q2 2020, once the restrictions
began to be lifted, but the punishment endured as a
result of the «great lockdown» has left somewhat more
persistent scars. Over a year after the crisis began, activity
in the retail, hospitality, catering and entertainment
sectors in the euro area is still more than 11% below

its pre-crisis level. In contrast, industry (excluding
construction), financial services, communications and
the public sector have already exceeded their pre-crisis
levels since Q2 2021.

This uneven behaviour among the various sectors of

the economy has also affected employment, an impact
which would have been even greater if it were not for
the important economic policies implemented (such as
temporary employment reduction mechanisms), as
reflected in the behaviour of employment and the volume
of hours worked. According to data from Eurostat,
between Q4 2019 and Q2 2021 in the more «social» sectors,
the number of jobs fell by 5.2%, while the decrease in the

1. See the Bruegel report (2020). «Why has Covid-19 hit different
European Union economies so differently». Policy Contribution. Issue
n° 18, September.

2. See ECB (2021). «The heterogeneous economic impact of the
pandemic across euro area countries». ECB Economic Bulletin. Issue
5/2021.

Euro area: sectoral composition and
economic impact

Note: * Wholesale and retail trade, transportation, catering, hospitality, leisure and culture.
Source: BP| Research, based on data from Eurostat.

Euro area: hours worked and economic
activity by sector

Change in real GVA between Q4 2019 and Q2 2021 (%)

Note: The size of the bubble represents the volume of hours worked in each sector in Q2 2021.
Source: BP| Research, based on data from Eurostat.
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volume of hours worked more closely resembles the
decline suffered in their economic activity (10.8%).

Analysing the behaviour of the hospitality, catering and
leisure sectors in the four major economies, the same
pattern of behaviour is observed, albeit with different
degrees of intensity. In Germany, the combined activity
of these sectors in Q2 2021 was 8.0% below its pre-COVID
level, compared to the marked correction experienced in
Spain (22% below) and France (15% below). In Italy,
meanwhile, these sectors achieved a significant recovery
in Q2 2021, ending up just 9.7% below their pre-crisis
level (compared to 18% in Q1 2021). This differentiation
is largely explained by the differing importance of
international tourism in each country.

The evolution of the volume of hours worked in these
more social sectors, meanwhile, also reflects the different
economic pattern of each country. Thus, in France
between Q4 2019 and Q2 2021, the volume of hours
worked in the most social sectors fell by more than 14%,
accounting for around 75% of total volume of lost hours
in the economy as a whole; in Italy and Spain, hours
worked fell by 12% and 9.0%, respectively, explaining

in both cases around 90% of the total drop in hours. In
Germany, meanwhile, despite the hours worked in these
sectors falling by around 10%, they account for just 60%
of the total loss of hours.

...to the troubles in industry over the
mismatches in global supply

With these data, it could be assumed that economies in
which these «social» sectors play a smaller relative role
were better positioned to overcome the ravages of the
crisis, and in this regard Germany was well in the lead...
until the summer. While the significant role of its industry
initially limited the impact of the crisis, now the lack of
supplies caused by the disruptions in global supply
chains are having a particularly harsh impact.

In Q2 and Q3 2021, Germany’s growth was already lower
than expected, while France and Italy performed better
than anticipated. It is no coincidence that in the latter
cases the relative weight of industry in their economies
(14% and 20%, respectively) is lower than in the case of
Germany (26%). Moreover, the importance of German’s
automotive sector (representing over 20% of the
country’s industry) also plays against it: almost 90% of
German car manufacturers acknowledged experiencing
supply problems in October. To date, and according to
estimates by the Ifo, the losses caused by these
bottlenecks in German industry as a whole amount to
around 40 billion euros, more than 1% of annual GDP.
And not only that: according to the Ifo, these supply
problems could last another eight months for the whole
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industry, and almost 10 months in the chemical and
automotive industries. If this prediction becomes a
reality, industry would suffer losses of around 2.0% of
annual GDP in 2022, a significant downside risk for
Germany'’s growth forecasts.

It is true that the supply problems are affecting all euro
area countries, and this explains the sharp slowdown that
is expected across the board in Q4. Nevertheless,
Germany’s economic structure makes it much more
vulnerable to these bottlenecks, which explains the
deterioration in its growth outlook.

The good news is that this situation is temporary, and once
the supply mismatch is resolved German industry will be
able to return to full capacity. This is especially apparent
given that demand is currently in excellent health: industrial
orders in Germany exceed current production capacity
by more than 30%, the highest mismatch ever recorded.

On balance, all the indicators suggest that growth in the
euro area will experience a notable slowdown in Q4 due
to the bottlenecks, although for the time being we are
confident that the quarter-on-quarter growth rates will
still be above their long-term average. In any case,
uncertainty is still very high and the risks are largely
skewed to the downside. Indeed, the rapid spread of the
virus in Europe has forced countries to take drastic
measures: Austria has placed the entire country under
lockdown for at least 20 days, and Germany could
introduce a law prohibiting non-vaccinated people from
carrying out certain activities. If these measures become
widespread, euro area growth over the coming months
would be markedly affected, which could have
ramifications for the ECB's current roadmap.
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Year-on-year (%) change, unless otherwise specified

UNITED STATES
2019 2020 Q4 2020 Q12021 Q22021 Q3 2021 08/21 09/21 10/21
Activity
Real GDP 2.3 -34 -23 0.5 12.2 49 - - -
Retail sales (excluding cars and petrol) 40 2.1 4.7 119 262 138 14.7 134 149
Consumer confidence (value) 128.3 101.0 93.8 99.1 1221 116.7 1152 109.8 113.8
Industrial production -0.8 -7.2 -43 -16 14.7 56 56 46 5.1
Manufacturing activity index (ISM) (value) 512 52.5 59.0 614 60.8 60.2 599 61.1 60.8
Housing starts (thousands) 1,295 1,396 1,575 1,599 1,588 1,555 1,573 1,530 1,520.0
Case-Shiller home price index (value) 217 228 239 249 262 274
Unemployment rate (% lab. force) 37 8.1 6.8 6.2 59 5.1 52 4.8 46
Employment-population ratio (% pop. > 16 years) ~ 60.8 56.8 574 57.6 580 58.5 58.5 58.7 5838
Trade balance’ (% GDP) =27 -32 -32 -36 -37 -3.7 -3.7 -3.7
Prices
Headline inflation 1.8 1.2 1.2 19 4.8 53 53 54 6.2
Core inflation 2.2 1.7 1.6 14 3.7 4.1 4.0 4.0 4.6
JAPAN
2019 2020 Q42020 Q12021 Q22021 Q32021 08/21 09/21 10/21
Activity
Real GDP 0.0 -47 -0.8 -13 77 13 - - -
Consumer confidence (value) 389 31.1 330 333 354 373 36.7 37.8 39.2
Industrial production =27 -10.6 4.2 -15 199 59 7.1 -23 -32
Business activity index (Tankan) (value) 6.0 -19.8 -10.0 50 14.0 180 - - -
Unemployment rate (% lab. force) 24 28 30 28 29 28 28 28 2.7
Trade balance’ (% GDP) -03 0.1 0.1 02 0.7 04 06 04 0.2
Prices
Headline inflation 0.5 0.0 -09 -0.5 -0.7 -0.2 -04 0.2 0.1
Core inflation 0.6 0.2 -04 0.0 -0.9 -0.5 -0.5 -0.5 -0.7
CHINA
2019 2020 Q42020 Q12021 Q22021 Q32021 08/21 09/21 10/21
Activity
Real GDP 6.0 23 6.5 183 79 49 - - -
Retail sales 8.1 -29 46 34.0 14.1 5.1 25 44 49
Industrial production 5.8 34 7.1 246 9.0 49 53 3.1 35
PMI manufacturing (value) 497 499 518 513 510 500 50.1 49.6 492
Foreign sector
Trade balance'? 421 524 524 621 607 635 602 634 661.0
Exports 0.5 36 16.6 489 30.7 244 25.6 28.1 27.1
Imports -2.7 -06 5.7 293 438 259 331 176 20.6
Prices
Headline inflation 29 2.5 0.1 0.0 1.1 038 038 0.7 15
Official interest rate3 42 39 39 39 39 39 39 39 39
Renminbi per dollar 6.9 6.9 6.6 6.5 6.5 6.5 6.5 6.5 6.4

Notes: 1. Cumulative figure over last 12 months. 2. Billion dollars. 3. End of period.
Source: BPI Research, based on data from the Department of Economic Analysis, Bureau of Labor Statistics, Federal Reserve, Standard & Poor’s, ISM, National Bureau of Statistics of Japan, Bank of Japan,
National Bureau of Statistics of China and Refinitiv.
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EURO AREA

Activity and employment indicators
Values, unless otherwise specified

Retail sales (year-on-year change)
Industrial production (year-on-year change)
Consumer confidence
Economic sentiment
Manufacturing PMI
Services PMI
Labour market
Employment (people) (year-on-year change)
Unemployment rate (% labour force)
Germany (% labour force)
France (% labour force)
Italy (% labour force)
Real GDP (year-on-year change)
Germany (year-on-year change)
France (year-on-year change)
Italy (year-on-year change)

Prices

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

General
Core

Foreign sector

2019

24
=13
-7.0

103.7
474
52.7

1.3
76
32
84
10.0
1.6
1.1
1.8
0.4

2019

1.2
1.0

2020

-09
-8.6
14.3
88.2
486
425

-1.5
79
39
8.0
93

-6.5

-49

-8.0

-9.0

2020

03
0.7

Q4 2020

1.6
-1.5
-156
914
54.6
450

-1.8
8.2
4.1
8.0
99

44

-29

4.3

6.6

Q4 2020

-03
0.2

Q12021

26
36
-137
95.3
584
46.9

-1.8
8.1
39
8.0

10.1

-1.2

-30
15

-06

Q12021

1.1
1.2

Q22021

126
236
-55
1143
63.1
54.7

19
8.0
36
8.2
9.8
14.2
10.0
188
17.1

Q22021

1.8
09

Cumulative balance over the last 12 months as % of GDP of the last 4 quarters, unless otherwise specified

Current balance
Germany
France
Italy
Nominal effective exchange rate’ (value)

2019

2.4
74
-0.3
32
92.3

Credit and deposits of non-financial sectors

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

Private sector financing
Credit to non-financial firms?
Credit to households??

Interest rate on loans to non-financial firms* (%)

Interest rate on loans to households
for house purchases® (%)

Deposits

On demand deposits
Other short-term deposits
Marketable instruments

Interest rate on deposits up to 1 year
from households (%)

2019

38
34
1.2

1.5

8.0
03
-19

03

2020
2.1
7.0

-19
38

93.8

2020

6.3
32
1.2

14

129
0.6
8.1

0.2

Q4 2020
2.1
7.0

-19
38
95.5

Q4 2020

7.0
3.1
13

14

15.2
14
15.5

0.2

Q12021
2.8
7.1

-1.8
38
95.3

Q12021

6.4
3.1
1.1

1.3

16.1
1.0
138

0.2

Q2 2021
3.0
7.6

-1.6
44
94.9

Q22021

23
39
1.2

13

124
-0.6
12.2

0.2

Q32021

24
59
-4.6
118.1
60.9
584

39
25
33
39

Q32021

2.8
14

Q32021
3.1
7.5

-13
43
93.9

Q32021

1.8
4.1
13

13

114
-2.0
9.6

0.2

08/21

1.5
49
-53
117.6
614
590

08/21

30
1.6

08/21
3.0
7.2

-0.8
4.0

93.9

08/21

15
4.2
1.2

13

114
-1.5
121

0.2

09/21

25
5.2
-4.0
117.8
586
590

09/21

34
1.9

09/21
29
7.1

-0.8
38

93.8

09/21

2.1
4.1
13

13

115
=25
6.8

0.2

MR

10/21

-4.8
118.6

10/21

4.1
2.1

10/21

92.9

10/21

25
4.1

11.1
-1.6
11.1

Notes: 1. Weighted by flow of foreign trade. Higher figures indicate the currency has appreciated. 2. Data adjusted for sales and securiti ation. 3. Including NPISH. 4. Loans of more than one million euros with a

floating rate and an initial rate fixation period of up to one year. 5. Loans with a floating rate and an initial rate fixation period of up to one year.
Source: BPI Research, based on data from the Eurostat, European Central Bank, European Commission, national statistics institutes and Markit.
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Portugal: two years of growth
in the wake of the pandemic

Return to Pre-covid GDP by mid-2022.Successive waves of the
pandemic as well as the lockdowns have continued to define
the year now ending, along with significant growth, which we
estimate to be 4.3%. In Q3 the economy grew more than
expected, driven by private consumption and exports.
However, information available for Q4 suggests a slowdown in
activity after two quarters of strong growth. Data on air traffic,
expenditure on electronic payment cards and electricity
consumption have been strong compared to the same periods
in 2019 and 2020, but sentiment indicators in November
deteriorated in several sectors. The decline in confidence partly
reflects a more cautious assessment resulting from the energy
crisis and supply bottlenecks. The recent evolution of the
pandemic and the emergence of a new, more aggressive
variant, may affect confidence until the end of the year and
beginning of 2022, despite the low pressure on hospitals
(inpatients in the ICU due to Covid are about 20% of those
registered for the same time last year). The limitations listed
will continue to affect the start of 2022. Still, the year will be
one of significant growth — we project 4.9% — signalled by a
return to pre-pandemic levels. As mentioned in the report, the
revival of tourism, inflow of European funds and accrued
savings will be the drivers of growth, and these will overcome
the unfavourable factors (energy crisis and bottlenecks). The
scenario remains subject to some uncertainty, compounded by
recent fears related to the pandemic. But, on the whole, we
consider the risks balanced.

The labour market weathered the pandemic better than
expected.In fact, employment not only exceeded pre-COVID
levels, but remained at historic highs going back to 1995.
Despite these very positive numbers, the recovery is uneven
across sectors, most notably with employment below pre-
pandemic levels in the areas of accommodation, hospitality and
construction. This performance is not only due to the still weak
post-pandemic recovery, as is the case in housing & restaurants,
but also due to the lack of labour shortages affecting these
sectors. In fact, unfilled job vacancies have reached their highest
values since 2017, which may reflect not only professional
reskilling, but also a decrease in the number of immigrants, who
are often employed in these more labour-intensive sectors. At
the same time, the unemployment rate dropped to levels close
to 6%, reaching lows not seen since 2002 and exceeding our
expectations very positively. Thus, we have revised our forecasts
downwards for unemployment rates for 2021 (6.6%) and 2022
(6.5%), anticipating a recovery in productivity levels in 2022.

Consistent growth in the real estate market.Data available for
the 3Q show a clear upturn in the market, with BPI Research

forecasting that on average house prices will have increased by
over 6% in 2021.We believe that this year-end stimulus may be
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Portugal: GDP and components
Index (100 = Q4 2019)
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Portugal: evolution of the population in employment *
(Thousands of people)
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Source: BP| Research, based on data from the National Statistics Institute of Portugal.

Portugal: housing prices
Year-on-year change (%)
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Source: BPI Research, based on data from Confidencial Imobilidrio and the National Statistics
Institute of Portugal.
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related to a change in the Golden Visa programme, as in 2022
the purchase of residential property in Lisbon and Porto will no
longer be covered. The low interest rate environment and the
fact that the pandemic impacted the labour market in less
active segments in the purchase of real estate (lower wages and
younger workers), also had a bearing on the market
performance in 2021.

In the 12 months ending in September, the current account
deficit was 1,905 million euros, equivalent to 0.9% of GDP,
one-tenth less than in 2020.A significant factor for this
situation was the increase in transfers of European funds, with
an impact of +0.4 percentage points in the secondary income
balance, offsetting the weakening of 0.3 pp in the balance of
goods and services. The results of the latter were driven, on
the one hand, by the worsening of the energy commodity
market (by 4 tenths to 2% of GDP), reflecting the hike in oil
prices and a marginal improvement in tourism, as a result of
increased tourist activity in the summer months.

Political uncertainty should not substantially impact public
accounts.Measures taken to support the economy in the wake
of the pandemic exceeded 5.1 billion euros up to October.
With this in mind, it is worth highlighting the growth of
primary current expenditure, i.e., excluding interest and
investment, which in October will have reached 37.8% of GDP,
approaching the levels observed during the sovereign debt
crisis (41.9 % in 2013). Even so, we do not anticipate major
pressures on public accounts in the coming year, evenin a
context of early elections and a government in a duodecimal
regime that is likely to last half the year. Even though
expenditure is limited to what was foreseen in the 2021 State
Budget (which entails a reduction of 5,800 million euros
compared to the 2022 State Budget Proposal), some room
remains to implement the expenditure required in an adverse
scenario of new COVID-19 variants, for example.

Limited impact from the pandemic on the banking sector.
Implementation of credit moratoria allowed the payments of
capital and interest to be postponed, and liquidity increased
for families and companies during the most critical periods of
the pandemic. In September 2020, loans in default reached
17.1% and 34.1% for individual and company loans,
respectively, decreasing to 0.3% and 3.6% in October, after the
end of the defaults (for subscriptions agreed up until
September 2020). Against this background, the credit portfolio
of the non-financial private sector increased considerably
(+4.2% year-on-year in October). Despite the end of the
moratoria, a substantial deterioration in default ratios is
neither observable nor expected in the coming months, given
the economic recovery and the expected control of the
pandemic over the coming months. In fact, non-performing
loan ratios continued to reach minimum levels and Stage 3
loans, i.e., with signs of impairment, represented between 7%
and 13% of loans under moratorium in some banks in
September.
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Portugal: current account balance and contribution
by components
(% of GDP)
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Source: BPI Research, based on data from the Bank of Portugal.

Portugal: general government balance *
(% of GDP)
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Source: BPI Research, based on data from the DGO.

Portugal: loans under moratorium
(% of the total loans of each segment)
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Inflation in Portugal: prices driven by electricity?

With low inflation rates and an ECB monetary policy with
meaningful asset purchase programs,' the theme of high
inflation seemed dormant. In recent months, year-on-
year inflation rates in the euro zone were persistently
above 2% and reached 4.1% in October, the highest in
the series and only matched by levels in July 2008, which
has brought the topic back into the limelight. This
sparked debate on when the ECB should reduce the
accommodative level of its policy, highlighting that the
ultimate objective of the ECB is price stability.

But what factors have driven inflation up?

Clearly, the energy component stands out as a significant
lever. Looking at the Portuguese case, in the last months
of 2021 for which data are available, the energy
component explains more than 50% of year-on-year
changes in inflation. The same trend is found in the euro
zone, with the evolution of energy prices accounting for
2.1% of the 4.1% year-on-year change in the general HICP
in October. The idea is reinforced when we look at the
HICP numbers for energy in isolation: in September, for
Portugal, the year-on-year variation of this index was
10.9% and an extraordinary 17.6% in the euro zone
(which worsened in October to 23.5%).

The increase in energy prices has its greatest expression
in electricity. In MIBEL,? the average monthly price
between July and September was 122.8 eur/MWh
against 39.6 eur/MWh in the whole year of 2020. This
sharp upward trend continued into October, with a peak
of 288.3 eur/MWh on the 7th. There are several reasons
underlying this price increase, among which we
highlight the increased price of inputs - CO, emission
rights and the price of natural gas (fuel used in
combined cycle power stations). Each MWh of electricity
needs between 1.7 and 2 MWh of natural gas and emits
0.4 tonnes of CO,.

The increase in gas prices in Europe is influenced by the
strong post-Covid economic recovery and the prospect
of the arrival of winter months accompanied by low
natural gas reserves relative to previous years. It's also
due to uncertainty surrounding the amount of raw
material available on the market supplied by Russia.
Additionally, the lack of wind in many geographies has
not allowed wind energy to respond to the increased
electricity demand — wind farms produce at the rhythm
of nature and not necessarily consumption —
intensifying the demand for gas as an alternative
source. Last but not least, the way prices are formed in

1. Asset Purchase Program (APP) and Pandemic Emergency Purchase
Program (PEPP).
2. Iberian wholesale electricity market.

Breakdown of HICP
Change (%) and contribution (pps)
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wholesale electricity markets — the closing price of the
market is the central margin price i.e.; the equivalent of
the price charged by the last plant required to meet
demand (normally a gas-fired plant) and therefore it is
necessarily higher.

Despite these reasons for the energy price increase
applying to the euro zone as a whole, we see that in
Portugal the impact on global inflation is more
moderate, mainly because the electricity price increase
for consumers was much more contained. In September,
the HICP for electricity increased by 2.3% in Portugal,
against 10.9% in the euro zone.

What can explain this Portuguese «electric miracle»?

Two main reasons: the way the regulated market works
and the overcost paid to renewable energy producers in
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the energy bill. In Portugal, there is a price regulated by
the State defined by the ERSE? on an annual basis, which
may be revised in the middle of the year if the prices
registered in the MIBEL are out of phase with the
regulator’s forecasts for that year. Although the
overwhelming majority of Portuguese consumers are in
the liberalised market, the fact that the transit to the
regulated market can be done without constraints,
together with the maintenance of regulated market
tariffs (BTN)* in force until 2025 and very stable
throughout the year, it removes volatility and sets
benchmarks at the price of the liberalised market. On the
other hand, about 40% of the energy bill (excluding taxes)
concerns the CIEG® and its overcost component of the
PRE.S This is an extra cost associated with the purchase of
renewables production (which has guaranteed tariffs,
usually higher than the wholesale market selling prices).
Investment in renewables in recent decades had the
guarantee extended to developers that all electricity
produced, during a certain period, was paid to them

at above market prices (FIT,” which in wind energy are
around 90 eur/MWh). Under «normal» circumstances,
the value practiced in MIBEL is below 90 eur/MWh and
Portuguese consumers paid the MIBEL price in the
energy portion of the bill and in CIEG they paid the
differential to FIT. At this point, the reverse mechanism is
employed, dampening the increase in wholesale markets
for the final consumer.

What to expect for next year in terms of electricity prices?
Despite the 0.2% increase in the tariff in effect for 2022
for BTN consumers, ERSE indicates that this will be more
than offset by the PRE overcharge, which is expected to
assume a favourable value for consumers in 2022, in the
order of 1.7 billion euros.® On the other hand, Dutch TTF®
futures contracts signalled in early November a price of
45 eur/MWh for April 2022 (currently the price for
December 2021 is around 78 eur/MWH). With the current
value of CO, allowances this would translate into an
electricity price of 114 eur/MWh in the spring of 2022, still
above the average MIBEL price in 2021 until September
(84.3 eur/MWh). To this must be added the tense
relations between Algeria and Morocco, jeopardising
supplies by the MGE,' the main source of natural gas for
the Iberian Peninsula. As is clear, contrasting trends are
on the horizon - the factor of overcosts with renewables
will evolve favourably, but the pressure of electricity

3. Regulatory entity for energy services.

4. Normal low voltage, i.e., of small electricity consumers.

5. Costs of general economic interest.

6. Special regime production (electricity production via solar, wind,
biomass, etc.).

7. Feed-in tariffs.

8. See ERSE: Proposal of Tariffs and Prices for Electric Energy in 2022.
9. Holder Transfer Facility, reference gas contract in Europe.

10. Maghreb-Europe Gas Pipeline.
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Breakdown of the energy bill
(%)

38% 41%

CIEG B Networks Energy

Note: Example for BTN with contracted power less than or equal to 20.70 kVA in 2021,
excluding taxes.
Source: BP| Research, com base em dados do EDP.

prices in the wholesale market will be felt as in the last
few months of this year. With Winter approaching and
with gas storage in Europe 20% below the previous year’s
level, pressure on energy prices should only ease in
Spring (as the futures market signals), but the impact of
the energy transition could maintain greater volatility of
these prices compared to the past.
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In the current context, marked by disruptions in certain
supply chains, to what extent can Portugal take
advantage of the situation by positioning itself as an
alternative supplier and increase growth via exports?

To answer the question, we estimated the revealed
comparative advantage (RCA) index' based on the OECD
estimates for exported domestic value added (DVA)? and
found that, compared to the European market, Portugal
has higher relative specialisation in 18 of the 39 sectors
that are part of the OECD database (22 worldwide).

Against a backdrop of disruptions in global supply chains,
these sectors are better positioned to benefit from an
eventual increase in demand from trading partners, as
they will act as substitutes for regular pre-pandemic
suppliers which were forced to discontinue—temporary
or definitively—their production. This possibility gains
relevance in the European arena, where the search for
alternative suppliers can be more immediate, taking into
account that the resumption of activity of companies in
these countries may be faster than in other regions of the
world, as they were quick to implement measures to
support the economy during the pandemic and, thus,
minimised the number of permanent closures of
production units.>

The fact that the European market is the destination for
78% of exports of national goods suggests that Portugal
will be in a privileged position to replace non-European
suppliers, insofar as it is already a recognised partner,
which will contribute to an increase in national wealth
and possibly to a consolidation of a balanced or even
positive external balance situation.*

In this context, which constitutes an opportunity for
exporting companies with comparative advantages in the

1. In summary, the RCA index compares the market share of the
exporting sector in a given country with the market share of that
industry in the reference market. When it is greater than one, it reflects a
greater degree of relative specialisation of the sector in the country
under analysis. The last year available in the database Trade in Value
Added (TiVA): Origin of value added in gross exports of the OECD is 2015.

2. Exported domestic value added makes it possible to identify the share
of value added that the sector exports, regardless of whether the sector
itself exported directly or indirectly through inputs from other sectors to
the export sector. https://www.gee.gov.pt/pt/?
option=com_fileman&view=file&routed=1&name=TE%2086%20-%20
COVID-19%201%20Desvio%20de%20Com%C3%A9rcio.pdf&folder=
estudos-e-seminarios%2Ftemas-economicos&container=fileman-files.
3. Fiscal Monitor Database of Country Fiscal Measures in Response to the
COVID-19 Pandemic (https://www.imf.org/en/Topics/imf-and-covid19/
Fiscal-Policies-Database-in-Response-to-COVID-19).

4. The Portuguese current account has improved significantly in the last
ten years, from an average annual deficit of -8.7% between 1996 and
2011 (with a peak of -11.8% in 2008) to an annual positive surplus of
0.3% between 2012 and 2020. In this last period, after the peak recorded
in 2017, we have been witnessing a shrinking of the surplus position as a
result of the deterioration of the balance of goods deficit, which has
exceeded 7% of GDP since 2018.
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Portugal: revealed comparative advantage index

with respect to Europe
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Source: BP| Research, based on data from the OECD.

European market, we highlight the fact that the sectors
that are better positioned to fill supply gaps in Europe, due
to their greater specialisation in relation to the European
market, represent 70% of exported DVA and 60% of the
total GVA of the economy. Bearing in mind that each euro
of increase in exports translates into an increase of 56
cents in GDP? any increases in external demand directed
at these sectors will have a significant impact on the
economy as a whole.

Especially important in this regard are the sectors with an
RCA index above 2, i.e., with a greater degree of
specialisation compared to their European counterparts,
as they are better able to take advantage of possible
increases in demand from non-resident trading partners.
These represent 33% of exported DVA and 27% of the
economy’s GVA. This set of sectors includes a number of
traditional Portuguese industries, such as textiles, wood,
paper and rubber, as well as services, such as real estate,
restaurants and hotels.

The 10 sectors with an RCA index above 2 have an
average annual growth rate lower than the total
exported DVA (3.6% between 2005 and 2015 versus
3.9%), but they show different evolutions as producers of
goods or producers of services. Thus, while producers of
goods with a high RCA index show an average annual
growth of 2.8% (with the exception of rubber and plastic

5. According to the Portuguese National Statistics Institute (INE), each
euro of increase in exports translates into an increase of 56 cents in GDP
(54.5 cents in GVA and 1.5 cents in taxes net of subsidies). https:/www.
ine.pt/ngt_server/attachfileu.jsp?look_parentBoui=428357489&att_
display=n&att_download=y
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producers, which grow 6.7% annually) services show an
average annual growth of 5.4%, ranging from an annual
increase of 8.1% in property services and 5.6% and 2.3%,
respectively, in export of domestic value added in the
areas of human health and culture and entertainment,
signaling a movement towards greater commercialisation
of services.

In summary, Portugal has a set of sectors that could
benefit from increases in external demand, highlighting
traditional sectors in the production of goods such as
textiles, clothing and footwear, wood and paper, and
rubber and plastics, but it can also take advantage of the
occasion to increase the production and marketing of
goods and services that have been growing quickly—
some already with a high weight in exported DVA, as is
the case of the transport and storage sector, others with
little weight in exported DVA, as is the case of human
health services. The evolution of the internal and external
economic and financial environment will be an important
factor for these sectors to evaluate investments that will
allow them to expand production and increase
penetration in non-resident markets, but that also
implies that companies from these sectors realise that
the current juncture may constitute an important growth
opportunity.
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Portugal: average annual growth of the exported
domestic value added between 2005 and 2015
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Activity and employment indicators
Year-on-year change (%), unless otherwise specified

2019
Coincident economic activity index 09
Industry
Industrial production index -2.2
Confidence indicator in industry (value) -32
Construction
Building permits - new housing
(number of homes) 154
House sales 1.7
House prices (euro / m? - valuation) 104
Services
Foreign tourists (cumulative over 12 months) 7.8
Confidence indicator in services (value) 129
Consumption
Retail sales 44
Coincident indicator for private consumption 22
Consumer confidence index (value) -8.0
Labour market
Employment 1.2
Unemployment rate (% labour force) 6.6
GDP 2.7
Prices
Year-on-year change (%), unless otherwise specified
2019
General 03
Core 0.5

Foreign sector

2020
-54

0.7

=57
83

-76.2
=216

-3.0
-6.1
-224

7.0
-84

2020
0.0
0.0

Q42020
=50

-2.1
-14.7

12.8

1.0
6.0

-76.2
-19.5

-1.9
-54
-26.2

-1.2
73
-6.8

Q42020
-0.2
-0.1

Q12021
-2.5

-0.8
-13.6

45.1

0.5
6.2

-86.7
-19.1

-75
-10
244

7.1
-5.7

Q12021
04
0.5

Cumulative balance over the last 12 months in billions of euros, unless otherwise specified

2019

Trade of goods

Exports (year-on-year change, cumulative over 12 months) 3.6

Imports (year-on-year change, cumulative over 12 months) 6.0
Current balance 0.9

Goods and services 1.7

Primary and secondary income -0.7
Net lending (+) / borrowing (-) capacity 2.8

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

2019
Deposits'’

Household and company deposits 5.2
Sight and savings 14.8
Term and notice -29

General government deposits 56

TOTAL 5.2

Outstanding balance of credit’

Private sector -0.1
Non-financial firms -37
Households - housing -13
Households - other purposes 16.5

General government -4.7

TOTAL -0.3

NPL ratio (%)* 6.2

2020

-103
-14.8
-2.2
-3.6
1.3
0.0

2020

10.1
18.8
14
-210
9.0

46
10.5
2.1
-1.2
4.2
4.2
4.9

Notes: 1. Residents in Portugal. The credit variables exclude securitisations. 2. Period-end figure.
Source: BP| Research, based on data from the National Statistics Institute of Portugal, Bank of Portugal and Datastream.
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Q42020

-10.3
-14.8
-2.2
-3.6
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The Spanish economy rides out
the storm clouds in the closing
stages of the year

Despite the new Omicron variant, the pandemic in Spain
remains under control. The emergence of the new variant has
led to a rebound in uncertainty, a tightening of global restrictions,
and volatility in the financial markets. In addition, there has
been an increase in infections in Europe. Despite these adverse
developments, the epidemiological situation in Spain remains
under control and better than in other European economies
with lower vaccination rates, where the cumulative incidence

is increasing more sharply (such as in Germany or Austria).
However, the indicators for national infections and hospital
pressure are picking up slightly, although they remain at
moderate levels. Thus, the cumulative incidence at the end

of November stood at around 200 infections per 100,000
inhabitants (moderate level of risk). The mortality rate,
meanwhile, remains very low thanks to the great success of
the vaccination campaign. Although we can talk about a «sixth
wave», the high vaccination percentage among the population
means that this wave will be less virulent than the previous
ones. It is true that some restrictions, of a precise and selective
nature, could be imposed in some autonomous community
regions with a view to ensuring a relatively normal Christmas,
but we will not see a return to the widespread mobility
restrictions that were in place during the state of emergency. In
addition, booster doses have already begun to be administered
among the most at-risk groups. On the economic front, the
current global epidemiological situation could have a certain
impact on our economy through the aforementioned rebound
in uncertainty or disruption to global trade and tourist flows.

The recovery continues and will be consolidated in 2022.
Following the encouraging GDP figure for Q3 (a notable 2.0%
quarter-on-quarter growth, albeit lower than expected), we
expect the economy to continue to grow at a good pace over
the coming quarters. However, the fact that the Q3 figure was
lower than expected as well as the factors currently affecting
the economy - rising inflation due to the energy component
and supply chain disruptions - lead us to revise our 2021 GDP
growth forecast down to 4.4%. Looking ahead to 2022, we
expect thatin Q1 the economy will still be somewhat hampered
by the energy storm and bottlenecks, but the situation should
improve beginning in Q2 with the recovery in tourism and the
boost from NGEU. We anticipate growth of 5.9%, such that GDP
will return to its pre-pandemic level by the end of 2022.

The economic indicators continue to show a clean bill of
health. In particular, the data coming from the labour market
are especially promising: effective employment - excluding
those on furlough - has already recovered to pre-pandemic
levels. The recovery in the labour market is even showing
greater vigour than that of GDP. Thus, while employment in
Q3 approached the pre-COVID level, GDP was still 6.6% below
(—=0.5% in the euro area). This divergence has led to a drop

in productivity, which should be corrected in 2022. Industrial
production, meanwhile, remains fairly stagnant, eroded by
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the supply crisis that is particularly affecting durable goods.
Added to this is the pressure that some industries are suffering
due to the increase in energy costs, which in many cases they
are unable to pass on to consumers. The PMIs remain in an
expansionary territory. That said, in the current context marked
by supply problems and low stocks of some products, the data
should be interpreted with caution. Finally, the tourism sector
continues to emit positive signals, and domestic tourists already
exceeded pre-COVID levels by 8.4% in October. This stands in
contrast to the level of foreign tourists (-33.5%), although the
trend is one of rapid recovery (-47% in September). Let us hope
that the rise in infections in Europe and the new Omicron
variant will not truncate this very positive dynamic.

Inflation continues to rise and we revise our 2022 forecast
upwards. In November, headline inflation rose to 5.6% (5.4% in
October), its highest level since September 1992. Core inflation,
meanwhile, continued to climb and reached 1.7% (1.4% in
October). The high electricity prices (which have increased
almost five-fold compared to November 2020) remain the main
cause of inflation, although they have moderated in the last
month (-3.3% compared to October). Of particular note is the
rise already observed in November in food prices (an energy-
intensive sector), and over the coming months the increase in
energy prices could also affect services and industrial goods.
For 2022, we expect inflation to remain above 4% until Q2,
when it will begin to quickly moderate due the comparison
with the rise in the latter stages of 2021. Thus, we expect the
annual average in 2022 to be around 3%. Core inflation will
continue to rise until mid-2022, and we expect it to average
around 2% in 2022.

The public finances are on course for a reduction of the
deficit. The public deficit in 2021 will still be very considerable,
although the high tax collections — tax revenues for the year to
date are clearly above forecasts and grew by 13.9% year-on-year
to Q3 and by 4.4% compared to 2019 - will allow it to fall below
8.0% of GDP (10.1% in 2020 excluding Sareb). As early as 2022,
the deficit will fall to slightly above 5.0% thanks to the cyclical
improvement in the economy. Despite this improvement, public
debt will remain high in 2022, well above 115% of GDP, hence
the need to continue to reduce the deficit and clean up

the public accounts in the medium term. The European
Commission’s forecasts do not differ much from this scenario
and also show that the structural deficit will remain high.
However, the Commission has given the green light to the 2022
budget plan presented by the Spanish government, in a context
marked by the suspension of the fiscal rules.

The Spanish real estate market is thriving. The valuation

price of unsubsidised housing rose by a significant 0.8%
quarter-on-quarter in Q3 2021 (2.6% year-on-year), thus
exceeding the pre-crisis level (+0.5% compared to Q4 2019).

It should be noted that home sales were also highly buoyant,
largely because of the effect of pent-up demand created during
the pandemic. On the other hand, the supply of housing has
joined the recovery, albeit at a slower pace, and has plenty of
room to expand in 2022. It is also noteworthy that this good
market performance is framed by sound fundamentals (without
excessive levels of supply or debt).
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The price of electricity, something that would usually
barely catch the reader’s attention, has populated the
headlines and been a topic of dinner conversations since
the middle of the year. This change is not a trivial one:
the price of electricity soared beginning in July, and

by October it had almost quadrupled the average for
2018-2019. What is the reason for this increase and what
impact will it have on the economy?

What is behind the rise in electricity prices?

There are a number of factors behind the rise in the

price of electricity and, although they are not necessarily
related to each other, they have coincided to form an
explosive cocktail. The determining factor has been the
increase in the price of natural gas. It should be recalled
that natural gas, besides its use in heating our homes, is
also used to generate electricity. The increase in the price
of natural gas, in turn, has largely been due to the
relatively low reserves held on the European continent
to cope with this winter (see first chart).

Once again, there are several reasons why these reserves
are low. Firstly, there have been geopolitical problems
with countries that supply gas: Russia, on the one hand,
and Algeria and Morocco, on the other. Secondly,
supply-side disruptions, such as those experienced in
Texas at the beginning of the year or those related to
the gradual closure of the Groningen extraction plant

in the Netherlands, have also contributed to the shortages.
Thirdly, China’s economy is undergoing a transition from
a coal-based economy to a more natural-gas-based
one, as the latter is a cleaner energy source, and this
process has led to the emergence of a huge competitor
in the demand for liquefied natural gas. This has had
repercussions for Europe, as importing liquefied

natural gas has traditionally been a mechanism for
accommodating peaks in demand, only on this occasion
there has been much greater competition. Finally, these
factors have been compounded by the gradual but
steady increase in the price of carbon emission
allowances, as European decarbonisation policies have
become stricter.

All these elements have contributed to a sharp surge in
the price of electricity, and this trend looks set to persist
throughout the winter. Nevertheless, once temperatures
begin to rise in the spring, demand for natural gas will
moderate and the pressure on electricity prices should
also ease. This moderation is unlikely to bring about a
return to the electricity prices of 2018 or 2019. We believe
that prices will stabilise slightly higher, as there are
structural factors that will keep the price of natural gas
above pre-crisis levels, such as the increased demand
from China and the higher emissions prices.
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What will be the economic impact of the increase
in electricity prices?

To estimate the impact that the increase in electricity
prices will have on economic activity, we take the price
forecast according to the futures market (see second
chart). As can be seen, according to this forecast prices
will remain in line with current levels through to Q1 2022
and will normalise beginning in Q2 2022, but still remain
higher than in 2019, as mentioned above.

An energy price shock has a major impact on household
spending.! In particular, if the price of electricity behaves
as expected by the futures markets, we estimate that

household spending in 2022 could be 0.6% lower than it

1. Estimate based on the weight of household spending on electricity
relative to total expenditure, and the sensitivity of electricity demand
to changes in price.
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would have been if the price had returned to 2018 levels
as early as Q3 2021. Electricity accounts for a relatively
small portion of the average household’s outgoings
(around 3.5%), but the price increase is so large that the
impact ends up becoming significant. Moreover, this
estimate only takes into account the direct impact of the
rise in the price of electricity on household expenditure,
so the final impact on the economy as a whole would

be greater.

If we consider the impact of the electricity price shock
not only on household consumption, but also on
investment (companies may be forced to postpone their
investment decisions due to rising production costs), as
well as the second-round effects that all of this would
have on economic activity, then the impact is clearly
greater.? Specifically, GDP growth in 2021 and 2022
would be 0.1 and 0.3 pps lower, respectively (see third

chart). And this would be the result of both lower growth

in consumption and lower investment growth. Inflation,
meanwhile, would rise significantly, by 2.1 and 1.1 pps
in 2021 and 2022, respectively.

2. Estimate based on CaixaBank Research'’s semi-structural model. For
further details, see «Modelo semiestructural de CaixaBank Research
para Espafna», Working Paper 01/21 (content available in Spanish).
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Activity and employment indicators
Year-on-year change (%), unless otherwise specified

MR

2019 2020 Q42020 Q12021 Q22021 Q32021 09/21 10/21 11/21
Industry
Industrial production index 0.7 -94 -2.2 3.0 28.0 2.1 1.2
Indicator of confidence in industry (value) -39 -14.0 -11.0 -73 25 2.1 2.7 54 24
Manufacturing PMI (value) 49.1 475 511 53.0 59.2 589 58.1 574
Construction
Building permits (cumulative over 12 months) 17.2 -12.8 -19.9 -19.1 -1.8
House sales (cumulative over 12 months) 36 -12.5 -17.2 -17.3 0.6 222 26.5
House prices 5.1 2.1 15 09 33 - - -
Services
Foreign tourists (cumulative over 12 months) 14 -369 727 -85.5 -813 -52.7 -346
Services PMI (value) 539 40.3 430 443 58.8 59.6 56.9 56.6
Consumption
Retail sales 23 -7.1 -30 -04 20.5 -0.3 -0.1
Car registrations -3.6 -29.2 -13.2 12.7 661.0 -24.5 -15.7 -20.5
Consumer confidence index (value) -6.3 -228 -26.3 =221 =111 -9.1 -8.6 -6.8 -125
Labour market
Employment’ 23 -29 -3.1 -24 57 4.5
Unemployment rate (% labour force) 14.1 155 16.1 16.0 15.3 14.6
Registered as employed with Social Security 2 26 -2.0 -2.0 -14 39 38 35 37
GDP 2.1 -10.8 -8.8 —4.2 17.5 2.7 - - -
Prices
Year-on-year change (%), unless otherwise specified
2019 2020 Q42020 Q12021 Q22021 Q32021 09/21 10/21 11/21
General 0.7 -0.3 -0.7 0.6 2.6 34 4.0 54 56
Core 0.9 0.7 0.2 04 0.1 0.8 1.0 14 1.7
Foreign sector
Cumulative balance over the last 12 months in billions of euros, unless otherwise specified
2019 2020 Q42020 Q12021 Q22021 Q32021 09/21 10/21 11/21
Trade of goods
Exports (year-on-year change, cumulative over 12 months) 18 -10.0 -10.0 -8.1 8.7 15.2 15.2
Imports (year-on-year change, cumulative over 12 months) 1.0 -147 -14.7 -14.0 33 135 135
Current balance 26.2 9.3 9.3 83 9.2
Goods and services 36.5 16.5 16.5 16.0 16.8 214 214
Primary and secondary income -103 -73 -73 -76 -77
Net lending (+) / borrowing (-) capacity 304 13.7 13.7 12.7 15.5
Credit and deposits in non-financial sectors?
Year-on-year change (%), unless otherwise specified
2019 2020 Q42020 Q12021 Q22021 Q3 2021 09/21 10/21 11/21
Deposits
Household and company deposits 54 75 8.7 89 49 48 5.0 49
Sight and savings 10.7 123 13.7 14.1 9.2 89 87 87
Term and notice -134 -16.5 =171 -204 -235 -26.0 -264 -27.6
General government deposits 8.8 1.0 11.8 11.2 16.3 15.1 19.9 20.1
TOTAL 5.6 7.1 8.9 9.1 55 55 5.9 5.8
Outstanding balance of credit
Private sector -1.5 1.2 24 23 -04 -0.7 -0.6 -0.6
Non-financial firms -34 49 79 7.8 -0.7 -19 -19 -19
Households - housing -1.3 -1.8 -1.5 -1.0 0.0 0.6 0.7 0.7
Households - other purposes 32 0.8 -0.1 -1.8 -0.7 -1.2 -0.8 -0.9
General government -6.0 3.0 8.8 95 174 22.7 233 16.7
TOTAL -1.7 13 2.7 2.7 0.6 0.7 0.8 0.5
NPL ratio (%)* 4.8 4.5 4.5 4.5 4.5 44 44

Notes: 1. Estimate based on the Active Population Survey. 2. Average monthly figures. 3. Aggregate figures for the Spanish banking sector and residents in Spain. 4. Period-end figure.
Source: BP| Research, based on data from the Ministry of Economy, the Ministry of Public Works, the Ministry of Employment and Social Security, the National Statistics Institute, the State Employment Service,
Markit, the European Commission, the Department of Customs and Special Taxes and the Bank of Spain.
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For much of the crisis that has been crippling the international economy since the beginning of 2020, we have longed for a return
to normality and, with it, a recovery in GDP levels and economic trends to those which were present in the now distant Q4 2019.
In doing so, we have overlooked the fact that the economic landscape of two years ago was not exactly idyllic either (risk of
secular stagnation) and, above all, that COVID is accelerating structural changes which we all saw coming on the horizon but were
unable to assign a date to. So, if the question is when will we recover the «economic normality» lost in the last two years, then the
answer is probably never. Soon enough, we will be back to producing the same amount of goods and services as we did at the
end of 2019 (China, the US and much of the OECD has already

done so), and we will even close the gap with where we should ~ Cumulative change in real GDP up to Q3 2021

have been in the absence of the pandemic based on the long- (%)

term trend (see first chart). However, that gross domestic China
product will be achieved with a combination of different us
production factors and with a composition, on both the France

demand and the supply side, which will also differ from that o area
which existed pre-COVID. These differences can be seen inthe  cermany

shape which the revival in employment is taking in countries ltaly
like Spain, which, in addition to sound economic policy UK
responses (furlough schemes, etc.), clearly reflects the Japan
particular idiosyncrasy of the recovery phase in which we are Portugal
now immersed. Spain
-0 8 6 -4 2 0 2 4 6 8 10

In this regard, at the end of the crisis there will be winners and

losers and we will not return to the exit gate, as the classic
rocess of creative destruction which occurs in anv recession is Note: * Output loss corresponds to the difference in GDP level versus the OECD projections before the start

P ) y of the pandemic (October 2019).

proving even more acute this time. This is the case both due to  Source: 871 Research, based on data from the OECD.

the particularly disruptive nature of the pandemic and because

it is coinciding with the disruption caused by digitalisation and the need to improve the sustainability of our production model.

If a crisis occurs when «the old is dying and the new cannot yet be born», then there is no better definition to describe the current

moment, which is especially convulsive and complex, given that we are witnessing the biggest mismatch between supply and

demand since China joined the global production chain. The peculiar nature of this crisis, as an economic shutdown linked to

mobility restrictions rather than a drastic adjustment in financial or real asset prices (balance-sheet recession), has led to an

intense recovery in demand after the lockdowns, and this has pushed value chains to their limits while also showing us that,

sometimes, sophistication also comes with fragility.

% of the pre-COVID level [l % of the level projected in the absence of COVID (output loss) *

Thus, while the underlying trends that will characterise the post-COVID economy are gradually taking shape (changing
consumption patterns, reconsideration of the role of the public sector, new central bank strategies, etc.), economic activity over
the next 12 months will continue to depend on: how the pandemic evolves and how it affects mobility, the restoration of supply
chain functions and, finally, the adaptation of economic policy to this new phase of the economic cycle. In other words, the
dynamics of the recovery will be determined by the rebalancing of global supply and demand, which in turn will depend on how
flexible production proves to be in adapting to a demand that will continue to be stimulated by extremely expansive financial
conditions as well as by the constraints of the fiscal stimulus plans set in motion on both sides of the Atlantic. Everything rides on
the capacity of supply to respond, having been hampered for the past decade both by the absence of reforms to make the
economic structure more flexible and by weak public and private investment. If the adjustment occurs in the first half of the year,
then the latent macroeconomic imbalances will be absorbed and we will return to a reflation scenario, albeit with the global
economy making a soft landing as it converges towards its potential growth rates.

In this baseline scenario, the world economy will continue to show buoyant growth in 2022 (4.5%), albeit some 1.5 pps lower than
this year. Much of the slowdown will be explained by the loss of momentum in both the US (3.5% in 2022 vs. 5.4% in 2021) and
China (5.7% vs. 8.3%), both of which will already have left the period of recovering the GDP lost during the crisis well behind them
and will be gradually approaching their long-term trend levels of growth. In the case of the euro area, the cruising speed will not
change much (4.7% vs. 5.1%), both because of the maintenance of the monetary and fiscal stimuli (with NGEU funds) and due to
the «rebound effect» which can be expected in countries of the region which performed relatively worse in the latter half of 2021
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(Germany and Spain), assuming that industry and tourism  Real yield on 10-year sovereign debt in the US
recover as expected. and Germany

(%)
Beyond the potential for new variants of the virus such as 3
Omicron to distort economic activity, the outlook will
ultimately be shaped by how inflation behaves, the central
banks' exit strategies and how the financial markets assessthe 1
suitability of the financial conditions that are in place at any
given time. The biggest risk is that the supply chain problems
persist throughout the coming year, or that the disruptionsin -
labour markets such as that of the US become more than a
temporary feature. In that case, it is very unlikely that the price
rallies in the more volatile components of the consumer price -3
index will remain contained without filtering down to the
other components to some extent, given that industrialised Notes: Corresponds to the generic 10-year inflation-indexed bond. The dotted lines show the average
countries will be very close to closing the output gap by the since 2009.
end of next year. This would call into question the hypothesis ~ Source: 7 fiesearch, based on data from Bloomberg.
being defended by many monetary authorities, namely that
the current inflation rally is of a transitory nature.
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With real interest rates at historical lows (see second chart), if we are to avoid threats to financial stability it is essential that the
credibility of the central banks is upheld at all times. This will involve keeping a close eye on inflation expectations, and thus
avoiding falling behind the curve for too long. However, differences in countries’ cyclical position (the recovery is proving highly
asymmetric), as well as in the very credibility of the central banks themselves, are already resulting in very different rates of
monetary normalisation between emerging and developed countries. This lack of monetary coordination could end up causing
mismatches in exchange rate behaviour, another potential medium-term risk. The key, therefore, remains to keep the financial
channel free from potential tensions in order to avoid the problems of the Great Recession of 2009.

In short, the starting point for next year is a global economy that is recovering much of the growth lost during the pandemic,
thanks to the success of the vaccines and an extraordinary revival in demand for durable goods that has not been met by supply,
creating bottlenecks that have ended up distorting value chains and leading to an unexpected surge in inflation. The economy,
like football, is a short blanket. If you prioritise growth at all costs, you will most likely end up with economic imbalances if your
supply lacks the capacity and flexibility to respond. So, on the cusp of a new year, we cannot rule out the possibility that the
ingredients laid before us will expose us to unexpected emotions: new mutations of the virus, inflation above central bank
targets, mismatches between supply and demand, bottlenecks in a production chain that we thought was infallible, rising
inequality, accelerated digitalisation, very high levels of debt, etc. In that sense, it does not look like we will be returning to the
old normal. And as is well known, exceptional times call for exceptional measures.
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News related to the supply problems (or bottlenecks) within global value chains have been a permanent fixture of recent months.
The temporary shutdown of some car plants due to the lack of chips and difficulties in the Black Friday or Christmas campaigns
due to delays in the arrival of shipping containers are some of the best known examples. In this article, we analyse what is causing
these problems and, looking ahead to 2022, how long they could last.

Demand: uneven increase by product and region

The strength of demand is a key element behind this phenomenon. In particular, the pandemic has led to a shift in the type of
goods and services we consume towards greater consumption of goods, especially those of a durable nature. Businesses and
households had to adapt their environment to teleworking and

remote education, resulting in increased demand for International trade in manufactured goods *
technological goods. Similarly, restrictions on more social  Index (100 =2010)

leisure activities led to an increase in savings (the famous pent-
up or forced savings), which in recent months are being
channelled towards greater consumption of these durable
goods. Finally, this increase in demand has occurred mainly in
the large advanced countries. Not in vain, the economic policies 110 —
introduced in these economies to soften the blow of the o . W
COVID-19 crisis on households and businesses were both
profound and rapid (especially in the US). For instance, in
October 2021, consumption of durable goods in the US was
22% above pre-pandemic levels, compared to 1.3% below in 70— P
the case of consumption of services.! 60
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These types of goods are highly traded, unlike services (which §55558585585588585885858885886585
are mostly not). Thus, this high demand has been reflected in a

i K i Note: * Monthly volume.
sharp rebound in the international trade of manufactured  source: 87/ Research, based on data from the CPB World Trade Monitor (Merchandise).
goods, having ground to a halt during the months of strict
lockdown. In particular, following the drop in the spring of 2020, global flows were back at pre-pandemic levels in just over six
months, and by August 2021 they were already just over 6% above the levels of February 20207 (see first chart).3

Supply: insufficient response and logistical problems

Supply has attempted to respond to the enormous demand for these durable goods. As an example, exports of electronic
components from Taiwan (one of the leading producers/exporters of high-end chips) have gone from growing by around 10% a
year in the last 20 years to an annual rate of just over 25% in the last year and a half. However, the increased production of many
of these products has fallen short of the mark, as revealed by the forced stoppages at many car plants which we mentioned at
the beginning.

Also, the uneven distribution of the increase in demand, with the US being one of the main hot spots, has led to congestion at its
major seaports, resulting in delays to thousands of anticipated trade flows around the world. The reason: with around half a
million containers waiting aboard the hundreds of cargo ships anchored at the ports of Los Angeles and Long Beach, ships and
containers have become a scarce commodity worldwide.* In this situation, the huge increase in shipping costs per container
registered in recent months should not come as any surprise (see second chart).

Finally, the zero-tolerance COVID-19 policies adopted in China and other Asian economies (which play a central role in major
global manufacturing chains) have applied added pressure on supply since mid-summer. For instance, in August, part of China'’s
Ningbo-Zhoushan port (the world’s third busiest port) was closed after a positive case of COVID-19.

1. According to data from the Bureau of Economic Analysis on Personal Consumption Expenditure (PCE) in real terms.

2.In contrast, in 2009, following the sharp contraction of international trade flows, they did not recover to pre-crisis levels until some two years later.

3. According to statistics from the CPB World Trade Monitor and in real terms.

4. Data referring to the situation as of late October and early November. Right now, the congestion at these ports has reduced, but has not yet normalised.
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What the future holds Container shipping costs

. L. (USD per 40-ft container)
In the medium term, the moderation in the demand for goods,

together with the gradual resolution of problems in logistics
centres and an adaptation of supply to changing consumption 14000 /'
patterns, should solve the current mismatch. In particular, 12000

various factors will bring on a slowdown in demand: (i) the ;409

16,000

pent-up savings, which have favoured the consumption of 8000 a /

goods, will be gradually exhausted; (ii) as restrictions are lifted, ' / v

we should see a rebalancing towards greater consumption of 0000 I

services (especially those of a more social nature) versus goods, ~ #0% '/

and (iii) the growth rate of economic activity should normalise 2000 —_——

as economies reach pre-pandemic GDP levels. On the supply T S S S S S S S S R R
side, progress in the vaccination campaigns will support fewer SR R R SRaRaR
stoppages at factories and logistics centres caused by outbreaks. cseseses - e2seseeme e e e e
In addition, many countries have already put in place plans to Global index == FromEast Asiato Norther Europe

increase the supply of certain products that are considered key  source: 87 Research, based on data from Freightos (Refinitiv).
to global production (such as the famous chips).

However, it is likely that in the first half of 2022 these mismatches between supply and demand will still be active, with a high risk
of them being further prolonged, for several reasons. Firstly, this is because the release of some of the pent-up demand still has
some scope to continue, especially in Europe (not so in the

Factors limiting production: shortage US).> Secondly, the measures implemented to alleviate the US’
of materials or equipment logistical problems (such as ports remaining open and
(%) operating 24 hours a day, 7 days a week) are not considered
%0 adequate to solve the problem in the very short term, as they
- require a greater number of port workers who need very
- specific training. Lastly, under China’s zero-tolerance policy we
- could see further closures at the country’s factories and ports if
% the Omicron variant ends up being highly contagious and

0 e escapes the effectiveness of the vaccines.
30 Finally, there are three elements of the current mismatch
20 S ® which concern us. Firstly, it will not affect all countries equally.
10 L ° Within the euro area, for example, Germany — an economy
0 : : s s . heavily integrated into global value chains due to its potent
Furoarea  Germany France >pain aly automotive sector (which accounts for slightly over 20% of
Historical range (5"-95" percentiles) @ Apr.-21 Jul-21 Oct-21 German manufacturing output, compared to 11% on average

Note: Companies that give an affirmative response as to whether the shortage of materials or equipment i} the euro a rea) —is a I ready feeli ng the im Pa ct of the su PP |y
is limiting their production. I . 6
Source: BPI Research, based on data from the European Commission (business and consumer survey). crisis more than others (See third Chart)' Secondly, the

bottlenecksintechnologysectorsmaydelaytheimplementation

of some digital initiatives being pursued in the EU with Next
Generation EU funding. Remember that the digital transformation, alongside the green transformation, represents one of the
fundamental levers for change in the European production system.” Finally, these distortions are pushing up production prices.
This is a dynamic still in its early stages and it could intensify in the future, exacerbating one of the most significant risks
threatening the economy today, namely that of inflationary tensions, which are already evident in consumer prices in many
economies (particularly the US).8

5. The savings rate among US households was already back at pre-pandemic levels in October 2021 (7.3% of disposable income, following the peaks of over 30% in
April 2020 and 27% in March 2021). In the euro area, meanwhile, the savings rate in Q2 2021 (latest available data) was slightly below 20%, compared to around 13%
in 2019. In addition, in the articles of the Dossier «The recovery in consumption» in the MR11/2021, we analyse consumption in Spain using internal data and conclude
that it will remain buoyant and above the historical average during 2022.

6. See the Focus «Economic structure and resilience against shocks in the euro area» in this same Monthly Report for a somewhat more detailed analysis of the case of
Germany.

7. Green initiatives, such as the electric car, could also be affected by the bottlenecks.

8. In the article «Central banks’ response to the rebound in inflation (and the ECB’s inaction)» of this same Dossier, we talk about these inflationary tensions and the
response from monetary institutions.
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In 2021, inflation has reached peaks not seen in many years in most advanced and emerging economies. For example, we need
to trace back to 1990 to find US inflation above last October’s 6.2%, while in the euro area November’s 4.9% is the highest level
since the series began. This phenomenon is attracting the full attention of the current economic debate, mainly because of the

implications it has for monetary policy. Our view, which is
shared by the major central banks, is that the factors behind ~ Inflation and interest rates in advanced and emerging
economies

these high inflation rates are transitory in nature and should %)
0,

fade during the course of 2022.

Forecasts

What lies behind the rebound in inflation?

On the one hand, global energy prices have increased
significantly and account for most of the rise in inflation. The
main reason for this has been a perfect storm in the gas market
caused by several factors, such as colder than normal
temperatures, a lack of wind, lower hydroelectric generation,
other one-off disruptions in the supply of gas in various
countries, and increased demand for gas, especially in China.
Individually, these factors would have had only a minor impact
on the price of this fossil fuel, but together they have caused
the price of gas to rise by +350% so far this year. This rise has Emerging-economy inflation
pushed up the price of electricity in most countries, and given Emerging-economy nterestates <= = = = Advanced-economyinterest ates
. . . q Notes: Internal inflation forecasts. For interest rates, we use the interest rates implicit in the financial
its magthde and perS|stence this trend has also ended up markets where possible, as well as Bloomberg’s analyst consensus.

affecting other fossil fuels, such as oil and coal. Prices in the  Source: 87IResearch, based on data from Bloomberg and the IMF.

financial markets reflect expectations that this situation could

persist for a few more months still, but with the end of winter and the reduction in seasonal demand the energy markets will be
less strained.

L o = v ow A U o N ®

Advanced-economy inflation

The mismatch between the demand and supply of many goods, which is visible in the bottlenecks caused by the sharp growth
in demand around the world, is a second element also pushing up prices.! Despite high uncertainty, this dynamic looks set to
persist for several more months yet, and it could keep inflation high during the first half of the year. Nevertheless, it should fade
during the course of 2022 as supply normalises and pent-up demand runs out. However, the emergence of new, mutated variants
of the virus, such as Omicron, is a latent risk that could intensify the bottlenecks.

The central banks get to work...

In the face of rising prices, a number of central banks have already begun to withdraw the monetary stimulus deployed after the
outbreak of the pandemic. In particular, in many emerging economies the monetary authorities have already begun to raise
rates, as these are countries where energy and commodity prices tend to have a more direct effect on inflation, given their
greater relative weight in the price index. Thus, in 2021 the central banks of Russia, Brazil and Poland have raised interest rates by
5.75,3.25 and 1.15 pps, respectively, and are expected to continue the cycle of rate hikes in 2022. In developed economies, rate
hikes have been more contained and selective, and only the central banks of Norway, New Zealand and South Korea have raised
rates (by 0.25 pps).

We believe that 2022 will be the year in which most central banks will withdraw the monetary stimulus and raise interest rates,
both in advanced and in emerging economies, provided the new variants of the virus allow it. Thus, the financial markets
anticipate four rate hikes by the Bank of England and that of Canada, three in the case of Australia and up to seven for New
Zealand. Two 0.25-pp rate hikes are expected from the Federal Reserve, in line with our own forecasts, while in Frankfurt no
interest rate changes are anticipated as explained below.

1. For more details, see the article «Bottlenecks: from the causes to how long they will last» in the Dossier of this same Monthly Report.
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... although the ECB is moving at a different pace

MR

As we discussed in a recent article,? the euro area economy, like that of Japan, is at a different point in the business cycle compared
to the other economies mentioned above. Its core inflation, which excludes the energy and food components, stands at 2.6%, a

far cry from New Zealand’s 4.8% or the US' 4.6%. In addition to
a widely varying core inflation, which is clearly higher in the
core economies than in the periphery (see second chart), there
is another peculiar feature: the base effect of the temporary
VAT reduction applied in several countries in the second half of
2020. This factor is placing current inflation (both headline and
core) at artificially high rates, and this will cease to be the case
from January 2022.

In this context, the ECB insists that the rebound in inflation is
transitory and that it will not act to counteract it as long as it
continues to believe that the second-round effects® will be
moderate and the aforementioned elements fade during
2022. Moreover, following the ECB's strategic review and the
shift in its forward guidance proposed in July, with the
medium-term inflation target of 2%, it is highly unlikely that
we will see a rate hike before the end of 2023.

Yet the ECB is not isolated from global inflationary dynamics
and, together with the fact that the euro area economy will

Euro area: core inflation
(%)
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2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021

Core e Periphery ECB target

Notes: The countries of the core are Austria, Belgium, Finland, France, Germany, Luxembourg and
the Netherlands. In the periphery we have Cyprus, Estonia, Greece, Ireland, Italy, Latvia, Lithuania,
Malta, Portugal, Slovakia, Slovenia and Spain. We weight each economy according to its GDP.
Source: BPI Research, based on data from Eurostat.

reach pre-pandemic GDP levels in Q1 2022, we believe it will also withdraw some of the monetary stimulus in 2022. Specifically,

Euro area: funding needs in 2022
(EUR billions)
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Notes: We assume that the ECB will purchase 150 billion euros of assets during Q1 2022 under the
PEPP, and 60 billion under the APP. For the remainder of the year, we assume it will purchase

360 billion euros under the APP, resulting in net purchases of 570 billion euros for 2022 as a whole.
The figure shown above the grey bars is the amount of net debt issues that the ECB would not cover.
Source: BPI Research, based on data from the European Commission and the ECB.

2. See the Focus «On the normalisation of monetary policy» in the MR10/2021.

we estimate that net asset purchases in 2022 will amount to
around 570 billion euros.* This is a very considerable volume,
even if it is 520 billion less than the purchases carried out in
2021, a year still heavily conditioned by the pandemic. These
purchases, together with reinvestments of the assets at
maturity, will enable the ECB to maintain an accommodative
financial environment with which to support economic
growth and continue to meet Member States’ funding needs.
It should also be noted that in 2022 the issuer limits will no
longer be such cause for concern as they were in the pre-
pandemic world. With the rise in public debt following the
outbreak of the pandemic, the ECB has scope to maintain the
rate of purchases which we expect to see up until the end of
2023 without exceeding these limits.

This whole scenario, however, is subject to much uncertainty.
New variants of the virus, such as Omicron, will continue to
weigh on the ECB’s balance of risks and could condition
economic activity in 2022, along with inflation.

3. l.e. how high inflation rates today could translate into higher inflation rates in the future. Some studies suggest that second-round effects have lost relevance in
recent years, although it is true that the particular nature of the crisis and the economic recovery triggered by the COVID-19 pandemic could lead to a change in this
dynamic. See, for example, C. Borio, et al. (2021). «Second-round effects feature less prominently in inflation dynamics».

4. Specifically, we believe that net asset purchases under the PEPP during Q1 will be at a slower pace than in the last quarter of 2021 and will cease in March. We believe
that the APP will then take on a more prominent role and that the net monthly purchases could go from the current level of 20 billion euros to 40 billion. In addition,
there is speculation that the ECB could incorporate some flexibility into the level of purchases under the APP, announcing a target for the volume of purchases to be
made throughout the year as a whole rather than a monthly purchase rate.
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The severe deterioration in the public finances as a result of the pandemic has reopened the debate about the need to reform EU fiscal
rules. The current public debt and deficit targets date back to 1992, when the Maastricht Treaty set the requirements for access to the
single currency, and these were also incorporated into

the Stability and Growth Pact (SGP) when it was The evolution of the EU fiscal rules framework

adopted in 1997. The public debt ceiling was set at

> 1992: the Maastricht Treaty introduces the euro as a common currency and limits

60% Of GDP (COInCidIng Wlth the European average |n V public deficits and public debt levels to 3% and 60% of GDP, respectively.
the 19905), a target that was eXpeCted to be met |n the . ‘1997:tthe Stzbilily ?nd Gro;n(’:h PSaGcPl] fo\\(j)n/jed bythet\ntroductg?gggfthe «preve(;tg/gsrm» [2998,)
reporting and monitoring ot e an: e «corrective arm» ), excessive aencit procedure),
medium term |f the pubhc def|c|t cei“ng was set at 3% Iayps dowgnﬁsaa\ rules desg\gned to avoid persistent budgetary imbalances in the Monetsvy Union.
of GDP, as nominal growth at that time was around ¢ TN E———
. . . duced f
5.0%. Thatis, the SGP was approved against a backdrop 2005:ntroduction of the concepte of 7 e e il
. . dium- bud. bjecti -7 i f the EU"
of high economic growth and low levels of debt, a far (4708 and sructual bance. SR e
. . align their fiscal and economic policies
cry from the present situation. with the objectives defined at the EU level.
2011: the Six-Pack introduces 6 regulations a\med‘ ‘
Indeed, one of the decisive moments for the SGP was e e 20130 TwoPack s pproved nd
the global financial crisis of 2008, which forced pE = States agree to prepare their budgets
. . 2012: the Fiscal Compact enters into force, strengthening the “ ¢ (ajccohrdgn‘ce W‘tg commodn s;andargs
Brussels to adopt a set of legislative proposals known EUS fiscalorierfation; Eufolarea MemberSiates fare o @ 2ndschedules, submitting drafts to the

incorporate budgetary balance into their constitutions. Carmislisiton el dhre Cowire]

as the Six-Pack and the Two-Pack. However, these
((tWeakS» falled tO SOlVe the main pr0b|emS Of the 2015: communication flexibility introduces guidelines on how the ’ é?oz\(«)/;):h;aia\?!iutzaenn%ed
. oL spe European Commission will apply the rules of the SGP to strengthen L i p,,
SGP its |ack Of ﬂeXIbIIIty to adapt to each Member the link between structural reforms, public investment and fiscal 4 ‘4'
State’s own business cycle and situation, its lack of il ideciiiibibilitatels Wi
I
transparency, its excessive complexity and the "% e 2000 200 201 A 2020 2025

absence of mechanisms to ensure compliance. Even  Source: 87 Research.

the European Commission itself recognised that these

reforms aggravated the above problems by introducing new budgetary procedures and criteria that were difficult to measure in the
short term.!

The last expansionary cycle (2014-2019) highlighted the enormous

Europeaitinion-publicaccolintsinzoi= challenge that some Member States face in meeting the objectives

(% of GDP) of the SGP. Overall, Member States managed to bring their public
s Denmark deficit to GDP ratios down below 3.0% in 2019 (Spain and France
4 e passed by the skin of their teeth), while the primary balance
(which excludes interest payments) also improved significantly in
Luxe:‘.bwrg Netherlands most cases, although Spain was notone of them. Thisimprovement
Bulgaria ® g Germany OYPIUS T reduced pressure on government debt ratios, which fell over the
g 1 Uthuaniasf.d/e”lrelan e —— Creette period, although in 2019 they were still well above the 60% target
So.e . 2 Malta ®, Q@Croatia g, . . ./, inmany countries (see second chart).
5 Estonia Czéch Rep.poland  Slovenia .~ Portugal
2 Latvia '. . Even in the pre-pandemic macroeconomic context, the effort that
Slovakia S GgBelgium ety S was required of some countries to bring their debt within the
2 ® - .. . q
Hungary!  Spain limits set under the Fiscal Compact was enormous. Assuming that
= e the long-term interest rates and the nominal GDP growth rate
4 p— e achieved in 2019 had remained stable, Greece would have needed
= to register a primary surplus of over 6.0% for 20 years; in the case
0 20 40 60 80 100 120 140 160 180 200 of ltaly and Portugal, this figure was around 3.0%, while in Spain,
Public debt France and Belgium, it was around 2.0%.2 This does not seem
Source: BPI Research, based on data from the European Commission. feasible, especially given countries’ systematic failure to comply

with the fiscal rules in the past. As the evolution of the structural
deficits shows,® some economies lack the tools or the political will to comply with the European recommendation to cut their structural
deficit ratios by 0.5 pps per year in order to bring them closer to the established structural targets,* even in expansionary periods (see
third chart).

1. See the Focus «A step towards a reform of the fiscal rules in Europe?», in the MR03/2020.

2. See the Focus «European fiscal rules: an end to the 60% limit?», in the MR03/2021.

3.The structural deficit is estimated to be the part of the public deficit which is not affected by the business cycle or by temporary exceptional expenditure. Effectively,
it offers an estimate of the permanent (structural) imbalance in the financing of the public accounts and provides an idea of their long-term sustainability.

4. Brussels states that the «golden rule» of budgetary balance, with a structural deficit limit of 0.5% of potential GDP (if public debt is less than 60% of GDP, this limit
is set at 1% of GDP), must be enshrined in national legislation, preferably at the constitutional level. However, this is one of the most controversial objectives. On the
one hand, the concept of «structural deficit» is itself an estimate, not an observed variable. On the other hand, it is fixed in terms of potential GDP, which is another
variable estimated using different methods, and this explains the differences in the potential GDP figures published for the same country by different entities such as
the IMF, the European Commission and the OECD.
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The reform of fiscal rules in the EU: more flexibility, less complexity?

The COVID-19 crisis exacerbated the existing problems by making it clear that the current fiscal rules would likely be inadequate for the new
reality. The exceptional nature of the situation led to the temporary suspension of the SGP (from March 2020 until, foreseeably, 2023)
and revived the debate about the reform of fiscal rules. The discussion can be divided into three schools of thought: (i) those who argue
that the current framework does not need reform; (ii) those who acknowledge that the fiscal rules need to be adapted, but within the
current framework; and (iii) those who demand a complete .

overhaul of the rules and even the replacement of the numerical European Union: structural balance

targets included in the European treaties. An immediate return to (% of potential GDP)

the rules of the Fiscal Compact could be detrimental for the euro 6
area as it would require a very sudden and clearly unworkable fiscal
adjustment, while a complete overhaul seems complicated,
requiring unanimity among Member States. Thus, the option of
reform within the current framework is the clear winner.

Among the potential solutions, one of the most promising is to
shift the focus from rules based on the structural deficit to an
expenditure-based rule. This could be easily adapted to each
country’s individual macroeconomic conditions (primarily, the
level of public debt) and could include exceptions which, among
others, would affect public investment in order to limit the «anti-
public investment» bias of the current system” (see fourth chart).
In addition, it is essential to improve the transparency of these
rules, reduce their complexity and strengthen the role of S B 200
institutions responsible for fiscal supervision® by creating
incentives and mechanisms to promote compliance.

Source: BP| Research, based on data from the European Commission.

Although adopting an expenditure-based rule adds transparency and predictability to the European fiscal framework, it is important
to highlight the difficulty in naming exceptions (i.e. which items of public expenditure should be excluded from the expenditure rule
and which should not?), as well as the need to set clear limits on the scope of action of the various institutions involved in the process.
In the end, a reform of the fiscal rules should be capable of addressing the shortcomings already identified and should enable us to

emerge from this crisis with a simple and credible mechanism for

Euro area: public debt and investment fiscal control and coordination. Such a mechanism should also
(% of GDP) (pps)  give Member States a sufficiently solid architecture with which to
200 ,  tackle the EU’s main challenges: making Europe the first climate-
1 neutral continent, adapting it to the digital age, reducing
100~ " inequality, and mitigating the effects of population ageing... all
1220 ——————— = & 4 * e ee o this without jeopardising Fhe Iong—ter.m §gstainability of publ?c
% * g debt. These challenges will require significant levels of public
investment, which are infeasible under the current budgetary

40 2 rules, so a thorough rethink of the fiscal strategy will be key.
0 O O D BN B D NEE 3 Furthermore, despite the pertinence of the debate on fiscal rule
@Q\Q\z@@g@% & F& &L}Oﬁ Q@\\&@i&& @000 CRE F &P reform, we must not loose sight of other important elements. Let
Y S© ¢ us not forget, for example, that countries must also make individual
Public debt (% of GDP, 2000-2011 average, left scale) progress in carrying out the necessary structural reforms to ensure
I Public debt (% of GDP, 2012-2020 average, left scale) the sustainability of their public finances.” In addition, when it
@ SIS publieinresmentbpsof SRR rohtseele) comes to fiscal rules, there does not appear to be any silver bullet
Notes: The change in public investment is calculated as the difference between the average of the for easily and simultaneously achieving a simpler, more flexible

periods 2000-2011 and 2012-2020. The green diamonds correspond to an increase in public investment q q q

between the two periods, while the red diamonds indicate a reduction. and Pr9d|Ctable appllcatlon- Even SO, the EU also has other heavy
Source: BF! Research, based on data from Eurostat. ammunition: the mechanisms developed during recent crises (such

as the European Stability Mechanism, the SURE instrument and
NGEU funds) make it possible to fine-tune the aim of the EU’s fiscal artillery. Overall, a well-established system of fiscal rules and a
permanent fiscal capacity in the EU would encourage key investments during a period of ecological and digital transition, while reinforcing
positive conditionality. Boosting confidence among Member States, as well as in EU institutions and rules, will be the key.

5. The fiscal consolidation in the last expansionary cycle was largely achieved via a drastic reduction in investment, when investment contributes to medium-term
growth.

6. These institutions include the European Fiscal Board and national fiscal supervision institutions, such as the AlReF. In this regard, a mechanism for resolving fiscal
disputes between Member States and the European Commission should also be established, increasing the responsibilities of the European courts of justice.

7.See OECD (2021). «<The long game: Fiscal outlooks to 2060 underline need for structural reform».
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With the end of the year approaching, it is time to reflect on the main events of 2021 and draw lessons for 2022. We know that
the pandemic will continue to be a concern, and that some uncertainty will still shape our outlook for the Portuguese economy.
Nonetheless, we remain optimistic for the coming year. It is highly likely that 2022 will be the year that GDP bounces back to
levels seen prior to the emergence of COVID-19 in Portugal.

2021 has still been marred by the pandemic

At the beginning of the year, the country was again plunged into severe lockdowns in response to the considerable and
unprecedented increase in new cases of COVID-19, hospitalisations and deaths. As a result, GDP dropped by 3.3% year-on-year
in the 1Q of the year and worsened the gap with pre-pandemic levels; at the same time, the Government implemented new
measures and/or expanded existing ones. As of the 2Q, the economy once again started on a path of recovery, benefiting from
the gradual easing of lockdown measures starting in March; the success of the vaccination campaign (at present, around 88%
of the population is fully vaccinated) and the consequent control of the pandemic; the resilience and adaptation of companies;
the support measures of the Government and the European Commission/ECB, which meant, for example, that the labour
market did not suffer as much as in previous crises; and, finally, a positive summer tourism campaign that was supported by the
Portuguese population. At the same time, at the European level, a very significant investment package was approved, with
special emphasis on the Recovery and Resilience Plan (PRR) which allocates more than 16,600 million euros to Portugal over the
coming years, an opportunity to push ahead with essential investments for the country.

The challenges at the end of the year, however, meant that this was little relief: the strong recovery in global demand as well as
the successive waves of the pandemic created constraints in global supply chains, which limited domestic production, most
notably, for instance, in the automotive industry. At the same time, tensions between supply and demand, amongst other
factors, triggered an energy crisis, with fuel prices contributing to increased inflation in the last months of the year to levels
close to 2% (still well below the pressure felt in the Eurozone as a whole). In late November, the emergence of the new Omicron
variant led to increased uncertainty and the return of some restrictions. Finally, in October, the rejection of the State Budget
Proposal for 2022 led the President of the Republic to announce the dissolution of Parliament and to call for elections at the end
of January.

2022: will it be the year we turn the page on the pandemic?

In the coming year, we hope the pandemic will be kept under
control: the current high vaccine levels, together with vaccine
boosters for the most vulnerable population groups, should
limit the rise in hospitalisations and deaths, allowing economic 1050
activity to pick up and reach pre-pandemic levels by the end
of 2022. However, the emergence of new virus variants, such
as Omicron, may generate episodes of uncertainty and

Portugal: economic recovery
Index (2019 =100)
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increased restrictions until it can be clarified whether current
vaccinations are effective against new variants and, if not, to 975
what extent existing vaccinations can be adapted.
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In fact, in 2022, the economy will benefit from a series of
extraordinary measures that will contribute to a growth of
almost 5%. Among which, the revival of tourism emerges as
the main driver of growth in 2022, as greater control and/or o, . : : : :
capacity to deal with the pandemic will normalise travel again. 2019 2020 2021 2022 2023
Growth will further be fuelled by receipt of European funds to
support the roll-out of the Recovery and Resilience Plan
(through planned reforms and investments, which, according
to the Government, will amount to 3.3 billion euros in 2022) and by channelling savings accrued during more restricted periods
of lockdown into consumption. It is clearly observable that the sum of these (positive) impacts greatly exceeds the negative
effects that could result from the energy crisis and the bottlenecks in the supply chain.

92.5 \ 7

Source: BPI Research.
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Thus, for the year as a whole, we anticipate GDP growth of ~ GDP 2022: contributions to economic growth
4.9%, with an acceleration of goods and services exports.Ina  Percentage points

scenario of disruptions to global supply chains, Portugal may
benefit from a privileged position to replace non-European
suppliers, forced to temporarily and/or permanently interrupt 5 -— S—
their production due to the pandemic, which, if it happens, 43 '
would stimulate the export of Portuguese goods. Likewise,
the recovery of tourism will continue apace in 2022, benefiting
from the fact that Portugal has one of the highest fully
vaccinated populations in the world. Therefore, we estimate 2 — —
that tourism could have a positive impact of around 1.9 pp of
GDP in 2022, around double the estimated result for 2021.

6

4.9

At the same time, the economic recovery should be
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Note: * Annual variation (%).

contribute to growth in investment and employment. Still, we ¢ = "0

expect employment growth to be more subdued, in line with
signs of labour shortages and also assuming some recovery in
productivity levels.

Last but not least, private consumption will stand out as an important economic driver. In fact, private consumption should
benefit from the strong labour market and the savings accrued during the pandemic, which could contribute 0.7 pp of GDP to
economic growth in 2022.

Regarding inflation, we expect the impact of the energy crisis to be lower in Portugal than in other Member
States of the EU, and we expect the constraints in global supply chains to have a limited impact on consumer price increases. At
the same time, the impact of pent-up consumer demand during the pandemic will be more contained in the next year than it
would have been in 2021. In light of this, we anticipate a slight increase in the inflation rate in 2022 to 1.4% on average.

Although we expect a more encouraging scenario for Portugal than it was in 2021, we cannot fail to draw attention to some
uncertainty that could still affect 2022, mainly due to external factors. An important factor to bear in mind is that the country
will hold elections at the end of January and will be governed in a duodecimal regime that is likely to last half the year. This
regime will obviously have consequences, such as limiting expenditure to what was budgeted for 2021, but the risks are low;
in fact, it is possible that expenditure execution in 2021 will end the year better than estimated in the 2021 State Budget,
generating a buffer of around 0.6 pp of GDP that can be used in the next year, if, for example, the pandemic were to worsen and
measures are required to support families and businesses and increase spending on the health sector.

Externally, the energy crisis and constraints in global supply chains will be the main factors limiting growth, problems that have
intensified over the past few months, stimulated by a considerable and surprising recovery in world demand, and which are
expected to continue into 2022, especially in the first half of the year. Added to these are the new variants of the virus, although
the lessons of the last two years, as well as the possibility of adapting existing vaccines to be more efficient, invite us to believe
that there may only be occasional episodes of greater uncertainty, but not a sustained impact on economic activity. In addition
to these limiting factors, and in a risk scenario, there may be a more accentuated deterioration than anticipated in the
international financial climate and the consequent rise in financing costs for both the private and public sectors. This would be
a particularly serious scenario for Portugal, given the significantly high levels of indebtedness which are higher than those of its
EMU partner countries.

Even though we may not be in a scenario perfectly free of adverse risks, we believe we are now experiencing ideal conditions
to overcome the negative effects of the pandemic, and enter a period of sustainable economic growth, promoting the expansion
of wealth. To this end, the efficient execution of European funds through the roll-out of the Recovery and Resilience Plan will
play an important role.

1. This entails a reduction in expenditure of 5,800 million euros than was projected in the 2022 State Budget Proposal (the equivalent of 2.6% of GDP).
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